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98th  Congress 
2d  Session 


HOUSE  OF  REPRESENTATIVES 


Rept.  98-432 
Part  2 


TAX  REFORM  ACT  OF  1984 


March  5,  1984. — Committed  to  the  Committee  of  the  Whole  House  on  the  State  of 
the  Union  and  ordered  to  be  printed 


Mr.  Rostenkowski,  from  the  Committee  on  Ways  and  Means, 
submitted  the  following 

SUPPLEMENTAL  REPORT 

[To  accompany  H.R.  4170] 
[Including  cost  estimate  of  the  Congressional  Budget  Office] 

The  Committee  on  Ways  and  Means,  to  whom  was  referred  the 
bill  (H.R.  4170)  to  provide  for  tax  reform,  and  for  other  purposes, 
having  considered  the  same,  report  favorably  thereon  with  an 
amendment  and  recommend  that  the  bill  as  further  amended  do 
pass. 

The  amendment  is  as  follows: 
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[Amendment  in  the  Nature  of  a  Substitute  to  H.R.  4170,  Including 
an  Amendment  to  the  Amendment  in  the  Nature  of  a  Substitute 
Set  Forth  as  Section  1006] 

1  Strike  out  all  after  the  enacting  clause  and  insert  in  lieu 

2  thereof  the  following: 

3  SECTION  1.  SHORT  TITLE;  ETC. 

4  (a)  Shoet  Title. — This  Act  may  be  cited  as  the  "Tax 

5  Reform  Act  of  1984". 

6  (b)  Amendment  of  1954  Code. — Except  as  otherwise 

7  expressly  provided,  whenever  in  this  Act  an  amendment  or 

8  repeal  is  expressed  in  terms  of  an  amendment  to,  or  repeal  of, 

9  a  section  or  other  provision,  the  reference  shall  be  considered 

10  to  be  made  to  a  section  or  other  provision  of  the  Internal 

11  Revenue  Code  of  1954. 

12  (c)  Table  of  Titles. — 

Title  I.  Tax  Freeze;  Tax  Reforms  Generally. 
Title  II.  Life  Insurance  Provisions. 
Title  m.  Revision  of  Private  Foundation  Provisions. 
Title  IV.  Tax  Simplification. 
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Title  V.  Tax  Treatment  of  Fringe  Benefits. 

Title  VI.  Technical  Corrections. 

Title  VII.  Tax-Exempt  Bond  Provisions. 

Title  Viil.  Miscellaneous  Revenue  Matters. 

Title  IX.  Social  Security  Disability  Benefits  Reform. 

Title  X.  Medicare  Budget  Reconciliation  Amendments. 

Title  XI.  Trade  Adjustment  Assistance. 

Title  XII.  Highway  Revenue  Provisions. 

1  TITLE  I— TAX  FREEZE;  TAX 

2  REFORMS  GENERALLY 

3  SEC.  10.  TABLE  OF  CONTENTS. 

Sec.  1.  Short  title;  etc. 

TITLE  I— TAX  FREEZE;  TAX  REFORMS  GENERALLY 
Sec.  10.  Table  of  Contents. 

Subtitle  A — Deferral  of  Certain  Tax  Reductions 
Sec.  11.  Short  title. 

Past  I — Income  Tax  Provisions 

Amount  of  used  property  eligible  for  investment  tax  credit. 
Finance  lease  provisions. 

Election  to  expense  certain  depreciable  business  assets. 
Employee  stock  ownership  credit. 
Cost-of-living  adjustments  in  pension  plan  limitations. 
Repeal  of  partial  interest  exclusion. 
Foreign  earned  income  of  individuals. 

Past  n^-E  state  and  Gift  Tax  Rates 
Sec.  21.  Maximum  rate. 

Part  III — Excise  Taxes 

Sec.  25.  Tax  rate  on  newly  discovered  oil. 
Sec.  26.  Excise  tax  on  communications  services. 
Sec.  27.  Excise  tax  on  cigarettes  and  distilled  spirits. 

Subtitle  B — Tax-Exempt  Entity  Leasing 

Sec.  31.  Short  title. 

Sec.  32.  Denial  of  tax  incentives  for  property  used  by  governments  and  other  tax- 
exempt  entities. 

Sec.  33.  Study  of  present  class  life  of  certain  high  technology  property. 

Subtitle  C — Treatment  of  Bonds  and  Other  Debt  Instruments 
Sec.  41.  Treatment  of  bonds  and  other  debt  instruments. 

Sec.  42.  Technical  and  conforming  amendments  related  to  original  issue  discount 
changes. 


Sec.  12. 
Sec.  13. 
Sec.  14. 
Sec.  15. 
Sec.  16. 
Sec.  17. 
Sec.  18. 
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Sec.  43.  Technical  and  conforming  amendments  related  to  treatment  of  market  dis- 
count and  acquisition  discount. 
Sec.  44.  Effective  dates. 

Subtitle  D — Corporate  Provisions 
Paet  I — Limitations  on  Dividends  Received  Deduction 

Sec.  51.  Dividends  received  deduction  reduced  where  portfolio  stock  is  debt  fi- 
nanced. 

Sec.  52.  Treatment  of  dividends  from  regulated  investment  companies. 

Paet  II — Teeatment  of  Ceetatn  Disteibutions 

Sec.  53.  Corporate  shareholder's  basis  in  stock  reduced  by  non-taxed  portion  of  ex- 
traordinary dividends. 
Sec.  54.  Distribution  of  appreciated  property  by  corporations. 

Sec.  55.  Extension  of  holding  period  for  losses  attributable  to  capital  gain  dividends 
of  regulated  investment  companies  or  real  estate  investment 
trusts. 

Part  III — Miscellaneous  Provisions 

Sec.  56.  Denial  of  deductions  for  certain  expenses  incurred  in  connection  with  short 
sales. 

Sec.  57.  Nonrecognition  of  gain  or  loss  by  corporation  on  options  with  respect  to  its 
stock. 

Sec.  58.  Amendments  to  accumulated  earnings  tax. 

Sec.  59.  Repeal  of  stock  for  debt  exception  for  purposes  of  determining  income  from 

discharge  of  indebtedness. 
Sec.  60.  Distributions  of  obligations  having  original  issue  discount. 
Sec.  61.  Eligibility  to  file  consolidated  returns. 

Subtitle  E — Partnership  Provisions 

Sec.  71.  Partnership  allocations  with  respect  to  contributed  property. 

Sec.  72.  Determination  of  distributive  shares  when  partner's  interest  changes. 

Sec.  73.  Payments  to  partners  for  property  or  certain  services. 

Sec.  74.  Contributions  to  a  partnership  of  unrealized  receivables,  inventory  items,  or 

capital  loss  property. 
Sec.  75.  Transfers  of  partnership  interests  by  corporations. 
Sec.  76.  Application  of  section  751  in  the  case  of  tiered  partnerships. 
Sec.  77.  Section  1031  not  applicable  to  partnership  interests;  limitation  on  the 

period  during  which  like  kind  exchanges  may  be  made. 
Sec.  78.  Elimination  of  basis  strips  under  section  734(b). 
Sec.  79.  Overruling  of  Raphan  case. 

Subtitle  F — Trust  Provisions 

Sec.  81.  Treatment  of  property  distributed  in  kind. 
Sec.  82.  Treatment  of  multiple  trusts. 

Subtitle  G — Accounting  Changes 

Sec.  91.  Certain  amounts  not  treated  as  incurred  before  economic  performance. 

Subtitle  H — Provisions  Relating  to  Tax  Straddles 

Sec.  101.  Repeal  of  exception  from  straddle  rules  for  stock  options  and  certain 
stock. 
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Sec.  102.  Section  1256  extended  to  certain  options. 

Sec.  103.  Regulations  under  section  1092(b). 

Sec.  104.  Limitation  on  losses  from  hedging  transactions. 

Sec.  105.  Clarification  that  section  1234  applies  to  cash  settlement  options. 

Subtitle  I — Employee  Benefit  Provisions 

Paet  I — Welfabe  Benefit  Plans 

Treatment  of  funded  welfare  benefit  plans. 
Treatment  of  unfunded  deferred  benefits. 

Additional  requirements  for  tax-exempt  status  of  certain  organizations. 
Amendments  to  tax  on  unrelated  business  income. 

Employer  and  employee  benefit  association  treated  as  related  persons 
under  section  1239. 

Past  LT — Other  Provisions 

Sec.  116.  Treatment  of  certain  medical,  etc.,  benefits  under  section  415. 
Sec.  117.  Limitation  on  accrual  of  vacation  pay. 

Sec.  118.  Determination  of  whether  there  is  a  collective  bargaining  agreement. 
Sec.  119.  Disqualification  of  plan  where  substantially  all  contributions  are  employee 
contributions. 

Sec.  120.  Participation  and  o^scrimination  standards  applicable  to  cash  or  deferred 
arrangements. 

Subtitle  J — Foreign  Provisions 

Treatment  of  related  person  factoring  income. 
Taxation  of  certain  transfers  of  property  outside  the  United  States. 
Section  1248  to  apply  to  certain  indirect  transfers  of  stock  in  a  foreign 
corporation. 

Treatment  of  United  States  source  original  issue  discount  in  case  of  for- 
eign persons. 

Clarification  of  definition  of  articles  produced  in  Puerto  Rico  or  the 

Virgin  Islands. 
Treatment  of  certain  transportation  income. 
Treatment  of  payments  to  Guam  and  Virgin  Islands  corporations. 
Application  of  collapsible  corporation  rules  to  foreign  corporations. 
Definition  of  foreign  investment  company. 

Treatment  of  certain  distributions  received  by  United  States-owned  for- 
eign corporations. 

Interest  and  dividends  paid  by  certain  United  States-owned  foreign  cor- 
porations treated  as  derived  from  United  States  sources. 
Certain  dividends  treated  as  interest  for  purposes  of  the  limitation  on  the 
foreign  tax  credit. 

Subtitle  K — Reporting,  Penalty,  and  Other  Provisions 

Sec.  151.  Organizers  and  sellers  of  potentially  abusive  tax  shelters  must  keep  lists 
of  investors. 

Sec.  152.  Returns  relating  to  mortgage  interest  received  in  trade  or  business. 
Sec.  153.  Returns  relating  to  foreclosures  and  abandonments  of  security. 
Sec.  154.  Increase  in  penalty  for  promoting  abusive  tax  shelters. 
Sec.  155.  Reporting  of  State  and  local  refunds  not  required  with  respect  to  non- 
itemizers. 


Sec.  111. 

Sec.  112. 

Sec.  113. 

Sec.  114. 

Sec.  115. 


Sec.  131. 

Sec.  132. 

Sec.  133. 

Sec.  134. 

Sec.  135. 

Sec.  136. 

Sec.  137. 

Sec.  138. 

Sec.  139. 

Sec.  140. 

Sec.  141. 

Sec.  142. 
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Sec.  156.  Authorization  to  disregard  appraisals  of  persons  penalized  for  aiding  in 

understatements  of  tax  liability. 
Sec.  157.  Provisions  relating  to  individual  retirement  accounts. 
Sec.  158.  Returns  relating  to  exchanges  of  partnership  interests  where  unrealized 

receivables,  etc.,  involved. 
Sec.  159.  Statements  required  in  case  of  certain  substitute  dividend  payments. 

Subtitle  L — Miscellaneous  Provisions 

Sec.  161.  Inclusion  of  tax  benefit  items  in  income. 

Sec.  162.  Loans  with  below-market  interest  rates. 

Sec.  163.  LIFO  conformity  rules  applied  on  controlled  group  basis. 

Sec.  164.  Treatment  of  collapsible  corporations. 

Sec.  165.  Eligibility  for  income  averaging. 

Sec.  166.  Limitation  on  amount  of  depreciation  and  investment  tax  credit  allowable 

for  luxury  automobiles. 

Sec.  167.  Amendments  to  section  1239. 

Sec.  168.  Amendments  to  section  267. 

1  Subtitle  A — Deferral  of  Certain  Tax 

2  Reductions 

3  SEC.  11.  SHORT  TITLE. 

4  This  subtitle  may  be  cited  as  the  "Tax  Freeze  Act  of 

5  1984". 

6  PART  I— INCOME  TAX  PROVISIONS 

7  SEC.  12.  AMOUNT  OF  USED  PROPERTY  ELIGIBLE  FOR  INVEST- 

8  MENT  TAX  CREDIT. 

9  (a)  Geneeal  Rule. — Subparagraph  (A)  of  section 

10  48(c)(2)  (relating  to  dollar  limitation  on  amount  of  used  sec- 

11  tion  38  property)  is  amended — 

12  (1)  by  striking  out  "$150,000  ($125,000  for  tax- 

13  able  years  beginning  in  1981,  1982,  1983,  or  1984)" 

14  and  inserting  in  lieu  thereof  "$125,000  ($150,000  for 

15  taxable  years  beginning  after  1987)",  and 
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1  (2)  by  striking  out  "$150,000  (or  $125,000"  each 

2  place    it    appears    and    inserting    in    lieu  thereof 

3  "$125,0^0  (or  $150,000". 

4  (b)  Technical  Amendment. — Subparagraph  (B)  of 


5  section  48(c)(2)  is   amended  by  striking  out  "$75,000 

6  ($62,500  for  taxable  years  beginning  in  1981,  1982,  1983,  or 

7  1984)"  and  inserting  in  lieu  thereof  $62,500  ($75,000  for 

8  taxable  years  beginning  after  1987)". 

9  SEC.  13.  FINANCE  LEASE  PROVISIONS. 


10  (a)  Foue-Yeae  Defeeeal  of  Finance  Lease  Peo- 

11  visions. — 

12  (1)  In  geneeal. — Subparagraph  (A)  of  section 

13  209(d)(1)  of  the  Tax  Equity  and  Fiscal  Eesponsibility 

14  Act  of  1982  is  amended  by  striking  out  "December  31, 

15  1983"  and  inserting  in  lieu  thereof  "December  31, 

16  1987". 

17  (2)  Finance  lease  peo visions  continue  to 

18  apply  to  farm  peopeety. — Clause  (i)  of  section 

19  209(d)(1)(B)  of  such  Act  is  amended  by  striking  out 

20  "January  1,  1984"  and  inserting  in  lieu  thereof  "Jan- 

21  uary  1,  1988". 

22  (3)  Technical  amendments. — 

23  (A)  Subclause  (I)  of  section  168(f)(8)(B)(ii) 

24  (relating  to  requirement  that  only  40  percent  of 

25  lessee's  property  may  be  treated  as  qualified),  as 
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1  amended  by  section  209  of  the  Tax  Equity  and 

2  Fiscal  Besponsibility  Act  of  1982,  is  amended  by 

3  striking  out  "1986"  and  inserting  in  lieu  thereof 

4  "1990". 

5  (B)  Paragraph  (4)  of  section  168(i)  (relating 

6  to  limitations),  as  so  amended,  is  amended  by 

7  striking  out  "1985"  each  place  it  appears  and  in- 

8  serting  in  lieu  thereof  "1989". 


9  (b)    Teemination   of   Safe    Haeboe  Leasing 

10  Rules. — Paragraph  (8)  of  section  168(f)  of  the  Internal  Rev- 

11  enue  Code  of  1954  (relating  to  special  rules  for  leasing),  as  in 

12  effect  after  the  amendments  made  by  section  208  of  the  Tax 

13  Equity  and  Fiscal  Responsibility  Act  of  1982  but  before  the 

14  amendments  made  by  section  209  of  such  Act,  shall  not 

15  apply  to  agreements  entered  into  after  December  31,  1983. 

16  The  preceding  sentence  shall  not  apply  to  property  described 

17  in  paragraph  (5)  of  section  208(d)  of  such  Act. 

18  (c)  Peohibition  of  Leasing  Regulations. — The 

19  Secretary  of  the  Treasury  or  his  delegate  shall  not  issue  any 

20  regulations  relating  to  the  determination  of  whether  any 

21  transaction  is  a  lease  during  the  period  beginning  on  the  date 

22  of  the  enactment  of  this  Act  and  ending  on  December  31, 

23  1987.  The  preceding  sentence  shall  not  apply  to  regulations 

24  issued  to  carry  out  the  purposes  of  subtitle  B  of  title  I  of  this 
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1  Act  or  section  210  of  the  Tax  Equity  and  Fiscal  Besponsibiii- 

2  ty  Act  of  1982. 

3  (d)  Teansitional  Exiles. — The  amendments  made  by 

4  subsection  (a)  shall  not  apply  with  respect  to  any  property 

5  if— 

6  (1)  a  binding  contract  to  acquire  or  to  construct 

7  such  property  was  entered  into  by  the  lessee  before 

8  March  2,  1984,  or 

9  (2)  such  property  was  acquired  by  the  lessee,  or 

10  the  construction  of  such  property  was  begun,  by  or  for 

11  the  lessee,  before  March  2,  1984. 

12  SEC.  14.  ELECTION  TO  EXPENSE  CERTAIN  DEPRECIABLE 

13  BUSINESS  ASSETS. 

14  Paragraph  (1)  of  section  179(b)  (relating  to  dollar  limita- 

15  tion)  is  amended  by  striking  out  the  table  contained  therein 

16  and  inserting  in  lieu  thereof  the  following: 

"If  the  taxable  year  begins  in:  The  applicable  amount  is: 

1983,  1984,  1985,  1986,  or  1987   $5,000 

1988  or  1989   7,500 

1990  or  thereafter   10,000." 

17  SEC.  15.  EMPLOYEE  STOCK  OWNERSHIP  CREDIT. 

18  Subparagraph  (B)  of  section  44G(a)(2)  (relating  to  em- 

19  ployee  stock  ownership  credit),  as  in  effect  before  the  amend- 

20  ments  made  by  title  IV  of  this  Act,  is  amended  by  striking 

21  out  the  table  contained  therein  and  inserting  in  lieu  thereof 

22  the  following: 
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'Tor  aggregate  compensation  paid 
or  accrued  during  a  portion  of 

the  taxable  year  occurring  in  The  applicable 

calendar  year:  percentage  is 

1983,  1984,  1985,  1986,  or  1987   0.5 

1988  or  thereafter   0." 

1  SEC.  16.  COST-OF-LIVING  ADJUSTMENTS  IN  PENSION  PLAN 

2  LIMITATIONS. 

3  (a)  General  Rule. — Paragraph  (3)  of  section  415(d) 

4  (relating  to  freeze  on  adjustment  to  define  contribution  and 

5  benefit  limits)  is  amended  by  striking  out  "January  1,  1986" 

6  and  inserting  in  lieu  thereof  "January  1,  1988". 

7  (b)  Technical  Amendment. — Subparagraph  (A)  of 

8  section  415(d)(2)  (defining  base  periods),  as  amended  by  sec- 

9  tion  235(b)(2)(B)  of  the  Tax  Equity  and  Fiscal  Responsibility 

10  Act  of  1982,  is  amended  by  striking  out  "October  1,  1984" 

11  and  inserting  in  lieu  thereof  "October  1,  1986". 

12  SEC.  17.  REPEAL  OF  PARTIAL  INTEREST  EXCLUSION. 

13  (a)  Geneeal  Rule. — Subsections  (a)  and  (c)  of  section 

14  302  of  the  Economic  Recovery  Tax  Act  of  1981  are  hereby 

15  repealed,  and  the  Internal  Revenue  Code  of  1954  shall  be 

16  applied  and  administered  as  if  such  subsections  (and  the 

17  amendments  made  by  such  subsections)  had  not  been  en- 

18  acted. 

19  (b)  Conforming  Amendment. — Paragraph  (1)  of  sec- 

20  tion  57(a)  is  amended  to  read  as  follows: 
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1  "(1)  Exclusion  of  dividends. — Any  amount 

2  excluded  from  gross  income  for  the  taxable  year  under 

3  section  116." 

4  SEC.  18.  FOREIGN  EARNED  INCOME  OF  INDIVIDUALS. 

5  Subparagraph  (A)  of  section  911(b)(2)  (relating  to  limita- 

6  tion  on  foreign  earned  income)  is  amended  by  striking  out  the 

7  table  contained  therein  and  inserting  in  lieu  thereof  the  fol- 

8  lowing: 

"In  the  case  of  taxable  years  be- 
ginning in:  The  annual  rate  is: 

1983,  1984,  1985,  1986,  or  1987   $80,000 

1988   85,000 

1989   90,000 

1990  and  thereafter   95,000." 

9  SEC.  19.  EFFECTIVE  DATE. 

10  The  amendments  made  by  this  part  shall  apply  to  tax- 

11  able  years  ending  after  December  31,  1983. 

12  PART  II— ESTATE  AND  GIFT  TAX  RATES 

13  SEC.  21.  MAXIMUM  RATE. 

14  (a)  Geneeal  Rule. — Paragraph  (2)  of  section  2001(c) 

15  (relating  to  phase-in  of  50  percent  maximum  rate)  is  amend- 

16  ed— 

17  (1)  by  striking  out  "1985"  in  subparagraph  (A) 

18  and  inserting  in  lieu  thereof  "1989", 

19  (2)  by  striking  out  "1983"  each  place  it  appears 

20  in  subparagraph  (C)  and  inserting  in  lieu  thereof 

21  "1983,  1984,  1985,  1986,  or  1987",  and 
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1  (3)  by  striking  out  "1984"  each  place  it  appears 

2  in  subparagraph  (D)  and  inserting  in  lieu  thereof 

3  "1988". 

4  (b)  Effective  Date. — The  amendments  made  by  sub- 

5  section  (a)  shall  apply  to  the  estates  of  decedents  dying  after, 

6  and  gifts  made  after,  December  31,  1983. 

7  PART  III— EXCISE  TAXES 

8  SEC.  25.  TAX  RATE  ON  NEWLY  DISCOVERED  OIL. 

9  (a)  Geneeal  Rule. — Subparagraph  (B)  of  section 

10  4987(b)(3)  (relating  to  rate  of  tax  on  newly  discovered  oil)  is 

11  amended  by  striking  out  the  table  contained  therein  and  in- 

12  serting  in  lieu  thereof  the  following: 


"For  taxable  periods  The  applicable 

beginning  in:  percentage  is: 

1983,  1984,  1985,  1986,  or  1987   25 

1988   22  Mj 

1989   20 

1990  and  thereafter   15." 


13  (b)  Continuation  of  Percentage  Depletion  foe 

14  Oil  and  Gas  Feom  Secondaky  oe  Teetiaey  Peocess- 

15  es. — 

16  (1)  Paragraph  (2)  of  section  613 A(c)  (relating  to 

17  exemption   for   independent   producers   and  royalty 

18  owners)  is  amended  by  striking  out  the  last  sentence. 

19  (2)  Subparagraph  (A)  of  section  613A(c)(3)  (defin- 

20  ing  depletable  oil  quantity)  is  amended  by  adding  at  the 

21  end  thereof  the  following  new  sentence: 


J.  31-262— o 


12 

1  »     "Clause  (ii)  shall  not  apply  after  December  31, 

2  1983." 

3  (3)  Subparagraph  (E)  of  section  613A(c)(7)  is 

4  amended  by  adding  at  the  end  thereof  the  following 

5  new  sentence:  "This  subparagraph  shall  not  apply  after 

6  December  31,  1983." 

7  (4)  Subparagraph  (A)  of  section  613A(c)(9)  (relat- 

8  ing  to  transfer  of  oil  or  gas  property)  is  amended  by 

9  striking  out  "paragraph  (1)"  and  inserting  in  lieu 

10  thereof  "this  subsection". 

11  (c)  Effective  Dates. — 

12  (1)  Subsection  (a). — The  amendment  made  by 

13  subsection  (a)  shall  apply  to  taxable  periods  beginning 

14  after  December  31,  1983. 

15  (2)  Subsection  (b). — The  amendments  made  by 

16  subsection  (b)  shall  take  effect  on  January  1,  1984. 

17  SEC.  26.  EXCISE  TAX  ON  COMMUNICATIONS  SERVICES. 

18  Paragraph  (2)  of  section  4251(b)  (relating  to  rate  of  tax 

19  on  communications  services)  is  amended  by  striking  out  the 

20  table  contained  therein  and  inserting  in  lieu  thereof  the  fol- 

21  lowing: 

"With  respect  to  amounts  paid 

pursuant  to  bills  first  The  applicable 

rendered:  percentage  is: 

During  1983,  1984,  1985,  1986,  or  1987  :   3 

During  1988  or  thereafter   0." 
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1  SEC.  27.  EXCISE  TAX  ON  CIGARETTES  AND  DISTILLED  SPIR- 

2  ITS. 

3  (a)  Cigaeettes.— Subsection  (b)  of  section  5701  (re- 

4  lating  to  tax  on  cigarettes)  is  amended  to  read  as  follows: 

5  "(b)  Cigaeettes. — 

6  "(1)  In  geneeal.— On  cigarettes,  manufactured 

7  in  or  imported  into  the  United  States,  there  shall  be 

8  imposed  the  following  taxes: 

9  "(A)  Small  cigaeettes. — On  small  ciga- 

0  rettes,  a  tax  at  the  rate  per  thousand  determined 

1  in  accordance  with  the  following  table: 

"In  the  case  of  cigarettes 
removed:  The  rate  is: 

Before  October  1,  1985   $8 

On  or  after  October  1,  1985,  and  before  January  1, 

1988   6 

On  or  after  January  1,  1988   4 

2  "(B)  Laege  cigaeettes. — On  large  ciga- 

3  rettes,  a  tax  at  the  rate  per  thousand  determined 

4  in  accordance  with  the  following  table: 

"In  the  case  of  cigarettes 
removed:  The  rate  is: 

Before  October  1,  1985  $16.80 

On  or  after  October  1,  1985,  and  before  January  1, 

1988   12.60 

On  or  after  January  1,  1988   8.40 

5  "(2)  Definitions. — For  purposes  of  this  subsec- 

6  tion — 

7  "(A)  Small  cigaeettes. — The  term  'small 

8  cigarettes'  means  cigarettes  weighing  not  more 

9  than  3  pounds  per  thousand. 
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1  "(B)  Large  cigaeettes. — The  term  large 

2  cigarettes'  means  cigarettes  weighing  more  than  3 

3  pounds  per  thousand;  except  that,  if  more  than 

4  6V2  inches  in  length,  they  shall  be  taxable  as  if 

5  they  were  small  cigarettes,  counting  each  23A 

6  inches  (or  fraction  thereof)  of  the  length  of  each 

7  as  1  cigarette." 

8  (b)  Distilled  Spirits. — 

9  (1)  In  general. — Paragraphs  (1)  and  (3)  of  sec- 

10  tion  5001(a)  (relating  to  rate  of  tax  on  distilled  spirits) 

11  are  each  amended  by  striking  out  "$10.50"  and  insert- 

12  ing  in  lieu  thereof  "$10.50  ($14.25  during  the  period 

13  beginning  on  October  1,  1985,  and  ending  on  Decem- 

14  ber  31,  1987)". 

15  (2)  Technical  amendment. — Paragraphs  (1) 

16  and  (2)  of  section  5010(a)  (relating  to  credit  for  wine 

17  content  and  for  flavors  content)  are  each  amended  by 

18  striking  out  "$10.50"  and  inserting  in  lieu  thereof  "the 

19  rate  at  which  such  distilled  spirits  were  subject  to  tax 

20  under  section  5001  (or  section  7652)". 

21  (c)  Floor  Stocks  Taxes  on  Distilled  Spirits. — 

22  (1)  Imposition  of  tax. — On  distilled  spirits  pro- 

23  duced  in  or  imported  into  the  United  States  which  are 

24  removed  before  October  1,  1985,  and  held  on  such 

25  date  for  sale  by  any  person,  there  shall  be  imposed  a 
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1  tax  at  the  rate  of  $3.75  for  each  proof  gallon  and  a 

2  proportionate  tax  at  the  like  rate  on  all  fractional  parts 

3  of  a  proof  gallon. 

4  (2)  Liability  foe  tax  and  method  of  pay- 

5  ment. — 

6  (A)  Liability  fob  tax. — A  person  holding 

7  distilled  spirits  on  October  1,  1985,  to  which  the 

8  tax  imposed  by  paragraph  (1)  applies  shall  be 

9  liable  for  such  tax. 

10  (B)  Method  of  payment. — The  tax  im- 

11  posed  by  paragraph  (1) — 

12  (i)  shall  be  paid  in  such  manner  as  the 

13  Secretary  shall  by  regulations  prescribe,  and 

14  (ii)  shall  be  paid  at  such  date  (not  later 

15  than  6  months  after  the  date  of  the  enact- 

16  ment  of  this  Act)  as  the  Secretary  shall  by 

17  regulations  prescribe. 

18  (3)  Exception  foe  on-peemises  eetail  es- 

19  tablishments. — To  the  extent  provided  in  regula- 

20  tions  prescribed  by  the  Secretary,  the  tax  imposed  by 

21  paragraph  (1)  shall  not  apply  to  distilled  spirits  held  on 

22  October  1,  1985,  on  the  premises  of  a  retail  establish- 

23  ment  where  alcoholic  beverages  are  sold  for  consump- 

24  tion  on  the  premises  only. 
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1  (4)  Definitions. — For  purposes  of  this  subsec- 

2  tion — 

3  (A)  Distilled  spieits. — The  term  "dis- 

4  tilled  spirits"  has  the  meaning  given  such  term  by 

5  section  5002(a)(8)  of  the  Internal  Revenue  Code 

6  of  1954. 

7  (B)  Teeatment  of  impoeted  peefumes 

8  containing  distilled  spieits. — Any  article 

9  described  in  section  5001(a)(3)  of  such  Code  shall 

10  be  treated  as  distilled  spirits;  except  that  the  tax 

11  imposed  by  paragraph  (1)  shall  be  imposed  on  a 

12  wine  gallon  basis  in  lieu  of  a  proof  gallon  basis. 

13  (d)  Flooe  Stocks  Refunds. — 

14  (1)  In  geneeal. — Where,  before  a  tax  reduction 

15  date,  any  tax-reduced  article  has  been  sold  by  the 

16  manufacturer,  producer,  or  importer  and  on  such  day  is 

17  held  for  sale  by  any  person  (hereinafter  in  this  subsec- 

18  tion  referred  to  as  the  "dealer"),  there  shall  be  cred- 

19  ited  or  refunded  (without  interest)  to  the  manufacturer, 

20  producer,  or  importer  an  amount  equal  to  the  excess  of 

21  the  tax  paid  by  such  manufacturer,  producer,  or  im- 

22  porter  on  such  article  over  the  tax  which  would  have 

23  been  paid  if  such  article  were  taxed  at  the  rate  in 

24  effect  on  the  tax  reduction  date  if — 
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1  (A)  claim  for  such  credit  or  refund  is  filed 

2  with  the  Secretary  before  the  day  9  months  after 

3  the  tax  reduction  date  based  on  a  request  submit- 

4  ted  to  the  manufacturer,  producer,  or  importer 

5  before  the  day  6  months  after  the  tax  reduction 

6  date  by  the  dealer  who  held  the  article  in  respect 

7  of  which  the  credit  or  refund  is  claimed,  and 

8  (B)  on  or  before  the  day  9  months  after  the 

9  tax  reduction  date,  reimbursement  has  been  made 

10  to  the  dealer  by  the  manufacturer,  producer,  or 

11  importer  in  an  amount  equal  to  such  excess  or 

12  written  consent  has  been  obtained  from  the  dealer 

13  to  the  allowance  of  the  credit  or  refund. 

14  (2)  Limitation  on  eligibility  foe  cbedit  oe 

15  ee fund. — No  manufacturer,  producer,   or  importer 

16  shall  be  entitled  to  credit  or  refund  under  paragraph  (1) 

17  unless  he  has  in  his  possession  such  evidence  of  the  in- 

18  ventories  with  respect  to  which  the  refund  or  credit  is 

19  claimed  as  may  be  required  by  regulations  prescribed 

20  by  the  Secretary. 

21  (3)  Othee  laws  applicable. — All  provisions  of 

22  law,  including  penalties  applicable  with  respect  to  the 

23  taxes  imposed  by  section  5001  or  5701  (whichever  is 

24  appropriate)  shall,  insofar  as  applicable  and  not  incon- 

25  sistent  with  paragraphs  (1)  and  (2)  of  this  subsection, 
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1  apply  in  respect  of  the  credits  and  refunds  provided  for 

2  in  paragraph  (1)  to  the  same  extent  as  if  the  credits  or 

3  refunds  constituted  overpayments  of  the  tax. 

4  (4)  Definitions. — For  purposes  of  this  subsec- 

5  tion — 

6  (A)  Tax  eeduction  date. — The  term  "tax 

7  reduction  date"  means — 

8  (i)  in  the  case  of  articles  subject  to  tax 

9  under  section  5001  of  the  Internal  Eevenue 

10  Code  of  1954,  January  1,  1988,  and 

11  (ii)  in  the  case  of  articles  subject  to  tax 

12  under  section  5701(b)  of  such  Code,  October 

13  1,  1985,  and  January  1,  1988. 

14  (B)    Tax-beduced   article. — The  term 

15  "tax-reduced  article"  means  any  article  subject  to 

16  tax  under  section  5001  or  5701(b)  of  such  Code. 

17  (e)  Definitions  foe  Purposes  of  Subsections  <o 

18  and  (d). — For  purposes  of  subsections  (c)  and  (d) — 

19  (1)  Peeson. — The  term  "person"  includes  any 

20  State  or  political  subdivision  thereof,  or  any  agency  or 

21  instrumentality  of  a  State  or  political  subdivision  there- 

22  of. 

23  (2)  Seceetaey. — The  term  "Secretary"  means 

24  the  Secretary  of  the  Treasury  or  his  delegate. 
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1  Subtitle  B— Tax-Exempt  Entity 

2  Leasing 

3  SEC.  31.  SHORT  TITLE. 

4  This  subtitle  may  be  cited  as  the  "Tax-Exempt  Entity 

5  Leasing  Tax  Act  of  1984". 

6  SEC.  32.  DENIAL  OF  TAX  INCENTIVES  FOR  PROPERTY  USED 

7  BY  GOVERNMENTS  AND  OTHER  TAX-EXEMPT 

8  ENTITIES. 

9  (a)  General  Rule. — Section  168  of  the  Internal  Rev- 


10  enue  Code  of  1954  (relating  to  accelerated  cost  recovery 

11  system)  is  amended  by  redesignating  subsection  (j)  as  subsec- 

12  tion  (k)  and  by  inserting  after  subsection  (i)  the  following  new 

13  subsection: 


14  "(j)  Property  Used  by  Governments  and  Other 

15  Tax-Exempt  Entities. — 

16  "(1)  In  general. — Notwithstanding  any  other 

17  provision  of  this  section,  the  deduction  allowed  under 

18  subsection  (a)  (and  any  other  deduction  allowable  for 

19  depreciation  or  amortization)  for  any  taxable  year  with 

20  respect  to  tax-exempt  use  property  shall  be  deter- 

21  mined — 

22  "(A)  by  using  the  straight-line  method  (with- 

23  out  regard  to  salvage  value),  and 

24  "(B)  by  using  a  recovery  period  determined 

25  under  the  following  table: 
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The  recovery  period  shall 
"In  the  case  of:  be: 

(I)  Property  not  described  in  sub- 
clause (II)  or  subclause  (HI)        The  present  class  life 

(ID  Personal  property  with  no 

present  class  life   12  years 

(HQ  15-year  real  property   40  years 


1  "(2)  Opebating  eules. — 

2  "(A)  Eecoveey  peeiod  must  at  least 

3  equal  lease  teem. — In  the  case  of  any  tax- 

4  exempt  use  property  used  by  the  tax-exempt 

5  entity  pursuant  to  a  lease,  the  recovery  period 

6  used  for  purposes  of  paragraph  (1)  shall  not  be 

7  less  than — 

8  "(i)  except  as  provided  in  clause  (ii),  the 

9  lease  term,  or 

10  "(ii)  in  the  case  of  15-year  real  proper- 

11  ty,  125  percent  of  the  lease  term. 

12  "(B)  Conventions. — 

13  "(i)  PEOPEETY  OTHEE  THAN  15-YEAR 

14  eeal  peopeety. — In  the  case  of  property 

15  other  than  15-year  real  property,  the  half- 

16  year  convention  shall  apply  for  purposes  of 

17  paragraph  (1). 

18  "(ii)    15-YEAE    EEAL    PEOPEETY. — In 

19  the   case   of   15-year   real   property,  the 

20  amount  determined  under  paragraph  (1)  shall 

21  be  determined  on  the  basis  of  the  number  of 
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1  months  in  the  year  in  which  the  property  is 

2  in  service. 

3  "(C)  Exception  where  longer  recov- 

4  ery  period  applies. — Paragraph  (1)  shall  not 

5  apply  to  any  recovery  property  if  the  recovery 

6  period  which  would  apply  to  such  property  by 

7  reason  of  an  election  under  subsection  (b)(3)  ex- 

8  ceeds  the  recovery  period  for  such  property  deter- 

9  mined  under  this  subsection. 

10  "(D)  Determination  of  class  for  prop- 

11  ERTY  WHICH  IS  NOT  RECOVERY  PROPERTY. — In 

12  the  case  of  any  property  which  is  not  recovery 

13  property,  for  purposes  of  this  subsection,  the  de- 

14  termination  of  whether  such  property  is  15-year 

15  real  property  shall  be  made  as  if  such  property 

16  were  recovery  property. 

17  "(E)   Coordination  with  subsection 

18  (f)(i2). — Paragraph  (12)  of  subsection  (f)  shall  not 

19  apply  to  any  tax-exempt  use  property  to  which 

20  this  subsection  applies. 

21  "(3)  Tax-exempt  use  property. — For  pur- 

22  poses  of  this  subsection — 

23  "(A)  Property  other  than  15-year 

24  real  property. — Except  as  otherwise  provided 

25  in  this  subsection,  the  term  'tax-exempt  use  prop- 
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1  erty'  means  any  tangible  property  used  by  a  tax- 

2  exempt  entity. 

3  "(B)  15-YEAR  REAL  PROPERTY. — 

4  "(i)  In  general. — In  the  case  of  15- 

5  year  real  property,  the  term  'tax-exempt  use 

6  property'  means  that  portion  of  the  property 

7  used  by  a  tax-exempt  entity  in  a  disqualified 

8  use. 

9  "(ii)   Disqualified  use. — For  pur- 

10  poses  of  this  subparagraph,  the  term  'dis- 

11  qualified  use'  means  any  use  of  the  property 

12  by  a  tax-exempt  entity,  but  only  if — 

13  "(I)  part  or  all  of  the  property  was 

14  financed  (directly  or  indirectly)  by  an 

15  obligation   the   interest   on   which  is 

16  exempt  from  tax  under  section  103  and 

17  such  entity  (or  a  related  entity)  partici- 

18  pated  in  such  financing, 

19  "(H)  such  use  is  pursuant  to  a 

20  lease  under  which  there  is  a  fixed  or  de- 

21  teraiinable  price  purchase  or  sale  option 

22  which  involves  such  entity  (or  a  related 

23  entity)  or  there  is  the  equivalent  of  such 

24  an  option, 
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1  "(HI)  such  use  is  pursuant  to  a 

2  lease  which  has  a  lease  term  in  excess 

3  of  80  percent  of  the  property's  useful 

4  life,  or 

5  "(TV)  such  use  occurs  after  a  sale 

6  (or  other  transfer)  of  the  property  by,  or 

7  lease  of  the  property  from,  such  entity 

8  (or  a  related  entity). 

9  "(iii)  20-PEECENT  THEESHOLD  TEST. — 

10  Clause  (i)  shall  apply  to  any  property  only  if 

11  the  portion  of  such  property  used  by  tax- 

12  exempt  entities  in  disqualified  uses  is  more 

13  than  20  percent  of  the  property. 

14  "(iv)     Teeatment     of  impbove- 

15  ments. — For  purposes  of  this  subparagraph, 

16  improvements  to  a  property  (other  than  land) 

17  shall  not  be  treated  as  a  separate  property. 

18  "(C)     Exception     foe  shoet-teem 

19  leases. — 

20  "(i)  In  geneeal. — Property  shall  not 

21  be  treated  as  used  by  a  tax-exempt  entity 

22  merely  by  reason  of  use  pursuant  to  a  short- 

23  term  lease. 

24  "(ii)  Peopeety  othee  than  15-yeae 

25  peopeety. — For  purposes  of  this  subpara- 
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1  graph,  except  as  provided  in  clause  (iii),  the 

2  term  '  short-term  lease'  means  any  lease 

3  which  has  a  lease  term  less  than  the  greater 

4  of— 

5  "(I)  1  year,  or 

6  "(H)  30  percent  of  the  property's 

7  present  class  life  (to  the  extent  such 

8  present  class  life  does  not  exceed  10 

9  years). 

10  "(iii)   15-YEAE  EEAL  PROPERTY. — For 

11  purposes  of  this  subparagraph,  in  the  case  of 

12  15-year  real  property,  the  term  'short-term 

13  lease'  means  any  lease  which  has  a  lease 

14  term  of  less  than  3  years. 

15  "(D)  Exception  where  property  used 

16  IN  UNRELATED  TRADE  OR  BUSINESS. — The  term 

17  'tax-exempt  use  property'  shall  not  include  any 

18  portion  of  a  property  predominantly  used  by  the 

19  tax-exempt  entity  in  an  unrelated  trade  or  busi- 

20  ness  the  income  of  which  is  subject  to  tax  under 

21  section  511. 

22  "(4)  Tax-exempt  entity. — 

23  "(A)  In  general. — For  purposes  of  this 

24  subsection,  the  term  'tax-exempt  entity'  means — 
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1  "(i)  the  United  States,  any  State  or  po- 

2  litical  subdivision  thereof,  any  possession  of 

3  the  United  States,  or  any  agency  or  instru- 

4  mentality  of  any  of  the  foregoing, 

5  "(ii)  an  organization  (other  than  a  coop- 

6  erative  described  in  section  521)  which  is 

7  exempt  from  tax  imposed  by  this  chapter, 

8  and 

9  "(iii)  any  foreign  person  or  entity. 

10  "(B)  Exceptions  for  certain  property 

11  USED  BY  FOREIGN  PERSON  OR  ENTITY. — 

12  "(i)  Income  from  property  subject 

13  to  united  states  tax. — Clause  (iii)  of 

14  subparagraph  (A)  shall  not  apply  with  re- 

15  spect  to  any  property  if  more  than  50  per- 

16  cent  of  the  gross  income  for  the  taxable  year 

17  derived  by  the  foreign  person  or  entity  from 

18  the  use  of  such  property  is  subject  to  tax 

19  under  this  chapter.  For  purposes  of  the  pre- 

20  ceding  sentence,  any  exclusion  or  exemption 

21  shall  not  apply  for  purposes  of  determining 

22  the  amount  of  the  gross  income  so  derived, 

23  but  shall  apply  for  purposes  of  determining 

24  the  portion  of  such  gross  income  subject  to 

25  tax  under  this  chapter. 


"(ii)  Movies. — Clause  (iii)  of  subpara- 
graph (A)  shall  not  apply  with  respect  to  any 
qualified  film  (as  defined  in  section 
48(k)(l)(B)). 

"(C)   FOBEIGN   PEESON    OE    ENTITY. — For 

purposes  of  this  paragraph,  the  term  'foreign 
person  or  entity*  means — 

"(i)  any  foreign  government,  any  inter- 
national organization,  or  any  agency  or  in- 
strumentality of  any  of  the  foregoing,  and 

"(ii)  any  person  who  is  not  a  United 
States  person. 

"(D)  Teeatment  of  ceetain  taxable 
insteume nt alitie s . — For  purposes  of  this  sub- 
section and  paragraph  (5)  of  section  48(a),  a  cor- 
poration shall  not  be  treated  as  an  instrumentality 
of  the  United  States  or  of  any  State  or  political 
subdivision  thereof  if — 

"(i)  all  of  the  activities  of  such  corpora- 
tion are  subject  to  tax  under  this  chapter, 
and 

"(ii)  a  majority  of  the  board  of  directors 
of  such  corporation  is  not  selected  by  the 
United  States  or  any  State  or  political  subdi- 
vision thereof. 
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1  "(E)  Certain  previously  tax-exempt 

2  organizations. — For  purposes  of  this  subsec- 

3  tion  and  paragraph  (4)  of  section  48(a),  an  organi- 

4  zation  shall  be  treated  as  an  organization  de- 

5  scribed  in  subparagraph  (A)(ii)  with  respect  to  any 

6  property  of  which  such  organization  is  the  lessee 

7  if  such  organization  (or  a  predecessor  organization 

8  which  was  engaged  in  substantially  similar  activi- 

9  ties)  was  an  organization  (other  than  a  coopera- 
10  tive  described  in  section  521)  exempt  from  tax  mi- 
ll posed  by  this  chapter  at  any  time  during  the  5- 

12  year  period  ending  on  the  date  such  organization 

13  first  used  such  property. 

14  "(5)  Special  rules  for  certain  high  tech- 

15  nology  equipment. — 

16  "(A)  Exemption  where  lease  term  is  5 

17  YEARS  OR  LESS  AND  FOR  FOREIGN  USE  PROPER- 

18  ty. — For  purposes  of  this  subsection,  the  term 

19  'tax-exempt  use  property'  shall  not  include  any 

20  qualified  technological  equipment  if — 

21  "(i)  the  use  of  the  tax-exempt  entity  is 

22  pursuant  to  a  lease  which  has  a  lease  term  of 

23  5  years  or  less,  or 

24  "(ii)  subsection  (f)(2)  applies  to  such 

25  property. 
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"(B)  Recovery  period  where  lease 

TERM  IS  GREATER  THAN  5  YEARS. — In  the  Case 

of  any  qualified  technological  equipment  not  de- 
scribed in  subparagraph  (A),  the  recovery  period 
used  for  purposes  of  paragraph  (1)  shall  be  5 
years. 

"(C)  Qualified  technological  equip- 
ment.— For  purposes  of  this  paragraph — 

"(i)  In  general. — Except  as  provided 
in  clause  (ii),  the  term  'qualified  technological 
equipment'  means — 

"(I)  any  computer  or  peripheral 
equipment, 

"(II)  any  high  technology  tele- 
phone station  equipment  installed  on  the 
customer's  premises,  and 

"(HQ  any  high  technology  medical 
equipment. 

"(ii)  Exception  for  certain  prop- 
erty.— The  term  'qualified  technological 
equipment'  shall  not  include  any  property 
used  by  a  tax-exempt  entity  if — 

"(I)  part  or  all  of  the  property  was 

financed  (directly  or  indirectly)  by  an 


29 

1  obligation   the   interest   on   which  is 

2  exempt  from  tax  under  section  103, 

3  "(II)  such  use  occurs  after  a  sale 

4  (or  other  transfer)  of  the  property  by,  or 

5  lease  of  such  property  from,  such  entity 

6  (or  related  entity)  and  such  property  has 

7  been  used  by  such  entity  (or  a  related 

8  entity)  before  such  sale  (or  other  trans- 

9  fer)  or  lease,  or 

10  "(HI)  such  tax-exempt  entity  is 

11  the  United  States  or  any  agency  or  in- 

12  strumentality  of  the  United  States. 

13  "(D)    COMPUTEE   OE   PEEIPHEEAL  EQTJIP- 

14  ment  defined. — For  purposes   of  this  para- 

15  graph — 

16  "(i)  In  geneeal. — The  term  'computer 

17  or  peripheral  equipment'  means — 

18  "(I)  any  computer,  and 

19  "(II)  any  related  peripheral  equip- 

20  ment. 

21  "(ii)  Computee. — The  term  'computer' 

22  means  a  programmable  electronically  activat- 

23  ed  device  which — 

24  "(I)  is  capable  of  accepting  infor- 

25  mation,  applying  prescribed  processes  to 
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1  the  information,  and  supplying  the  re- 

2  suits  of  these  processes  with  or  without 

3  human  intervention,  and 

4  "(II)  consists  of  a  central  process- 

5  ing  unit  containing  extensive  storage, 

6  logic,  arithmetic,  and  control  capabili- 

7  ties. 

8  "(iii)  Related  peripheral  equip- 

9  ment. — The  term  'related  peripheral  equip- 

10  ment'  means  any  auxiliary  machine  (whether 

11  on-line  or  off-line)  which  is  designed  to  be 

12  placed  under  the  control  of  the  central  proc- 

13  essing  unit  of  a  computer. 

14  "(iv)  Exceptions. — The  term  'com- 

15  puter  or  related  peripheral  equipment '  shall 

16  not  include — 

17  "(I)  any  equipment  which  is  an  in- 

18  tegral  part  of  other  property  which  is 

19  not  a  computer, 

20  "(II)      typewriters,  calculators, 

21  adding  and  accounting  machines,  copi- 

22  ers,  duplicating  equipment,  and  similar 

23  equipment,  and 
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1  "(HQ  equipment  of  a  kind  used 

2  primarily  for  amusement  or  entertain- 

3  ment  of  the  user. 

4  "(E)  High  technology  medical  equip- 

5  ment. — For  purposes  of  this  paragraph,  the  term 

6  'high  technology  medical  equipment*  means  any 

7  electronic,  electromechanical,  or  computer-based 

8  high  technology  equipment  used  in  the  screening, 

9  monitoring,  observation,  diagnosis,  or  treatment  of 

10  patients  in  a  laboratory,  medical,  or  hospital  envi- 

1 1  ronment. 

12  "(6)  Othee  special  eules. — 

13  "(A)  Lease  teem. — In  detennining  a  lease 

14  term  for  purposes  of  this  subsection — 

15  "(i)  there  shall  be  taken  into  account 

16  options  to  renew,  and 

17  "(ii)  2  or  more  successive  leases  with 

18  respect  to  the  same  or  substantially  similar 

19  property  shall  be  treated  as  1  lease. 

20  "(B)  Teeatment  of  ceetain  conteacts 

21  FOE  PEOVIDING  SEEVICES,  ETC. — 

22  "(i)  In  geneeal. — For  purposes  of  this 

23  subsection  and  paragraphs  (4)  and  (5)  of  sec- 

24  tion  48(a),  a  contract  which  purports  to  be  a 

25  service  contract  shall  not  be  treated  as  a 
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1  service  contract  if  such  contract  is  more 

2  properly  treated  as  a  lease  of  property, 

3  taking  into  account  all  relevant  factors  in- 

4  eluding  whether  or  not — 

5  "(I)  the  tax-exempt  entity  is  in 

6  physical  possession  of  the  property, 

7  "(II)  such  entity  controls  the  prop- 

8  erty, 

9  "(HI)  such  entity  has  a  significant 

10  economic  or  possessory  interest  in  the 

11  property, 

12  "(IV)  the  service  provider  does  not 

13  bear  any  risk  of  substantially  diminished 

14  receipts  or  substantially  increased  ex- 

15  penditures  if  there  is  nonperformance 

16  under  the  contract, 

17  "(V)  the  service  provider  does  not 

18  use  the  property  concurrently  to  provide 

19  significant  services  to  entities  unrelated 

20  to  the  tax-exempt  entity,  and 

21  "(VI)  the  total  contract  price  does 

22  not  substantially  exceed  the  rental  value 

23  of  the  property  for  the  contract  period. 

24  "(ii)    Otheb    aeeangements. — For 

25  purposes  of  this  subsection  and  paragraphs 
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1  (4)  and  (5)  of  section  48(a),  an  arrangement 

2  (including  a  partnership  or  other  pass-thru 

3  entity)  which  is  not  a  service  contract  and 

4  purports  not  to  be  a  lease  shall  be  treated  as 

5  a  lease  if  such  arrangement  is  more  properly 

6  treated  as  a  lease,  taking  into  account  all 

7  relevant  factors  including  factors  similar  to 

8  those  set  forth  in  clause  (i). 

9  "(C)   Exception   for    certain  solid 

10  waste  disposal  facilities. — For  purposes  of 

11  this  subsection — 

12  "(i)   In   general. — The   term  'tax- 

13  exempt  use  property'  shall  not  include  any 

14  qualified  solid  waste  disposal  facility. 

15  "(ii)  Qualified  solid  waste  dispos- 

16  al  facility. — For  purposes  of  clause  (i), 

17  the  term  'qualified  solid  waste  disposal  facili- 

18  ty'  means  any  facility  if — 

19  "(I)   such  facility  provides  solid 

20  waste  disposal  services  for  residents  of 

21  part  or  all  of  1  or  more  governmental 

22  units  and  substantially  all  of  the  solid 

23  waste  processed  at  such  facility  is  col- 

24  lected  from  the  general  public, 
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1  "(II)  such  facility  produces  market- 

2  able  quantities  of  steam,  hot  water,  or 

3  electricity, 

4  "(HI)  the  tax-exempt  entity  does 

5  not  control  the  facility  and  is  not  in 

6  physical  possession  of  the  facility,  and 

7  "(TV)  the  service  provider  bears 

8  any  risk  of  substantially  diminished  re- 

9  ceipts  or  increased  expenditures  if  there 

10  is  nonperformance  under  the  contract. 

11  "(D)  Special  eules  foe  ceetain  intee- 

12  national   oeganiz ations . — If  any  domestic 

13  corporation  which  is  not  a  tax-exempt  entity  is  a 

14  member  of  the  International  Telecommunications 

15  Satellite  Consortium,  the  International  Maritime 

16  Satellite  Organization,  or  any  successor  organiza- 

17  tion  of  such  Consortium  or  Organization,  the  term 

18  'tax  exempt  use  property'  shall  not  include  such 

19  domestic  corporation's  proportionate  share  (deter- 

20  mined  after  the  application  of  paragraph  (8)  to 

21  tax-exempt  entities)  of  property  held  by  such  Con- 

22  sortium,  Organization,  or  successor  organization. 

23  "(7)  Belated  entities. — For  purposes  of  this 

24  subsection — 
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1  "(A)(i)  Each  governmental  unit  and  each 

2  agency  or  instrumentality  of  a  governmental  unit 

3  is  related  to  each  other  such  unit,  agency,  or  in- 

4  strumentality  which  directly  or  indirectly  derives 

5  its  powers,  rights,  and  duties  in  whole  or  in  part 

6  from  the  same  sovereign  authority. 

7  "(ii)  For  purposes  of  clause  (i),  the  United 

8  States,  each  State,  and  each  possession  of  the 

9  United  States  shall  be  treated  as  a  separate  sov- 

10  ereign  authority. 

11  "(B)  Any  entity  not  described  in  subpara- 

12  graph  (A)(i)  is  related  to  any  other  entity  if  the  2 

13  entities  have — 

14  "(i)  significant  common  purposes  and 

15  substantial  common  membership,  or 

16  "(ii)  directly  or  indirectly  substantial 

17  common  direction  or  control. 

18  "(C)(i)  An  entity  is  related  to  another  entity 

19  if  either  entity  owns  (directly  or  through  1  or 

20  more  entities)  a  50  percent  or  greater  interest  in 

21  the  capital  or  profits  of  the  other  entity. 

22  "(ii)  For  purposes  of  clause  (i),  entities  treat- 

23  ed  as  related  under  subparagraph  (A)  or  (B)  shall 

24  be  treated  as  1  entity. 
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1  "(D)  An  entity  is  related  to  another  entity 

2  with  respect  to  a  transaction  if  such  transaction  is 

3  part  of  an  attempt  by  such  entities  to  avoid  the 

4  application  of  this  subsection,  paragraph  (4)  or  (5) 

5  of    section   48(a),    or    clause    (vi)    of  section 

6  48(g)(2)(B). 

7  "(8)  Teeatment  of  partnerships,  etc. — 

8  "(A)  In  general. — If — 

9  "(i)  any  property  which  (but  for  this 

10  subparagraph)  is  not  tax-exempt  use  property 

11  is  held  by  a  partnership  which  has  both  a 

12  tax-exempt  entity  and  a  person  who  is  not  a 

13  tax-exempt  entity  as  partners,  and 

14  "(ii)  the  allocation  to  the  tax-exempt 

15  entity  of  partnership  items  is  not  a  qualified 

16  allocation, 

17  such  tax-exempt  entity's  proportionate  share  of 

18  such  property  shall  be  treated  as  tax-exempt  use 

19  property. 

20  "(B)  Qualified  allocation. — For  pur- 

21  poses  of  subparagraph  (A),  the  term  'qualified  al- 

22  location'  means  any  allocation  under  the  partner- 

23  ship  agreement  to  a  tax-exempt  entity  which — 

24  "(i)  results  in  such  entity's  being  allo- 

25  cated  the  same  distributive  share  of  each 
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1  item  of  income,  gain,  loss,  deduction,  credit, 

2  and  basis  and  such  share  remains  the  same 

3  during  the  entire  period  the  entity  is  a  part- 

4  ner  in  the  partnership,  and 

5  "(ii)  meets  the  requirements  of  section 

6  704(b)(2). 

7  For  purposes  of  clause  (i),  items  allocated  under 

8  section  704(c)  shall  not  be  taken  into  account. 

9  "(C)  Deteemination  of  peopoetionate 

10  SHARE. — 

11  "(i)  In  geneeal. — For  purposes  of 

12  subparagraph  (A),  a  tax-exempt  entity's  pro- 

13  portionate  share  of  any  property  held  by  a 

14  partnership  shall  be  detennined  on  the  basis 

15  of  such  entity's  share  of  partnership  distribu- 

16  tions  or  partnership  items  of  income  or  gain 

17  (excluding    gain    allocated    under  section 

18  704(c)),  whichever  results  in  the  largest  pro- 

19  portionate  share. 

20  "(ii)  Deteemination  wheee  alloca- 

21  tions  vaey. — For  purposes  of  clause  (i),  if, 

22  under  the  partnership  agreement,   a  tax- 

23  exempt  entity's  share  of  partnership  distribu- 

24  tions  or  partnership  items  of  income  or  gain 

25  (excluding    gain    allocated    under  section 
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1  704(c)),  may  vary  during  the  period  such 

2  entity  is  a  partner  in  the  partnership,  such 

3  share  shall  be  the  highest  share  such  entity 

4  may  receive  under  such  agreement. 

5  "(D)  Otheb  pass-theu  entities. — Rules 

6  similar  to  the  rules  of  subparagraphs  (A),  (B),  and 

7  (C)  shall  also  apply  in  the  case  of  any  trust  or 

8  other  pass-thru  entity. 

9  "(9)  Regulations. — The  Secretary  shall  pre- 

10  scribe  such  regulations  as  may  be  necessary  or  appro- 

11  priate  to  carry  out  the  purposes  of  this  subsection.' ' 

12  (b)  Denial  of  Investment  Tax  Ceedit  foe  Peop- 

13  eety  Used  by  Foeeign  Goveenments  and  Othee  Foe- 

14  eign  peesons. — 

15  (1)  Paragraph  (5)  of  section  48(a)  (relating  to 

16  property  used  by  governmental  units)  is  amended  by 

17  striking  out  the  first  two  sentences  and  inserting  in  lieu 

18  thereof  the  following:  "Property  used — 

19  "(A)  by  the  United  States,  any  State  or  po- 

20  litical  subdivision  thereof,  any  possession  of  the 

21  United  States,  or  any  agency  or  instrumentality  of 

22  any  of  the  foregoing,  or 

23  "(B)  by  any  foreign  person  or  entity  (as  de- 

24  fined  in  section  168(j)(4)(C)),  but  only  with  respect 

25  to  property  to  which  section  168(j)(4)(A)(iii)  ap- 
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1  plies  (determined  after  the  application  of  section 

2  168(j)(4)(B)), 

3  shall  not  be  treated  as  section  38  property.  The  pre- 

4  ceding  sentence  shall  not  apply  to  any  property  to  the 

5  extent  such  property  is  treated  as  not  being  tax-exempt 

6  use  property  under  section  168(j)(6)(D)  (relating  to  spe- 

7  cial  rule  for  certain  international  organizations)/ ' 

8  (2)  The  heading  of  paragraph  (5)  of  section  48(a) 

9  is  amended  by  striking  out  "governmental  units" 

10  and  inserting  in  lieu  thereof  "governmental  units 

11  AND  CERTAIN  FOREIGN  PERSONS". 

12  (c)  Rehabilitation  Credit  Not  To  Apply  Where 

13  Property  Financed  by  Tax-Exempt  Bonds  and  Used 

14  by  Tax-Exempt  Entity. — 

15  (1)  In  general. — Subparagraph  (B)  of  section 

16  48(g)(2)  (relating  to  certain  expenditures  not  treated  as 

17  qualified  rehabilitation  expenditures)  is  amended  by 

18  adding  at  the  end  thereof  the  following  new  clause: 

19  "(vi)    Tax-exempt    financing  of 

20  PROPERTY    USED    BY    TAX-EXEMPT  ENTI- 

21  ties. — Any  expenditure  in  connection  with 

22  the  rehabilitation  of  the  portion  of  a  building 

23  which  is  tax-exempt  use  property  if  any  por- 

24  tion  of — 
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1  "(I)  the  cost  of  acquiring  such 

2  building  or  any  interest  therein,  or 

3  "(H)  the  expenditures  in  connec- 

4  tion  with  such  rehabilitation, 

5  is  financed  (directly  or  indirectly)  by  an  obli- 

6  gation  the  interest  on  which  is  exempt  from 

7  taxation  under  section  103.  For  purposes  of 

8  the  preceding  sentence,  the  term  'tax-exempt 

9  use  property'  has  the  meaning  given  to  such 

10  term  by  section  168(j)(3),  except  that  '1 

11  year'  shall  be  substituted  for  '3  years'  in  sec- 

12  tion  168(j)(3)(C)(iii).  This  clause  shall  not 

13  apply  for  purposes   of  determining  under 

14  paragraph  (1)(C)  whether  a  building  has  been 

15  substantially  rehabilitated." 

16  (2)  Technical  amendment. — Clause  (i)  of  sec- 

17  tion  48(g)(2)(B)  is  amended  by  adding  at  the  end  there- 

18  of  the  following  new  sentence:  "The  preceding  sen- 

19  tence  shall  not  apply  to  any  expenditure  to  the  extent 

20  subsection  (f)(12)  or  (j)  of  section  168  applies  to  such 

21  expenditure." 

22  (d)  Authoeity  To  Peesceibe  Pee  sent  Class  Life 

23  foe  Ceetain  Peopeety. — Paragraph  (2)  of  section  168(g) 

24  (defining  present  class  life)  is  amended  by  adding  at  the  end 

25  thereof  the  following  new  sentence:  "If  any  property  (other 
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1  than  section  1250  class  property)  does  not  have  a  present 

2  class  life  within  the  meaning  of  the  preceding  sentence,  the 

3  Secretary  may  prescribe  a  present  class  life  for  such  property 

4  which  reasonably  reflects  the  anticipated  useful  life  of  such 

5  property  to  the  industry  or  other  group.'  ■ 

6  (e)  Investment  Tax  Credit  Allowable  With  Be- 

7  spect  to  Certain  Solid  Waste  Disposal  Facili- 

8  ties. — Paragraph  (5)  of  section  48(a)  (relating  to  property 

9  used  by  governmental  units)  is  amended  by  adding  at  the  end 

10  thereof  the  following  new  sentence:  "This  paragraph  shall 

11  not  apply  to  any  qualified  solid  waste  disposal  facility  (within 

12  the  meaning  of  section  168(j)(6)(C))." 


13  (f)  Cross  Reference. — Paragraph  (5)  of  section  48(a) 

14  is  amended  by  adding  at  the  end  thereof  the  following  new 

15  sentence:  "For  provisions  providing  special  rules  for  applica- 

16  tion  of  this  paragraph  and  paragraph  (4),  see  section  168(j)." 

17  (g)  Effective  Dates. — 

18  (1)  In  general. — Except  as  otherwise  provided 

19  in  this  subsection,  the  amendments  made  by  this  sec- 

20  tion  shall  apply — 

21  (A)  to  property  placed  in  service  by  the  tax- 

22  payer  after  May  23,  1983,  in  taxable  years  ending 

23  after  such  date,  and 

24  (B)  to  property  placed  in  service  by  the  tax- 

25  payer  on  or  before  May  23,  1983,  if  the  use  by 
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1  the  tax-exempt  entity  is  pursuant  to  a  lease  en- 

2  tered  into  after  May  23,  1983. 

3  (2)  Leases  enteeed  into  on  oe  befoee  may 

4  2  3,  1983. — The  amendments  made  by  this  section 

5  shall  not  apply  with  respect  to  any  property  used  by  a 

6  tax-exempt  entity  if  such  use  is  pursuant  to — 

7  (A)  a  lease  entered  into  on  or  before  May  23, 

8  1983  (or  a  sublease  under  such  a  lease),  or 

9  (B)  any  renewal  or  extension  of  a  lease  en- 

10  tered  into  on  or  before  May  23,  1983,  if  such  re- 

11  newal  or  extension  is  pursuant  to  an  option  exer- 

12  cisable  by  the  tax-exempt  entity  which  was  con- 

13  tained  in  such  lease  on  May  23,  1983. 

14  (3)  Binding  conteacts,  etc. — 

15  (A)  The  amendments  made  by  this  section 

16  shall  not  apply  with  respect  to  any  property  used 

17  by  a  tax-exempt  entity  if  such  use  is  pursuant  to 

18  1  or  more  written  binding  contracts  which,  on 

19  May  23,  1983,  and  at  all  times  thereafter,  re- 

20  quired — 

21  (i)  the  taxpayer  (or  his  predecessor  in 

22  interest  under  the  contract)  to  acquire,  con- 

23  struct,  reconstruct,  or  rehabilitate  such  prop- 

24  erty,  and 
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1  (ii)  the  tax-exempt  entity  (or  a  tax- 

2  exempt  predecessor  thereof)  to  use  such 

3  property. 

4  (B)  The  amendments  made  by  this  section 

5  shall  not  apply  with  respect  to  any  property  used 

6  by  a  tax-exempt  entity — 

7  (i)  if— 

8  (I)  on  or  before  May  23,  1983,  the 

9  taxpayer  (or  his  predecessor  in  interest 

10  under  the  contract)  or  the  tax-exempt 

11  entity  entered  into  a  written  binding 

12  contract  to  acquire,  construct,  recon- 

13  struct,  or  rehabilitate  such  property  and 

14  such  property  had  not  previously  been 

15  used  by  the  tax-exempt  entity,  or 

16  (II)  the  taxpayer  or  the  tax-exempt 

17  entity  acquired  the  property  or  complet- 

18  ed  the  construction,  reconstruction,  or 

19  rehabilitation  of  the  property  after  De- 

20  cember  31,  1982,  and  on  or  before  May 

21  23,  1983,  and 

22  (ii)  if— 

23  (I)  such  use  is  pursuant  to  a  writ- 

24  ten  binding  contract  entered  into  before 

25  January  1,  1984,  which  requires  the 
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1  tax-exempt  entity  to  use  such  property, 

2  or 

3  (II)  the  tax-exempt  entity  had,  in 

4  writing,  indicated  on  or  before  May  23, 

5  1983,  a  firm  plan  to  enter  into  a  writ- 

6  ten   contract   for   the    use    of  such 

7  property. 

8  (4)  Official  goveenmental  action  on  oe 

9  befoee  may  23,  1983. — 

10  (A)  In  geneeal. — The  amendments  made 

11  by  this  section  shall  not  apply  with  respect  to  any 

12  property  used  by  a  tax-exempt  entity  (other  than 

13  the  United  States,  any  agency  or  instrumentality 

14  thereof,  or  any  foreign  person  or  entity)  if — 

15  (i)  on  or  before  May  23,  1983— 

16  (I)  there  was  significant  official 

17  governmental    action    approving  the 

18  project  or  its  design,  and 

19  (II)  the  aggregate  amount  paid  or 

20  incurred  with  respect  to  the  project  ex- 

21  ceeded  the  lesser  of  $100,000  or  one- 

22  half  of  1  percent  of  the  estimated  cost 

23  of  the  project,  and 

24  (ii)  the  use  by  the  tax-exempt  entity  is 

25  pursuant  to  a  written  binding  contract  en- 
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1  tered  into  before  January  1,  1984,  which  re- 

2  quires  the  tax-exempt  entity  to  use  the  prop- 

3  erty. 

4  (B)  Significant  official  governmental 

5  action. — For  purposes  of  subparagraph  (A),  the 

6  term  "significant  official  governmental  action" 

7  does  not  include  granting  of  permits,  zoning 

8  changes,   environmental  impact   statements,  or 

9  similar  governmental  actions. 

10  (5)  Mass  commuting  vehicles. — The  amend- 

11  ments  made  by  this  section  shall  not  apply  to  any 

12  qualified  mass  commuting  vehicle  (as  defined  in  section 

13  103(b)(9)  of  the  Internal  Revenue  Code  of  1954)  which 

14  is  financed  in  whole  or  in  part  by  obligations  the  inter- 

15  est  on  which  is  excludable  from  gross  income  under 

16  section  103(a)  of  such  Code  if — 

17  (A)  such  vehicle  is  placed  in  service  before 

18  January  1,  1988,  or 

19  (B)  such  vehicle  is  placed  in  service  on  or 

20  after  such  date — 

21  (i)  pursuant  to  a  binding  contract  or 

22  commitment  entered  into  before  April  1, 

23  1983,  and 

24  (ii)  solely  because  of  conditions  which, 

25  as  determined  by  the  Secretary  of  the  Treas- 
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1  ury  or  his  delegate,  are  not  within  the  con- 

2  trol  of  the  lessor  or  lessee. 

3  (6)   Ceetain  turbines  and  boilees. — The 

4  amendments  made  by  this  section  shall  not  apply  to 

5  any  property  described  in  section  208(d)(3)(E)  of  the 

6  Tax  Equity  and  Fiscal  Eesponsibility  Act  of  1982. 

7  (7)  Ceetain  facilities  foe  which  euling 

8  bequests  filed  on  oe  befoee  may  2  3,  1983. — 

9  The  amendments  made  by  this  section  shall  not  apply 

10  with  respect  to  any  facilities  described  in  clause  (ii)  of 

11  section  168(f)(12)(C)  of  the  Internal  Eevenue  Code  of 

12  1954  (relating  to  certain  sewage  or  solid  waste  dispos- 

13  al  facilities),  as  in  effect  on  the  day  before  the  date  of 

14  the  enactment  of  this  Act,  if  a  ruling  request  with  re- 

15  spect  to  the  use  of  such  facility  by  the  tax-exempt 

16  entity  was  filed  with  the  Internal  Revenue  Service  on 

17  or  before  May  23,  1983. 

18  (8)  Recoveey  peeiod  foe  ceetain  qualified 

19  sewage  facilities. — 

20  (A)  In  geneeal. — In  the  case  of  any  prop- 

21  erty  (other  than  15-year  real  property)  which  is 

22  part  of  a  qualified  sewage  facility,  the  recovery 

23  period  used  for  purposes  of  paragraph  (1)  of  sec- 

24  tion  168(j)  of  the  Internal  Revenue  Code  of  1954 

25  (as  added  by  this  section)  shall  be  12  years. 
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1  (B)  Qualified  sewage  facilities. — For 

2  purposes  of  subparagraph  (A),  the  term  "qualified 

3  sewage  facilities"  means  any  facilities  which  are 

4  part  of  the  sewer  system  of  a  city,  if — 

5  (i)  on  June  15,  1983,  the  City  Council 

6  approved  a  resolution  under  which  the  city 

7  authorized  the  procurement  of  equity  invest- 

8  raents  for  such  facilities,  and 

9  (ii)  on  July  12,  1983,  the  Industrial  De- 

10  velopment  Board  of  the  city  approved  a  reso- 

11  lution  to  issue  a  $100,000,000  industrial  de- 

12  velopment  bond  issue  to  provide  funds  to 

13  purchase  such  facilities. 

14  (9)  Special  rule  for  certain  partnerships 

15  ORGANIZED  BEFORE  OCTOBER  21,  1983. — Paragraph 

16  (8)  of  section  168(j)  of  the  Internal  Revenue  Code  of 

17  1954  (as  added  by  this  section)  shall  not  apply  to  prop- 

18  erty  held  by  any  partnership  if — 

19  (A)  such  property  was  acquired  by  such  part- 

20  nership  before  January  1,  1985, 

21  (B)  before  October  21,  1983,  such  partner- 

22  ship  was  organized  and  publicly  announced  the 

23  maximum  amount  of  interests  which  would  be 

24  sold  in  the  partnership,  and 
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1  (C)  the  marketing  of  partnership  interests  in 

2  such  partnership  was  completed  not  later  than  the 

3  90th  day  after  the  date  of  the  enactment  of  this 

4  Act  and  the  aggregate  amount  of  interests  in  such 

5  partnership  sold  does  not  exceed  the  maximum 

6  amount  described  in  subparagraph  (B). 

7  (10)  Definitions. — For  purposes  of  this  subsec- 

8  tion — 

9  (A)  Tax-exempt  entity. — The  term  "tax- 

10  exempt  entity"  has  the  same  meaning  as  when 

11  used  in  section  168(j)  of  the  Internal  Revenue 

12  Code  of  1954  (as  added  by  this  section),  except 

13  that  such  term  shall  include  any  related  entity 

14  (within  the  meaning  of  such  section). 

15  (B)    FOBEIGN    PEESON    OE    ENTITY. — The 

16  term  "foreign  person  or  entity"  has  the  meaning 

17  given  to  such  term  by  section  168(j)(4)(C)  of  such 

18  Code  (as  added  by  this  section). 

19  SEC.  33.  STUDY  OF  PRESENT  CLASS  LIFE  OF  CERTAIN  HIGH 

20  TECHNOLOGY  PROPERTY. 

21  (a)  Geneeal  Rule. — The  Secretary  of  the  Treasury  or 

22  his  delegate  shall  conduct  a  study  of  the  present  class  lives  of 

23  property  which  is  qualified  technological  property  (as  defined 

24  in  section  168(j)(5)(C)  of  the  Internal  Revenue  Code  of  1954 

25  without  regard  to  clause  (ii)  thereof). 


J.  31-262— o 


49 

1  (b)  Report  to  the  Congress. — Not  later  than  July 

2  1,  1984,  the  Secretary  of  the  Treasury  or  his  delegate  shall 

3  submit  a  report  to  the  Congress  on  the  study  conducted 

4  under  subsection  (a),  together  with  such  recommendations  as 

5  he  may  deem  advisable. 

6  Subtitle  C — Treatment  of  Bonds  and 

7  Other  Debt  Instruments 

8  SEC.  41.  TREATMENT  OF  BONDS  AND  OTHER  DEBT  INSTRU- 

9  MENTS. 

10  (a)  General  Rule. — Subchapter  P  of  chapter  1  (relat- 

11  ing  to  special  rules  for  capital  gains  and  losses)  is  amended  by 

12  adding  at  the  end  thereof  the  following  new  part: 

13  "PART  V— SPECIAL  RULES  FOR  BONDS  AND  OTHER 

14  DEBT  INSTRUMENTS 

"Subpart  A.  Original  issue  discount. 
"Subpart  B.  Market  discount. 
"Subpart  C.  Discount  on  short-term  obligations. 
"Subpart  D.  Miscellaneous  provisions. 

15  "Subpart  A — Original  Issue  Discount 

"Sec.  1271.  Treatment  of  amounts  received  on  retirement  or  sale  or 

exchange  of  debt  instruments. 
"Sec.  1272.  Current  inclusion  in  income  of  original  issue  discount. 
"Sec.  1273.  Determination  of  amount  of  original  issue  discount. 
"Sec.  1274.  Determination  of  issue  price  in  the  case  of  certain  debt 

instruments  issued  for  property. 
"Sec.  1275.  Other  definitions  and  special  rules. 
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1  "SEC.  1271.  TREATMENT  OF  AMOUNTS  RECEIVED  ON  RETIRE- 

2  MENT  OR  SALE  OR  EXCHANGE  OF  DEBT  IN- 

3  STRUMENTS. 

4  "(a)  General  Rule. — For  purposes  of  this  subtitle,  in 

5  the  case  of  debt  instruments  which  are  capital  assets  in  the 

6  hands  of  the  taxpayer — 

7  "(1)  Retirement. — Amounts  received  by  the 

8  holder  on  retirement  of  such  debt  instruments  shall  be 

9  considered  as  amounts  received  in  exchange  therefor. 

10  "(2)  Sale  or  exchange. — 

11  "(A)  In  general. — 

12  "(i)  Capital  gain  treatment. — On 

13  the  sale  or  exchange  of  debt  instruments  held 

14  by  the  taxpayer  more  than  1  year,  any  gain 

15  realized  shall  (except  as  provided  in  clause 

16  (ii))  be  considered  gain  from  the  sale  or  ex- 

17  change  of  a  capital  asset  held  for  more  than 

18  1  year. 

19  "(ii)  Special  rule  where  intention 

20  TO  CALL  DEBT  INSTRUMENT  BEFORE  MA- 

21  turity. — If  at  the  time  of  original  issue 

22  there  was  an  intention  to  call  any  such  debt 

23  instrument  before  maturity,  any  gain  realized 

24  on  the  sale  or  exchange  thereof  which  does 

25  not  exceed  an  amount  equal  to  the  original 

26  issue  discount  reduced  by  the  portion  of 
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1  original  issue  discount  previously  includible 

2  in  the  gross  income  of  any  holder  (without 

3  regard  to  subsection  (a)(6)  or  (b)(4)  of  section 

4  1272  (or  the  corresponding  provisions  of 

5  prior  law))  shall  be  considered  as  ordinary 

6  income. 

7  "(B)  Exceptions. — This  paragraph  (and 

8  paragraph  (2)  of  subsection  (c))  shall  not  apply 

9  to— 

10  "(i)  any  tax-exempt  obligation,  or 

11  "(ii)  any  holder  who  has  purchased  the 

12  debt  instrument  at  a  premium. 

13  "(C)  Double  inclusion  in  income  not 

14  eequieed. — This  section  and  sections  1272  and 

15  1286  shall  not  require  the  inclusion  of  any 

16  amount  previously  includible  in  gross  income. 

17  "(3)  Ceetain  shoet-teem  goveenment  obli- 

18  GATIONS. — 

19  "(A)  In  geneeal. — On  the  sale  or  ex- 

20  change  of  any  short-term  Government  obligation, 

21  any  gain  realized  which  does  not  exceed  an 

22  amount  equal  to  the  ratable  share  of  the  acquisi- 

23  tion  discount  shall  be  treated  as  ordinary  income. 

24  Gain  in  excess  of  such  amount  shall  be  considered 
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1  gain  from  the  sale  or  exchange  of  a  capital  asset 

2  held  less  than  1  year. 

3  "(B)  Shokt-tekm  government  obliga- 

4  tion. — For  purposes  of  this  paragraph,  the  term 

5  'short-term  Government  obligation'  means  any  ob- 

6  ligation  of  the  United  States  or  any  of  its  posses- 

7  sions,  or  of  a  State  or  any  political  subdivision 

8  thereof,  or  of  the  District  of  Columbia  which  is — 

9  "(i)  issued  on  a  discount  basis,  and 

10  "(ii)  payable  without  interest  at  a  fixed 

11  maturity  date  not  exceeding  1  year  from  the 

12  date  of  issue. 

13  Such  term  does  not  include  any  tax-exempt  obli- 

14  gation. 

15  "(C)   Acquisition  discount. — For  pur- 

16  poses  of  this  pararaph,  the  term  'acquisition  dis- 

17  count'  means  the  excess  of  the  stated  redemption 

18  price  at  maturity  over  the  taxpayer's  basis  for  the 

19  obligation. 

20  "(D)  Eatable  share. — For  purposes  of 

21  this  paragraph,  the  ratable  share  of  the  acquisition 

22  discount  is  an  amount  which  bears  the  same  ratio 

23  to  such  discount  as — 

24  "(i)  the  number  of  days  which  the  tax- 

25  payer  held  the  obligation,  bears  to 
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1  "(ii)  the  number  of  days  after  the  date 

2  the  taxpayer  acquired  the  obligation  and  up 

3  to  (and  including)  the  date  of  its  maturity. 

4  "(b)  Exceptions. — This  section  shall  not  apply  to — 

5  "(1)  Natural  peesons. — Any  obligation  issued 

6  by  a  natural  person. 

7  "(2)  Obligations  issued  befoee  july  2, 

8  1982,  by  ceetain  issuees. — Any  obligation  issued 

9  before  July  2,  1982,  by  an  issuer  which — 

10  "(A)  is  not  a  corporation,  and 

11  "(B)  is  not  a  government  or  political  subdivi- 

12  sion  thereof. 

13  "(c)  Teansition  Rules. — 

14  "(1)  Special  eule  foe  ceetain  obligations 

15  issued  befoee  januaey  l,  1955. — Paragraph  (1)  of 

16  subsection  (a)  shall  apply  to  a  debt  instrument  issued 

17  before  January  1,  1955,  only  if  such  instrument  was 

18  issued  with  interest  coupons  or  in  registered  form,  or 

19  was  in  such  form  on  March  1,  1954. 

20  "(2)  Special  eule  foe  ceetain  obligations 

21  to  which  section  12  72  does  not  apply. — 

22  "(A)  In  geneeal. — On  the  sale  or  ex- 

23  change  of  debt  instruments  issued  by  a  govern- 

24  ment  or  political  subdivision  thereof  after  Decem- 

25  ber  31,  1954,  and  before  July  2,  1982,  or  by  a 
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1  corporation  after  December  31,  1954,  and  on  or 

2  before  May  27,  1969,  held  by  the  taxpayer  more 

3  than  1  year,  any  gain  realized  which  does  not 

4  exceed — 

5  "(i)  an  amount  equal  to  the  original 

6  issue  discount,  or 

7  "(ii)  if  at  the  time  of  original  issue  there 

8  was  no  intention  to  call  the  debt  instrument 

9  before  maturity,  an  amount  which  bears  the 

10  same  ratio  to  the  original  issue  discount  as 

11  the  number  of  complete  months  that  the  debt 

12  instrument  was  held  by  the  taxpayer  bears  to 

13  the  number  of  complete  months  from  the 

14  date  of  original  issue  to  the  date  of  maturity, 

15  shall  be  considered  as  ordinary  income.  Gain  in 

16  excess  of  such  amount  shall  be  considered  gain 

17  from  the  sale  or  exchange  of  a  capital  asset  held 

18  more  than  1  year. 

19  "(B)  Subsection  (a)(2)(A)  not  to  apply. — 

20  Subsection  (a)(2)(A)  shall  not  apply  to  any  debt 

21  instrument  referred  to  in  subparagraph  (A)  of  this 

22  paragraph. 
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1  "SEC.  1272.  CURRENT  INCLUSION  IN  INCOME  OF  ORIGINAL 

2  ISSUE  DISCOUNT. 

3  "(a)  Oeiginal  Issue  Discount  on  Debt  Insteu- 

4  ments  Issued  Aftee  July  1,   1982,  Included  in 

5  Income  on  Basis  of  Constant  Inteeest  Rate. — 

6  "(1)  Geneeal  eule. — For  purposes  of  this  subti- 

7  tie,  there  shall  be  included  in  the  gross  income  of  the 

8  holder  of  any  debt  instrument  having  original  issue  dis- 

9  count  issued  after  July  1,  1982,  an  amount  equal  to 

10  the  sum  of  the  daily  portions  of  the  original  issue  dis- 

11  count  for  each  day  during  the  taxable  year  on  which 

12  such  holder  held  such  debt  instrument. 

13  "(2)  Exceptions. — Paragraph  (1)  shall  not  apply 

14  to— 

15  "(A)    Tax-exempt    obligations. — Any 

16  tax-exempt  obligation. 

17  "(B)  United  states  savings  bonds. — 

18  Any  United  States  savings  bond. 

19  "(C)  Shoet-teem  goveenment  obliga- 

20  tions. — Any  short-term  government  obligation 

21  (within  the  meaning  of  section  1271(a)(3)). 

22  "(D)  Obligations  issued  by  natueal 

23  peesons  befoee  maech  2,  1984. — Any  obliga- 

24  tion  issued  by  a  natural  person  before  March  2, 

25  1984. 
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1  "(3)  Determination  of  daily  portions. — For 

2  purposes  of  paragraph  (1),  the  daily  portion  of  the 

3  original  issue  discount  on  any  debt  instrument  shall  be 

4  determined  by  allocating  to  each  day  in  any  accrual 

5  period  its  ratable  portion  of  the  increase  during  such 

6  accrual  period  in  the  adjusted  issue  price  of  the  debt 

7  instrument.  For  purposes  of  the  preceding  sentence, 

8  the  increase  in  the  adjusted  issue  price  for  any  accrual 

9  period  shall  be  an  amount  equal  to  the  excess  (if  any) 

10  of— 

11  "(A)  the  product  of— 

12  "(i)  the  adjusted  issue  price  of  the  debt 

13  instrument  at  the  beginning  of  such  accrual 

14  period,  and 

15  "(ii)  the  yield  to  maturity  (determined 

16  on  the  basis  of  compounding  at  the  close  of 

17  each  accrual  period),  over 

18  "(B)  the  sum  of  the  amounts  payable  as  in- 

19  terest  on  such  debt  instrument  during  such  accru- 

20  al  period. 

21  "(4)  Adjusted  issue  price. — For  purposes  of 

22  this  subsection,  the  adjusted  issue  price  of  any  debt  in- 

23  strument  at  the  beginning  of  any  accrual  period  is  the 

24  sum  of — 
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1  "(A)  the  issue  price  of  such  debt  instrument, 

2  plus 

3  "(B)  the  adjustments  under  this  subsection  to 

4  such  issue  price  for  all  periods  before  the  first  day 

5  of  such  accrual  period. 

6  "(5)  Acceual  peeiod. — Except  as  otherwise 

7  provided  in  regulations  prescribed  by  the  Secretary,  the 

8  term  'accrual  period'  means  a  1-year  period  (or  the 

9  shorter  period  to  maturity)  beginning  on  the  day  in  the 

10  calendar  year  which  corresponds  to  the  date  of  original 

11  issue  of  the  debt  instrument. 

12  "(6)  Reduction  in  case  of  ceetain  subse- 

13  quent  holdees. — For  purposes  of  this  subsection,  in 

14  the  case  of  any  purchase  of  a  debt  instrument  to  which 

15  this  subsection  applies  after  its  original  issue,  the  daily 

16  portion  shall  not  include  an  amount  (determined  at  the 

17  time  of  purchase)  equal  to  the  excess  (if  any)  of — 

18  "(A)  the  cost  of  such  debt  instrument  in- 

19  curred  by  the  purchaser,  over 

20  "(B)  the  issue  price  of  such  debt  instrument, 

21  increased  by  the  sum  of  the  daily  portions  for 

22  such  debt  instrument  for  all  days  before  the  date 

23  of  purchase  (computed  without  regard  to  this 

24  paragraph), 
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1  divided  by  the  number  of  days  beginning  on  the  date  of 

2  such  purchase  and  ending  on  the  day  before  the  stated 

3  maturity  date. 

4  "(b)  Eatable  Inclusion  Eetained  foe  Coepo- 

5  eate  Debt  Insteuments  Issued  Befoee  July  2, 

6  1982.— 

7  "(1)  Geneeal  eule. — There  shall  be  included  in 

8  the  gross  income  of  the  holder  of  any  debt  instrument 

9  issued  by  a  corporation  after  May  27,  1969,  and  before 

10  July  2,  1982— 

11  "(A)  the  ratable  monthly  portion  of  original 

12  issue  discount,  multiplied  by 

13  "(B)  the  number  of  complete  months  (plus 

14  any  fractional  part  of  a  month  determined  under 

15  paragraph  (3))  such  holder  held  such  debt  instru- 

16  ment  during  the  taxable  year. 

17  "(2)  Deteemination  of  eatable  monthly 

18  poetion. — Except  as  provided  in  paragraph  (4),  the 

19  ratable  monthly  portion  of  original  issue  discount  shall 

20  equal — 

21  "(A)  the  original  issue  discount,  divided  by 

22  "(B)  the  number  of  complete  months  from 

23  the  date  of  original  issue  to  the  stated  maturity 

24  date  of  the  debt  instrument. 
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1  "(3)  Month  defined. — For  purposes  of  this  sub- 

2  section,  a  complete  month  commences  with  the  date  of 

3  original  issue  and  the  corresponding  day  of  each  sue- 

4  ceeding  calendar  month  (or  the  last  day  of  a  calendar 

5  month  in  which  there  is  no  corresponding  day).  In  any 

6  case  where  a  debt  instrument  is  acquired  on  any  day 

7  other  than  a  day  determined  under  the  preceding  sen- 

8  tence,  the  ratable  monthly  portion  of  original  issue  dis- 

9  count  for  the  complete  month  (or  partial  month)  in 
10  which  such  acquisition  occurs  shall  be  allocated  be- 
ll tween  the  transferor  and  the  transferee  in  accordance 

12  with  the  number  of  days  in  such  complete  (or  partial) 

13  month  each  held  the  debt  instrument. 

14  "(4)  Reduction  in  case  of  ceetain  subse- 

15  QUENT  holdees. — For  purposes  of  this  subsection, 

16  the  ratable  monthly  portion  of  original  issue  discount 

17  shall  not  include  an  amount,  determined  at  the  time  of 

18  any  purchase  after  the  original  issue  of  the  debt  instru- 

19  ment,  equal  to  the  excess  of — 

20  "(A)  the  cost  of  such  debt  instrument  in- 

21  curred  by  the  holder,  over 

22  "(B)  the  issue  price  of  such  debt  instrument, 

23  increased  by  the  portion  of  original  discount  previ- 

24  ously  includible  in  the  gross  income  of  any  holder 

25  (computed  without  regard  to  this  paragraph), 
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1  divided  by  the  number  of  complete  months  (plus  any 

2  fractional  part  of  a  month)  from  the  date  of  such  pur- 

3  chase  to  the  stated  maturity  date  of  such  debt  instru- 

4  ment. 

5  "(c)  Definitions  and  Special  Rules. — 

6  "(1)  Purchase  defined. — For  purposes  of  this 

7  section,  the  term  'purchase'  means  any  acquisition  of  a 

8  debt  instrument,  but  only  if  the  basis  of  the  debt  instru- 

9  ment  is  not  determined  in  whole  or  in  part  by  refer- 

10  ence  to  the  adjusted  basis  of  such  debt  instrument  in 

11  the  hands  of  the  person  from  whom  acquired,  or  under 

12  section  1014(a)  (relating  to  property  acquired  from  a 

13  decedent). 

14  "(2)  Exceptions. — This  section  shall  not  apply 

15  to  any  holder — 

16  "(A)  who  has  purchased  the  debt  instrument 

17  at  a  premium,  or 

18  "(B)  which  is  a  life  insurance  company  to 

19  which  section  811(b)  applies. 

20  "(3)  Basis  adjustments. — The  basis  of  any 

21  debt  instrument  in  the  hands  of  the  holder  thereof  shall 

22  be  increased  by  the  amount  included  in  his  gross 

23  income  pursuant  to  this  section. 
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1   "SEC.  1273.  DETERMINATION  OF  AMOUNT  OF  ORIGINAL  ISSUE 


2  DISCOUNT. 

3  "(a)  General  Eule. — For  purposes  of  this  subpart — 

4  "(1)  In  general. — The  term  'original  issue  dis- 

5  count'  means  the  difference  between — 

6  "(A)  the  issue  price,  and 

7  "(B)  the  stated  redemption  price  at  maturity. 

8  "(2)  Stated  eedemption  peice  at  maturi- 

9  ty. — The  term  'stated  redemption  price  at  maturity' 

10  means  the  amount  fixed  by  the  last  modification  of  the 

11  purchase  agreement  and  includes  interest  and  other 

12  amounts  payable  at  that  time  (other  than  any  interest 

13  payable  unconditionally  at  fixed  periodic  intervals  of  1 

14  year  or  less  during  the  entire  term  of  the  debt  instru- 

15  ment). 

16  "(3)   XA  OF   1   PERCENT  DE  MINIMIS  RULE. — If 

17  the  original  issue  discount  determined  under  paragraph 

18  (1)  is  less  than — 

19  "(A)  Vk  of  1  percent  of  the  redemption  price 

20  at  maturity,  multiplied  by 

21  "(B)  the  number  of  complete  years  to  matu- 

22  rity, 

23  then  the  original  issue  discount  shall  be  treated  as 

24  zero. 

25  "(b)  Issue  Price. — For  purposes  of  this  subpart — 
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1  "(1)  Publicly  offeeed  debt  insteuments 

2  not  issued  foe  peopeety. — In  the  case  of  any  issue 

3  of  debt  instruments — 

4  "(A)  registered  with  the  Securities  and  Ex- 

5  change  Commission,  and 

6  "(B)  not  issued  for  property, 

7  the  issue  price  is  the  initial  offering  price  to  the  public 

8  (excluding  bond  houses  and  brokers)  at  which  price  a 

9  substantial  amount  of  such  debt  instruments  were  sold. 

10  "(2)  Peivately  placed  debt  insteuments 

11  not  issued  foe  peopeety. — In  the  case  of  any  pri- 

12  vately  placed  issue  of  debt  instruments  not  issued  for 

13  property,  the  issue  price  of  each  such  instrument  is  the 

14  price  paid  by  the  first  buyer  of  such  debt  instrument. 

15  "(3)  Debt  insteuments  issued  foe  peopeety 

16  wheee  the ee  is  public  teading. — In  the  case  of  a 

17  debt  instrument  which  is  issued  for  property  and 

18  which — 

19  "(A)  is  part  of  an  issue  a  portion  of  which  is 

20  traded  on  an  established  securities  market,  or 

21  "(B)  is  issued  for  stock  or  securities  which 

22  are  traded  on  an  established  securities  market, 

23  the  issue  price  of  such  debt  instrument  shall  be  the  fair 

24  market  value  of  such  property. 

25  "(4)  Othee  cases. — Except  in  any  case — 
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1  "(A)  to  which  paragraph  (1),  (2),  or  (3)  of 

2  this  subsection  applies,  or 

3  "(B)  to  which  section  1274  applies, 

4  the  issue  price  of  a  debt  instrument  which  is  issued  for 

5  property  shall  be  the  stated  redemption  price  at  matu- 

6  rity. 

7  "(5)  Peopeety. — In  applying  this  subsection,  the 

8  term  'property'  includes  services  and  the  right  to  use 

9  property,  but  such  term  does  not  include  money. 

10  "(c)  Special  Bules  foe  Applying  Subsection 

11  (b). — For  purposes  of  subsection  (b) — 

12  "(1)  Initial  offeeing  peice;  peice  paid  by 

13  the  fiest  BUYEE. — The  terms  'initial  offering  price' 

14  and  'price  paid  by  the  first  buyer'  include  the  aggre- 

15  gate  payments  made  by  the  purchaser  under  the  pur- 

16  chase  agreement,  including  modifications  thereof. 

17  "(2)  Teeatment  of  investment  units. — In 

18  the  case  of  any  debt  instrument  and  an  option,  secu- 

19  rity,  or  other  property  issued  together  as  an  investment 

20  unit— 

21  "(A)  the  issue  price  for  such  unit  shall  be  de- 

22  termined  in  accordance  with  the  rules  of  this  sub- 

23  section  and  subsection  (b)  as  if  it  were  a  debt  in- 

24  strument, 
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1  "(B)  the  issue  price  determined  for  such  unit 

2  shall  be  allocated  to  each  element  of  such  unit  in 

3  the  proportion  which  the  fair  market  value  of  such 

4  element  is  of  the  total  fair  market  value  of  all  ele- 

5  ments  in  such  unit,  and 

6  "(C)  the  issue  price  of  any  debt  instrument 

7  included  in  such  unit  shall  be  the  portion  of  the 

8  issue  price  of  the  unit  allocated  to  the  debt  instru- 

9  ment  under  subparagraph  (B). 

10  "(3)  Special  eule  foe  exchange  of  debt  in- 

11  steuments  in  eeoeganizations. — 

12  "(A)  In  geneeal. — If — 

13  "(i)  any  debt  instrument  is  issued  pursu- 

14  ant  to  a  plan  of  reorganization  within  the 

15  meaning  of  section  368(a)(1)  for  another  debt 

16  instrument  (hereinafter  in  this  paragraph  re- 

17  ferred  to  as  the  'old  debt  instrument'),  and 

18  "(ii)  the  fair  market  value  of  the  old 

19  debt  instrument  is  less  than  its  adjusted  issue 

20  price, 

21  then,  for  purposes  of  paragraph  (3)  of  subsection 

22  (b),  the  fair  market  value  of  the  old  debt  instru- 

23  ment  shall  be  treated  as  equal  to  its  adjusted  issue 

24  price. 
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1  "(B)  Definitions. — For  purposes  of  this 

2  paragraph — 

3  "(i)   Debt   insteument. — The  term 

4  'debt  instrument'   includes   an  investment 

5  unit. 

6  "(ii)  Adjusted  issue  peice. — 

7  "(I)  In  geneeal. — The  adjusted 

8  issue  price  of  the  old  debt  instrument  is 

9  its  issue  price,  increased  by  the  portion 

10  of  any  original  issue  discount  previously 

11  includible  in  the  gross  income  of  any 

12  holder  (without  regard  to  subsection 

13  (a)(6)  or  (b)(4)  of  section  1272  (or  the 

14  corresponding  provisions  of  prior  law)). 

15  "(II)  Special  eule  foe  apply- 

16  ing  section  163(e). — For  purposes  of 

17  section  163(e),  the  adjusted  issue  price 

18  of  the  old  debt  instrument  is  its  issue 

19  price,  increased  by  any  original  issue 

20  discount  previously  allowed  as  a  deduc- 

21  tion. 
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1  "SEC.  1274.  DETERMINATION  OF  ISSUE  PRICE  IN  THE  CASE  OF 

2  CERTAIN    DEBT    INSTRUMENTS    ISSUED  FOR 

3  PROPERTY. 

4  "(a)  In  Geneeal. — In  the  case  of  any  debt  instrument 

5  to  which  this  section  applies,  for  purposes  of  this  subpart,  the 

6  issue  price  shall  be  the  lesser  of — 

7  "(1)  the  amount  of  principal  payable  at  maturity, 

8  or 

9  "(2)  the  principal  amount  determined  under  sub- 

10  section  (b). 

11  "(b)  Deteemination  of  peincipal  amount. — For 

12  purposes  of  this  section — 

13  "(1)  In  geneeal. — Except  as  provided  in  para- 

14  graph  (3),  the  principal  amount  determined  under  this 

15  subsection  of  any  debt  instrument  shall  be  equal  to  the 

16  sum  of  the  present  values  of  all  payments  due  under 

17  such  debt  instrument. 

18  "(2)  Deteemination  of  peesent  value. — For 

19  purposes  of  paragraph  (1),  the  present  value  of  a  pay- 

20  ment  shall  be  determined  in  the  manner  provided  by 

21  regulations  prescribed  by  the  Secretary — 

22  "(A)  as  of  the  date  of  the  sale  or  exchange, 

23  and 

24  "(B)  by  using  a  discount  rate  equal  to  120 

25  percent  of  the  applicable  Federal  rate,  compound- 

26  ed  semiannually. 
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1  "(3)  Faie  maeket  value  eule  in  potential- 

2  ly  abusive  situations. — 

3  "(A)  In  geneeal. — In  the  case  of  any  po- 

4  tentially  abusive  situation,  the  principal  amount 

5  determined  under  this  subsection  of  any  debt  in- 

6  strument  received  in  exchange  for  property  shall 

7  in  no  event  be  greater  than  the  fair  market  value 

8  of  such  property. 

9  "(B)  Potentially  abusive  situation 

10  defined. — For  purposes  of  subparagraph  (A),  the 

11  term  'potentially  abusive  situation'  means — 

12  "(i)  a  tax  shelter  (as  defined  in  section 

13  6661(b)(2)(C)(ii)),  and 

14  "(ii)   any   other   situation   which,  by 

15  reason  of — 

16  "(I)  recent  sales  transactions, 

17  "(H)  nonrecourse  financing, 

18  "(HE)  financing  with  a  term  in 

19  excess  of  the  economic  life  of  the  prop- 

20  erty,  or 

21  "(TV)  other  circumstances, 

22  is  of  a  type  which  the  Secretary  specifies  by 

23  regulations  as  having  potential  for  tax  avoid- 

24  ance. 
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1  "(c)  Debt  Instruments  To  Which  Section  Ap- 

2  plies. — 

3  "(1)  In  general. — Except  as  otherwise  provided 

4  in  this  subsection,  this  section  shall  apply  to  any  debt 

5  instrument  given  in  consideration  for  the  sale  or  ex- 

6  change  of  property  if — 

7  "(A)  the  stated  redemption  price  at  maturity 

8  for  such  instrument  exceeds  the  principal  amount 

9  of  such  debt  instrument  (as  determined  under  sub- 

10  section  (b)  by  using  a  discount  rate  equal  to  110 

11  percent  of  the  applicable  Federal  rate),  or 

12  "(B)  the  stated  redemption  price  at  maturity 

13  for  such  instrument  exceeds  the  amount  of  princi- 

14  pal  payable  at  maturity. 

15  "(2)  Exceptions. — This  section  shall  not  apply 

16  to— 

17  "(A)  Sales  for  less  than  $1,000,000 

18  OF   FARMS    BY   INDIVIDUALS    OR    SMALL  BUSI- 

19  NESSES. — 

20  "(i)  In  general. — Any  debt  instru- 

21  ment  received — 

22  "(I)  by  an  individual,  estate,  or 

23  testamentary  trust, 

24  "(H)  by  a  corporation  which  as  of 

25  the  date  of  the  sale  or  exchange  is  a 
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1  small  business  corporation  (as  defined  in 

2  section  1244(c)(3)),  or 

3  "(ILL)  by  a  partnership  which  as  of 

4  the  date  of  the  sale  or  exchange  meets 

5  requirements  similar  to  those  of  section 

6  1244(c)(3), 

7  as  consideration  for  the  sale  or  exchange  of  a 

8  farm    (within    the    meaning    of  section 

9  6420(c)(2))  by  such  individual  or  entity. 

10  "(ii)  $1,000,000  limitation.— Clause 

11  (i)  shall  apply  only  if  it  can  be  determined  at 

12  the  time  of  the  sale  or  exchange  that  the 

13  sales  price  cannot  exceed  $1,000,000.  For 

14  purposes  of  the  preceding  sentence,  all  sales 

15  and  exchanges  which  are  part  of  the  same 

16  transaction  (or  a  series  of  related  transac- 

17  tions)  shall  be  treated  as  1  sale  or  exchange. 

18  "(B)  Sales  of  principal  residences. — 

19  Any  debt  instrument  received  by  an  individual  as 

20  consideration  for  the  sale  or  exchange  of  his  prin- 

21  cipal  residence  (within  the  meaning  of  section 

22  1034). 

23  "(C)  Sales  involving  total  payments 

24  OF  $250,000  OR  LESS. — 


J.  31-262— O 


70 

1  "(i)  In  general. — Any  debt  instru- 

2  ment  received  as  consideration  for  the  sale  or 

3  exchange  of  property  if  the  sum  of  the  fol- 

4  lowing  amounts  does  not  exceed  $250,000: 

5  "(I)  the  aggregate  amount  of  the 

6  payments  due  under  such  debt  instru- 

7  ment  and  all  other  debt  instruments  re- 

8  ceived  as  consideration  for  the  sale  or 

9  exchange,  and 

10  "(II)  the  aggregate  amount  of  any 

11  other  consideration  to  be  received  for 

12  the  sale  or  exchange. 

13  "(ii)   Consideration   other  than 

14  DEBT  INSTRUMENT  TAKEN  INTO  ACCOUNT 

15  AT  FAIR  MARKET  VALUE. — For  purposes  of 

16  clause  (i),  any  consideration  (other  than  a 

17  debt  instrument)  shall  be  taken  into  account 

18  at  its  fair  market  value. 

19  "(iii)    Aggregation    of  transac- 

20  tions. — For  purposes  of  this  subparagraph, 

21  all  sales  and  exchanges  which  are  part  of  the 

22  same  transaction  (or  a  series  of  related  trans- 

23  actions)  shall  be  treated  as  1  sale  or  ex- 

24  change. 
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1  "(D)  Debt  insteuments  which  are  pub- 

2  LICLY     TRADED     OR     ISSUED     FOR  PUBLICLY 

3  traded  property. — Any  debt  instrument  to 

4  which  section  1273(b)(3)  applies. 

5  "(E)  Annuities. — Any  amount  the  liability 

6  for  which  depends  in  whole  or  in  part  on  the  life 

7  expectancy  of  1  or  more  individuals  and  which 

8  constitutes  an  amount  received  as  an  annuity  to 

9  which  section  72  applies. 

10  "(F)  Sales  or  exchanges  to  which 

11  section  483(g)  applies. — Any  debt  instrument 

12  to  the  extent  section  483(g)  applies  to  such  instru- 

13  ment. 

14  "(G)  Certain  sales  of  patents. — In  the 

15  case  of  any  transfer  described  in  section  1235(a) 

16  (relating  to  sale  or  exchange  of  patents),  any 

17  amount  contingent  on  the  productivity,  use,  or 

18  disposition  of  the  property  transferred. 

19  "(d)  Determination  of  Applicable  Federal 

20  Rate. — For  purposes  of  this  section — 

21  "(1)  Applicable  federal  rate. — 

22  "(A)  In  general. — 

"In  the  case  of  a  debt         The  applicable  Federal 
instrument  with  a  term  of:  rate  is: 


Over  3  years  but  not  over  9  years        The  Federal  mid- term  rate. 
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— Continued 


"In  the  case  of  a  debt 
instrument  with  a  term  of: 


The  applicable  Federal 
rate  is: 


Over  9  years 


The  Federal  long-term  rate. 


1 

2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 


"(B)  Determination  of  bates. — Within 
15  days  after  the  close  of — 

"(i)  the  6-month  period  ending  on  Sep- 
tember 30  of  any  calendar  year,  or 

"(ii)   the   6-month  period  ending  on 
March  31  of  any  calendar  year, 
the  Secretary  shall  determine  the  Federal  short- 
term  rate,  mid-term  rate,  and  long-term  rate  for 
such  6-month  period. 

"(C)  Effective  date  of  determina- 
tion.— Any  Federal  rate  determined  under  sub- 
paragraph (A)  shall — 

"(i)  apply  during  the  6-month  period  be- 
ginning on  January  1  of  the  succeeding  cal- 
endar year  in  the  case  of  a  determination 
made  under  subparagraph  (B)(i),  and 

"(ii)  apply  during  the  6-month  period 
beginning  on  July  1  of  the  calendar  year  in 
the  case  of  a  determination  made  under  sub- 
paragraph (B)(ii). 
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1  "(D)  Fedeeal  bate  FOE  ANY  6-MONTH 

2  peeiod. — For  purposes  of  this  paragraph — 

3  "(i)  Fedeeal  shoet-teem  eate. — 

4  The  Federal  short-term  rate  for  any  6-month 

5  period  shall  be  the  rate  determined  by  the 

6  Secretary  to  be  equal  to  the  average  market 

7  yield  (during  such  6-month  period)  on  out- 

8  standing  marketable  obligations  of  the  United 

9  States  with  remaining  periods  to  maturity  of 

10  3  years  or  less. 

11  "(ii)  Fedeeal  mid-teem  and  long- 

12  teem  eates. — The  Federal  mid-term  rate 

13  and  long-term  rate  shall  be  determined  in  ac- 

14  cordance  with  the  principles  of  clause  (i). 

15  "(2)  Eate  applicable  to  any  sale  oe  ex- 

16  change. — In  the  case  of  any  sale  or  exchange,  the 

17  determination  of  the  applicable  Federal  rate  shall  be 

18  made  as  of  the  first  day  on  which  there  is  a  binding 

19  contract  in  writing  for  the  sale  or  exchange. 

20  "(3)  Teem  of  debt  insteument. — In  determin- 

21  ing  the  term  of  a  debt  instrument  for  purposes  of  this 

22  subsection,  under  regulations  prescribed  by  the  Secre- 

23  tary,  there  shall  be  taken  into  account  options  to 

24  renew  or  extend. 
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1    "SEC.  1275.  OTHER  DEFINITIONS  AND  SPECIAL  RULES. 


2  "(a)  Definitions. — For  purposes  of  this  subpart — 

3  "(1)  Debt  instrument. — The  term  'debt  instru- 

4  ment'  means  a  bond,  debenture,  note,  or  certificate  or 

5  other  evidence  of  indebtedness.  Except  for  purposes  of 

6  section  1271,  such  term  also  includes  any  other  obliga- 

7  tion. 

8  "(2)  Issue  date. — 

9  "(A)    Debt    instruments  registered 

10  with  the  securities  and  exchange  commis- 

11  sion. — In  the  case  of  any  debt  instrument  regis- 

12  tered  with  the  Securities  and  Exchange  Commis- 

13  sion,  the  term  'date  of  original  issue'  means  the 

14  date  on  which  the  issue  was  first  issued  to  the 

15  public. 

16  "(B)  Privately  placed  issues. — In  the 

17  case  of  any  debt  instrument  to  which  section 

18  1273(b)(2)  applies,  the  term  'date  of  original  issue* 

19  means  the  date  on  which  the  debt  instrument  was 

20  sold  by  the  issuer. 

21  "(C)  Other  debt  instruments. — In  the 

22  case  of  any  debt  instrument  not  described  in  sub- 

23  paragraph  (A)  or  (B),  the  term  'date  of  original 

24  issue'  means  the  date  on  which  the  debt  instru- 

25  ment  was  issued  in  an  exchange. 
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1  "(3)  Tax-exempt  obligation. — The  term  'tax- 

2  exempt  obligation'  means  any  obligation  if — 

3  "(A)  the  interest  on  such  obligation  is  not  in- 

4  cludible  in  gross  income  under  section  103,  or 

5  "(B)   the   interest   on   such   obligation  is 

6  exempt  from  tax  (without  regard  to  the  identity  of 

7  the  holder)  under  any  other  provision  of  law. 

8  "(b)  Teeatment  of  Certain  Deferred  Payments 

9  for  Services  or  Use  of  Property. — 

10  "(1)  Treatment  of  payee. — If  any  portion  of  a 

11  deferred  payment  to  which  this  subsection  applies  is  al- 

12  locable  to  any  taxable  year  of  the  payee,  the  taxable 

13  income  of  such  payee  for  such  taxable  year  (and  subse- 

14  quent  taxable  years)  shall  be  determined  as  if — 

15  "(A)  as  of  the  close  of  the  taxable  year,  the 

16  payee  received  a  debt  instrument  in  exchange  for 

17  the  services  performed  (or  the  use  of  the  property) 

18  during  the  taxable  year,  and 

19  "(B)  such  debt  instrument  had  original  issue 

20  discount  equal  to  the  excess  of — 

21  "(i)  the  portion  of  the  payment  allocable 

22  to  the  taxable  year,  over 

23  "(ii)  the  present  value  (as  of  the  close  of 

24  the  taxable  year)  of  such  portion  determined 
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1  in  accordance  with  the  rules   of  section 

2  1274(b). 

3  "(2)  Teeatment  of  payoe. — If  any  portion  of  a 

4  deferred  payment  to  which  this  subsection  applies  is  al- 

5  locable  to  any  taxable  year  of  the  payor,  the  taxable 

6  income  of  such  payor  for  such  taxable  year  (and  subse- 

7  quent  taxable  years)  shall  be  determined  as  if — 

8  "(A)  as  of  the  close  of  the  taxable  year,  the 

9  payor  issued  a  debt  instrument  in  exchange  for 

10  the  services  performed  (or  the  use  of  the  property) 

11  during  the  taxable  year,  and 

12  "(B)  such  debt  instrument  had  original  issue 

13  discount  equal  to  the  excess  of — 

14  "(i)  the  portion  of  the  payment  allocable 

15  to  the  taxable  year,  over 

16  "(ii)  the  present  value  (as  of  the  close  of 

17  the  taxable  year)  of  such  portion  determined 

18  in  accordance  with  the  rules   of  section 

19  1274(b). 

20  "(3)  Defeeeed  payments  to  which  subsec- 

21  tion  applies. — 

22  "(A)  In  geneeal. — Except  as  otherwise 

23  provided  in  this  paragraph,  this  subsection  applies 

24  to  any  amount  to  be  paid  for  services  (or  the  use 

25  of  property)  if  such  amount  is  to  be  paid  after  the 
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1  close  of  the  calendar  year  following  the  calendar 

2  year  in  which  the  services  are  performed  (or  the 

3  property  is  used). 

4  "(B)  Subsection  not  to  apply  to  db- 

5  FEEEED    PAYMENTS    OF    $250,000    OE   LESS. — 

6  This  subsection  shall  not  apply  to  any  amount  to 

7  be  paid  for  services  (or  the  use  of  property)  if  the 

8  sum  of  the  following  amounts  does  not  exceed 

9  $250,000— 

10  "(i)  the  aggregate  amount  of  payments 

11  due  under  debt  instruments  received  as  con- 

12  sideration  for  such  services  (or  use  of  proper- 

13  ty),  and 

14  "(ii)  the  aggregate  amount  of  any  other 

15  consideration  to  be  received  for  such  services 

16  (or  use  of  property). 

17  For  purposes  of  the  preceding  sentence,  rules  sim- 

18  ilar  to  the  rules  of  clauses  (ii)  and  (iii)  of  section 

19  1274(c)(2)(C)  shall  apply. 

20  "(C)       COOEDINATION       WITH  SECTION 

21  1273(b)(3). — This  subsection  shall  not  apply  to 

22  any  debt  instrument  to  which  section  1273(b)(3) 

23  applies. 

24  "(D)  Payments  to  which  othee  sec- 

25  tions  apply. — This  subsection  shall  not  apply  to 
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1  any  payment  if  section  83,  267,  404,  404A,  or 

2  706(a)  applies  to  such  payment.  Sections  83,  267, 

3  404,  404A,  and  706(a)  shall  be  applied  before  the 

4  application  of  this  subsection. 

5  "(4)     Othek     definitions     and  special 

6  rules. — For  purposes  of  the  subsection — 

7  "(A)   Allocation   of   deferred  pay- 

8  me nt. — The  portion  of  a  deferred  payment  to 

9  which  this  subsection  applies  allocable  to  any  tax- 

10  able  year  shall  be  deteraiined  under  the  accrual 

11  method  of  accounting. 

12  "(B)  Payee. — The  term  'payee'  means  the 

13  person  to  whom  the  deferred  payment  is  to  be 

14  made. 

15  "(C)  Payor. — The  term  'payor'  means  the 

16  person  required  to  make  the  deferred  payment. 

17  "(c)  Information  Requirements. — 

18  "(1)  Information  required  to  be  set  forth 

19  on  instrument. — 

20  "(A)  In  general. — In  the  case  of  any  debt 

21  instrument  having  original  issue  discount,  the  Sec- 

22  retary  may  by  regulations  require  that — 

23  "(i)  the  amount  of  the  original  issue  dis- 

24  count,  and 

25  "(ii)  the  issue  date, 
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1  be  set  forth  on  such  instrument. 

2  "(B)    Special    rule    foe  privately 

3  placed  instruments. — In  the  case  of  any  pri- 

4  vately  placed  issue  of  debt  instruments,  the  regu- 

5  lations  prescribed  under  subparagraph  (A)  shall 

6  not  require  the  information  to  be  set  forth  on  the 

7  debt  instrument  before  any  disposition  of  such  in- 

8  strument  by  the  first  buyer. 

9  "(2)  Information  required  to  be  submitted 

10  to  secretary. — In  the  case  of  any  issue  of  debt  in- 

11  struments  having  original  issue  discount  and  registered 

12  with  the  Securities  and  Exchange  Commission,  the 

13  issuer  shall  (at  such  time  and  in  such  manner  as  the 

14  Secretary  shall  by  regulation  prescribe)  furnish  the 

15  Secretary  the  following  information: 

16  "(A)  The  amount  of  the  original  issue  dis- 

17  count. 

18  "(B)  The  issue  date. 

19  "(C)  Such  other  information  with  respect  to 

20  the  issue  as  the  Secretary  may  by  regulations  re- 

21  quire. 

22  For  purposes  of  the  preceding  sentence,  any  person 

23  who  makes  a  public  offering  of  stripped  bonds  (or 

24  stripped  coupons)  shall  be  treated  as  the  issuer  of  a 
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1  debt  instrument  having  original  issue  discount  and  reg- 

2  istered  with  the  Securities  and  Exchange  Commission. 

3  "(3)  Exceptions. — This  subsection  shall  not 

4  apply    to    any    obligation    referred    to    in  section 

5  1272(a)(2). 

6  "(4)  Ceoss  reference. — 

"Tor  civil  penalty  for  failure  to  meet  requirements  of 
this  subsection,  see  section  6706. 

7  "(d)  Eegulation  Authoeity. — The  Secretary  may 


8  prescribe  regulations  providing  that  where,  by  reason  of 

9  varying  rates  of  interest,  put  or  call  options,  indefinite  matu- 

10  rities,  contingent  payments,  or  other  circumstances,  the  tax 

11  treatment  under  this  subpart  (or  section  163(e))  does  not 

12  carry  out  the  purposes  of  this  subpart  (or  section  163(e)), 

13  such  treatment  will  be  modified  to  the  extent  necessary  to 

14  carry  out  the  purposes  of  this  subpart  (or  section  163(e)). 

15  "Subpart  B — Market  Discount  on  Bonds 

"Sec.  1276.  Disposition  gain  representing  accrued  market  discount 

treated  as  ordinary  income. 
"Sec.  1277.  Deferral  of  interest  deduction  allocable  to  accrued 

market  discount. 
"Sec.  1278.  Definitions  and  special  rules. 

16  "SEC.   1276.   DISPOSITION   GAIN   REPRESENTING  ACCRUED 


17  MARKET  DISCOUNT  TREATED  AS  ORDINARY 

18  INCOME. 

19  "(a)  Okdinary  Income. — 

20  "(1)  In  general. — Except  as  otherwise  provided 

21  in  this  section,  gain  on  the  disposition  of  any  market 
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1  discount  bond  shall  be  treated  as  ordinary  income  to 

2  the  extent  it  does  not  exceed  the  accrued  market  dis- 

3  count  on  such  bond.  Such  gain  shall  be  treated  as  in- 

4  terest  and  recognized  notwithstanding  any  other  provi- 

5  sion  of  this  subtitle. 

6  "(2)  Dispositions  othee  than  sales,  etc. — 

7  For  purposes  of  paragraph  (1),  a  person  disposing  of 

8  any  market  discount  bond  in  any  transaction  other  than 

9  a  sale,  exchange,  or  involuntary  conversion  shall  be 

10  treated  as  realizing  an  amount  equal  to  the  fair  market 

11  value  of  the  bond. 

12  "(b)  Accetjed  Market  Discount. — For  purposes  of 

13  this  section — 

14  "(1)  Ratable  acceual. — Except  as  otherwise 

15  provided  in  this  subsection  or  subsection  (c),  the  ac- 

16  crued  market  discount  on  any  bond  shall  be  an  amount 

17  which  bears  the  same  ratio  to  the  market  discount  on 

18  such  bond  as— 

19  "(A)  the  number  of  days  which  the  taxpayer 

20  held  the  bond,  bears  to 

21  "(B)  the  number  of  days  after  the  date  the 

22  taxpayer  acquired  the  bond  and  up  to  (and  includ- 

23  ing)  the  date  of  its  maturity. 
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1  "(2)  Election  of  acceual  on  basis  of  con- 

2  st  ant  inteeest  eate  (in  lieu  of  eatable  ac- 

3  CEUAL). — 

4  "(A)  In  geneeal. — At  the  election  of  the 

5  taxpayer  with  respect  to  any  bond,  the  accrued 

6  market  discount  on  such  bond  shall  be  the  aggre- 

7  gate  amount  which  would  have  been  includible  in 

8  the  gross  income  of  the  taxpayer  under  section 

9  1272(a)  with  respect  to  such  bond  for  all  periods 

10  during  which  the  bond  was  held  by  the  taxpayer  if 

1 1  such  bond  had  been — 

12  "(i)  originally  issued  on  the  date  on 

13  which  such  bond  was  acquired  by  the  tax- 

14  payer, 

15  "(ii)  for  an  issue  price  equal  to  the  ad- 

16  justed  basis  of  the  taxpayer  in  such  bond  im- 

17  mediately  after  its  acquisition. 

18  "(B)    COOEDINATION    WHEEE    BOND  HAS 

19  oeiginal  issue  discount. — In  the  case  of  any 

20  bond  having  original  issue  discount,  for  purposes 

21  of  applying  subparagraph  (A) — 

22  "(i)  the  stated  redemption  price  of  such 

23  bond  at  maturity  shall  be  treated  as  equal  to 

24  its  revised  issue  price,  and 
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1  "(ii)  the  determination  of  the  portion  of 

2  the  original  issue  discount  which  would  be 

3  includible  in  the  gross  income  of  the  taxpay- 

4  er  under  section  1272(a)  shall  be  made  under 

5  regulations  prescribed  by  the  Secretary. 

6  "(C)  Election  ieeevocable. — An  election 

7  under  subparagraph  (A),  once  made  with  respect 

8  to  any  bond,  shall  be  irrevocable. 

9  "(c)  Teeatment  of  Noneecognition  Teansao 

10  tions. — Under  regulations  prescribed  by  the  Secretary — 

11  "(1)   Teansfeeeed   basis   peopeety. — If  a 

12  market  discount  bond  is  transferred  in  a  nonrecognition 

13  transaction  and  such  bond  is  transferred  basis  property 

14  in  the  hands  of  the  transferee,  for  purposes  of  deter- 

15  mining  the  amount  of  the  accrued  market  discount  with 

16  respect  to  the  transferee — 

17  "(A)  the  transferee  shall  be  treated  as  having 

18  acquired  the  bond  on  the  date  on  which  it  was  ac- 

19  quired  by  the  transferor  for  an  amount  equal  to 

20  the  adjusted  basis  of  the  transferor,  and 

21  "(B)  proper  adjustments  shall  be  made  for 

22  gain  recognized  by  the  transferor  on  such  transfer 

23  (and  for  any  original  issue  discount  or  market  dis- 

24  count  included  in  the  gross  income  of  the  transfer- 

25  or). 
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1  "(2)  Exchanged  basis  peopeety. — If  any 

2  market  discount  bond  is  disposed  of  by  the  taxpayer  in 

3  a  nonrecognition  transaction  and  paragraph  (1)  does 

4  not  apply  to  such  transaction — 

5  "(A)  any  exchanged  basis  property  received 

6  by  the  taxpayer  in  such  transaction  (if  not  other- 

7  wise  a  market  discount  bond)  shall  be  treated  as  a 

8  market  discount  bond,  and 

9  "(B)  the  amount  of  the  accrued  market  dis- 

10  count  with  respect  to  such  exchanged  basis  prop- 

11  erty  shall  include  any  accrued  market  discount  de- 

12  termined  with  respect  to  the  property  disposed  of 

13  to  the  extent  not  theretofore  treated  as  ordinary 

14  income  under  subsection  (a). 

15  "(d)  Special  Eules. — Under  regulations  prescribed 

16  by  the  Secretary — 

17  "(1)  rules  similar  to  the  rules  of  subsection  (b)  of 

18  section  1245  shall  apply  for  purposes  of  this  section; 

19  except  that — 

20  "(A)  paragraph  (1)  of  such  subsection  shall 

21  not  apply,  and 

22  "(B)  an  exchange  qualifying  under  section 

23  354(a),   355(a),   or  356(a)  (determined  without 

24  regard  to  subsection  (a)  of  this  section)  shall  be 
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1  treated  as  an  exchange  described  in  paragraph  (3) 

2  of  such  subsection,  and 

3  "(2)  appropriate  adjustments  shall  be  made  to  the 

4  basis  of  any  property  to  reflect  gain  recognized  under 

5  subsection  (a). 

6  "(e)  Section  Not  To  Apply  to  Maeket  Discount 


7  Bonds  Issued  Befoee  Date  of  Enactment  of  Sec- 

8  tion. — This  section  shall  not  apply  to  any  market  discount 

9  bond  issued  before  the  date  of  the  enactment  of  this  section. 

10  "SEC.  1277.  DEFERRAL  OF  INTEREST  DEDUCTION  ALLOCABLE 

11  TO  ACCRUED  MARKET  DISCOUNT. 

12  "(a)  Genekal  Rule. — Except  as  otherwise  provided 

13  in  this  section,  the  net  direct  interest  expense  with  respect  to 

14  any  market  discount  bond  shall  be  allowed  as  a  deduction  for 

15  the  taxable  year  only  to  the  extent  that  such  expense  exceeds 

16  the  portion  of  the  market  discount  allocable  to  the  days 

17  during  the  taxable  year  on  which  such  bond  was  held  by  the 

18  taxpayer  (as  determined  under  the  rules  of  section  1276(b)). 


19  "(b)  Disallowed  Deduction  Allowed  foe  Year 

20  of  Disposition. — 

21  "(1)  In  geneeal. — Except  as  otherwise  provided 

22  in  this  subsection,  the  amount  of  the  disallowed  inter- 

23  est  expense  with  respect  to  any  market  discount  bond 

24  shall  be  treated  as  interest  paid  or  accrued  by  the  tax- 
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1  payer  in  the  taxable  year  in  which  such  bond  is  dis- 

2  posed  of. 

3  "(2)  NONEE  COGNITION  TEANS ACTIONS . — If  any 

4  market  discount  bond  is  disposed  of  in  a  nonrecognition 

5  transaction  (as  defined  in  section  7701(a)(45)) — 

6  "(A)  the  disallowed  interest  expense  with  re- 

7  spect  to  such  bond  shall  be  treated  as  interest 

8  paid  or  accrued  in  the  year  of  disposition  only  to 

9  the  extent  of  the  amount  of  gain  recognized  on 

10  such  disposition,  and 

11  "(B)  the  disallowed  interest  expense  with  re- 

12  spect  to  such  property  (to  the  extent  not  so  treat- 

13  ed)  shall  be  treated  as  disallowed  interest  ex- 

14  pense — 

15  "(i)  in  the  case  of  a  transaction  de- 

16  scribed  in  section  1276(c)(1),  of  the  transfer- 

17  ee  with  respect  to  the  transferred  basis  prop- 

18  erty,  or 

19  "(ii)  in  the  case  of  a  transaction  de- 

20  scribed  in  section  1276(c)(2),  with  respect  to 

21  the  exchanged  basis  property. 

22  "(3)  Disallowed  inteeest  expense. — For 

23  purposes  of  this  subsection,  the  term  'disallowed  inter- 

24  est  expense'  means  the  aggregate  amount  disallowed 
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1  under  subsection  (a)  with  respect  to  the  market  dis- 

2  count  bond. 

3  "(c)  Net  Direct  Interest  Expense. — For  purposes 

4  of  this  section,  the  term  'net  direct  interest  expense'  means, 

5  with  respect  to  any  market  discount  bond,  the  excess  (if  any) 

6  of— 

7  "(1)  the  amount  of  interest  paid  or  accrued  during 

8  the  taxable  year  on  indebtedness  which  is  incurred  or 

9  continued  to  purchase  or  carry  such  bond,  over 

10  "(2)  the  aggregate  amount  of  interest  (including 

11  original  issue  discount)  includible  in  gross  income  for 

12  the  taxable  year  with  respect  to  such  bond. 

13  "SEC.  1278.  DEFINITIONS  AND  SPECIAL  RULES. 

14  "(a)  In  General. — For  purposes  of  this  part — 

15  "(1)  Market  discount  bond. — 

16  "(A)  In  general. — Except  as  provided  in 

17  subparagraph  (B),  the  term  'market  discount  bond' 

18  means  any  bond  having  market  discount. 

19  "(B)  Exceptions. — The  term  'market  dis- 

20  count  bond'  shall  not  include — 

21  "(i)  Short-term  obligations. — Any 

22  obligation  with  a  fixed  maturity  date  not  ex- 

23  ceeding  I  year  from  the  date  of  issue. 
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1  "(ii)    Tax-exempt    obligations. — 

2  Any  tax-exempt  obligation  (as  defined  in  sec- 

3  tion  1275(a)(3)). 

4  "(iii)     United     states  savings 

5  bonds. — Any  United  States  savings  bond. 

6  "(2)  Market  discount. — 

7  "(A)  In  general. — The  term  'market  dis- 

8  count'  means  the  excess  (if  any)  of — 

9  "(i)  the  stated  redemption  price  of  the 

10  bond  at  maturity,  over 

11  "(ii)  the  adjusted  basis  of  such  bond  im- 

12  mediately  after  its  acquisition  by  the  tax- 

13  payer. 

14  "(B)  Coordination  where  bond  has 

15  original  issue  discount. — In  the  case  of  any 

16  bond  having  original  issue  discount,  for  purposes 

17  of  subparagraph  (A),  the  stated  redemption  price 

18  of  such  bond  at  maturity  shall  be  treated  as  equal 

19  to  its  revised  issue  price. 

20  "(C)  De  minimis  rule. — If  the  market  dis- 

21  count  is  less  than  XA  of  1  percent  of  the  stated 

22  redemption  price  of  the  bond  at  maturity  multi- 

23  plied  by  the  number  of  complete  years  to  maturity 

24  (after  the  taxpayer  acquired  the  bond),  then  the 

25  market  discount  shall  be  considered  to  be  zero. 
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1  "(3)  Bond. — The  term  'bond'  means  any  bond, 

2  debenture,  note,  certificate,  or  other  evidence  of  indebt- 

3  edness. 

4  "(4)  Revised  issue  peice. — The  term  'revised 

5  issue  price'  means  of  the  sum  of — 

6  "(A)  the  issue  price  of  the  bond,  and 

7  "(B)  the  aggregate  amount  of  the  original 

8  issue  discount  includible  in  the  gross  income  of  all 

9  holders  for  periods  before  the  acquisition  of  the 

10  bond  by  the  taxpayer  (determined  without  regard 

11  to  section  1272(a)(6)). 

12  "(5)   Oeiginal  issue   discount,   etc. — The 

13  terms  'original  issue  discount',  'stated  redemption  price 

14  at  maturity',  and  'issue  price'  have  the  respective 

15  meanings  given  such  terms  by  subpart  A  of  this  part. 

16  "(b)  Election  To  Include  Maeket  Discount  Cue- 

17  eently. — 

18  "(1)  In  geneeal. — If  the  taxpayer  makes  an 

19  election  under  this  subsection — 

20  "(A)  sections  1276  and  1277  shall  not  apply, 

21  and 

22  "(B)  market  discount  on  any  market  discount 

23  bond  shall  be  included  in  the  gross  income  of  the 

24  taxpayer  for  the  taxable  years  to  which  it  is  at- 
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1  tributable  (as  determined  under  the  rules  of  sub- 

2  section  (b)  of  section  1276). 

3  "(2)  Scope  of  election. — An  election  under 

4  this  subsection  shall  apply  to  all  market  discount  bonds 

5  acquired  by  the  taxpayer  on  or  after  the  1st  day  of  the 

6  1st  taxable  year  to  which  such  election  applies. 

7  "(3)  Peeiod  to  which  election  applies. — 

8  An  election  under  this  subsection  shall  apply  to  the 

9  taxable  year  for  which  it  is  made  and  for  all  subse- 

10  quent  taxable  years,  unless  the  taxpayer  secures  the 

11  consent  of  the  Secretary  to  the  revocation  of  such  elec- 

12  tion. 

13  "(c)  Regulations. — The  Secretary  shall  prescribe 

14  such  regulations  as  may  be  necessary  to  carry  out  the  pur- 

15  poses  of  this  subpart. 

16  "Subpart  C— Discount  on  Short-Term  Obligations 

"Sec.  1281.  Current  inclusion  in  income  of  discount  on  certain  short- 
term  obligations. 

"Sec.  1282.  Deferral  of  interest  deduction  allocable  to  accrued  dis- 
count. 

"Sec.  1283.  Definitions  and  special  rules. 

17  "SEC.  1281.  CURRENT  INCLUSION  IN  INCOME  OF  DISCOUNT  ON 

18  CERTAIN  SHORT-TERM  OBLIGATIONS. 

19  "(a)  In  Geneeal. — In  the  case  of  any  short-term  obli- 

20  gation  to  which  this  section  applies,  for  purposes  of  this  title, 

21  there  shall  be  included  in  the  gross  income  of  the  holder  an 

22  amount  equal  to  the  sum  of  the  daily  portions  of  the  acquisi- 
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1  tion  discount  for  each  day  during  the  taxable  year  on  which 

2  such  holder  held  such  bond. 

3  "(b)  Shokt-Tekm  Obligations  to  Which  Section 

4  Applies. — This  section  shall  apply  to  any  short-term  obliga- 

5  tions  which — 

6  "(1)  is  held  by  a  taxpayer  using  an  accrual 

7  method  of  accounting, 

8  "(2)  is  held  by  a  bank  (as  defined  in  section  581), 

9  "(3)  is  held  primarily  for  sale  to  customers  in  the 

10  ordinary  course  of  the  taxpayer's  trade  or  business,  or 

11  "(4)  is  identified  by  the  taxpayer  under  section 

12  1256(e)(2)  as  being  part  of  a  hedging  transaction. 

13  "(c)  Ceoss  Refeeence. — 

"For  special  rules  limiting  the  application  of  this  sec- 
tion to  original  issue  discount  in  the  case  of  nongovern- 
mental obligations,  see  section  1283(c). 

14  "SEC.  1282.  DEFERRAL  OF  INTEREST  DEDUCTION  ALLOCABLE 

15  TO  ACCRUED  DISCOUNT. 

16  "(a)  Geneeal  Rule. — Except  as  otherwise  provided 

17  in  this  section,  the  net  direct  interest  expense  with  respect  to 

18  any  short-term  obligation  shall  be  allowed  as  a  deduction  for 

19  the  taxable  year  only  to  the  extent  that  such  expense  exceeds 

20  the  sum  of  the  daily  portions  of  the  acquisition  discount  for 

21  each  day  during  the  taxable  year  on  which  the  taxpayer  held 

22  such  obligation. 

23  "(b)  Section  Not  To  Apply  to  Obligations  to 

24  Which  Section  1281  Applies.— 
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1  "(1)  In  geneeal. — This  section  shall  not  apply 

2  to  any  short-term  obligation  to  which  section  1281 

3  applies. 

4  "(2)  Election  to  have  section  1281  apply 

5  to  all  obligations. — 

6  "(A)  In  geneeal. — A  taxpayer  may  make 

7  an  election  under  this  paragraph  to  have  section 

8  1281  apply  to  all  short-term  obligations  acquired 

9  by  the  taxpayer  on  or  after  the  1st  day  of  the  1st 

10  taxable  year  to  which  such  election  applies. 

11  "(B)    PEEIOD    TO    WHICH    ELECTION  AP- 

12  plies. — An  election  under  this  paragraph  shall 

13  apply  to  the  taxable  year  for  which  it  is  made  and 

14  for  all  subsequent  taxable  years,  unless  the  tax- 

15  payer  secures  the  consent  of  the  Secretary  to  the 

16  revocation  of  such  election. 

17  "(c)  Ceetain  Rules  Made  Applicable. — Rules 

18  similar  to  the  rules  of  subsections  (b)  and  (c)  of  section  1277 

19  shall  apply  for  purposes  of  this  section. 

20  "(d)  Ceoss  Refeeence. — 

"For  special  rules  limiting  the  application  of  this  sec- 
tion to  original  issue  discount  in  the  case  of  nongovern- 
mental obligations,  see  section  1283(c). 

2 1  "SEC.  1283.  DEFINITIONS  AND  SPECIAL  RULES. 

"(a)  Definitions.— For  purposes  of  this  subpart— 
23  "(1)  Shoet-teem  obligation. — 
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1  "(A)  In  geneeal. — Except  as  provided  in 

2  subparagraph  (B),  the  term  'short-term  obligation' 

3  means  any  bond,  debenture,  note,  certificate,  or 

4  other  evidence  of  indebtedness  which  has  a  fixed 

5  maturity  day  not  exceeding  1  year  from  the  date 

6  of  issue. 

7  "(B)  Exceptions  foe  tax-exempt  obli- 

8  gations. — The  term  'short-term  obligation'  shall 

9  not  include  any  tax-exempt  obligation  (as  defined 

10  in  section  1275(a)(3)). 

11  "(2)  Acquisition  discount. — The  term  'acqui- 

12  sition  discount'  means  the  excess  of — 

13  "(A)  the  stated  redemption  price  at  maturity 

14  (as  defined  in  section  1273),  over 

15  "(B)  the  taxpayer's  basis  for  the  obligation. 

16  "(b)  Daily  Poetion. — For  purposes  of  this  subpart — 

17  "(1)  Eatable  acceual. — Except  as  otherwise 

18  provided  in  this  subsection,  the  daily  portion  of  the  ac- 

19  quisition  discount  is  an  amount  equal  to — 

20  "(A)  the  amount  of  such  discount,  divided  by 

21  "(B)  the  number  of  days  after  the  day  on 

22  which  the  taxpayer  acquired  the  obligation  and  up 

23  to  (and  including)  the  day  of  its  maturity. 
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1  "(2)  Election  of  acceual  on  basis  of  con- 

2  stant  inteeest  eate  (in  lieu  of  eatable  ac- 

3  CEUAL). — 

4  "(A)  In  geneeal. — At  the  election  of  the 

5  taxpayer  with  respect  to  any  obligation,  the  daily 

6  portion  of  the  acquisition  discount  for  any  day  is 

7  the  portion  of  the  acquisition  discount  accruing  on 

8  such  day  determined  (under  regulations  prescribed 

9  by  the  Secretary)  on  the  basis  of — 

10  "(i)  the  taxpayer's  yield  to  maturity 

11  based  on  the  taxpayer's  cost  of  acquiring  the 

12  obligation,  and 

13  "(ii)  compounding  daily. 

14  "(B)  Election  ieee vocable. — An  election 

15  under  subparagraph  (A),  once  made  with  respect 

16  to  any  obligation,  shall  be  irrevocable. 

17  "(c)  Special  Rules  foe  Nongoveenmental  Obli- 

18  gations. — In  the  case  of  any  short-term  obligations  which 

19  is  not  a  short-term  Government  obligation  (as  defined  in  sec- 

20  tion  1271(a)(3)(B))— 

21  "(1)  sections  1281  and  1282  shall  be  applied  by 

22  taking  into  account  original  issue  discount  in  lieu  of  ac- 

23  quisition  discount,  and 

24  "(2)  appropriate  adjustments  shall  be  made  in  the 

25  application  of  subsection  (b)  of  this  section. 
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1  "(d)  Othek  Special  Rules. — 

2  "(1)  Basis  adjustments. — The  basis  of  any 

3  short-term  obligation  in  the  hands  of  the  holder  thereof 

4  shall  be  increased  by  the  amount  included  in  his  gross 

5  income  pursuant  to  section  1281. 

6  "(2)  Double  inclusion  in  income  not  re- 

7  quired. — Section  1281  shall  not  require  the  inclusion 

8  of  any  amount  previously  includible  in  gross  income. 

9  "(3)    Coordination    with    other  provi- 

10  sions. — Section  454(b)  and  section  1271(a)(3)  shall 

11  not  apply  to  any  short-term  obligation  to  which  section 

12  1281  applies. 

13  "Subpart  D — Miscellaneous  Provisions 

"Sec.  1286.  Tax  treatment  of  stripped  bonds. 

"Sec.  1287.  Denial  of  capital  gain  treatment  for  gains  on  certain  ob- 
ligations not  in  registered  form. 

"Sec.  1288.  Treatment  of  original  issue  discount  on  tax-exempt  obli- 
gations. 


14  "SEC.  1286.  TAX  TREATMENT  OF  STRIPPED  BONDS. 

15  "(a)  Inclusion  in  Income  as  if  Bond  and  Coupons 

16  Weee  Okiginal  Issue  Discount  Bonds. — If  any  person 

17  purchases  after  July  1,  1982,  a  stripped  bond  or  a  stripped 

18  coupon,  then  such  bond  or  coupon  while  held  by  such  pur- 

19  chaser  (or  by  any  other  person  whose  basis  is  determined  by 

20  reference  to  the  basis  in  the  hands  of  such  purchaser)  shall  be 

21  treated  for  purposes  of  section  1272(a)  as  a  bond  originally 

22  issued  on  the  purchase  date  and  having  an  original  issue  dis- 

23  count  equal  to  the  excess  (if  any)  of — 
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1  "(1)  the  stated  redemption  price  at  maturity  (or, 

2  in  the  case  of  coupon,  the  amount  payable  on  the  due 

3  date  of  such  coupon),  over 

4  "(2)  such  bond's  or  coupon's  ratable  share  of  the 

5  purchase  price. 


6  For  purposes  of  paragraph  (2),  ratable  shares  shall  be  deter- 

7  mined  on  the  basis  of  their  respective  fair  market  values  on 

8  the  date  of  purchase. 

9  "(b)    Tax    Treatment    of   Peeson  Steipping 

10  Bond. — For  purposes  of  this  subtitle,  if  any  person  strips  1 

11  or  more  coupons  from  a  bond  and  after  July  1,  1982,  dis- 

12  poses  of  the  bond  or  such  coupon — 


13  "(1)  such  person  shall  include  in  gross  income  an 

14  amount  equal  to  the  interest  accrued  on  such  bond 

15  before  the  time  that  such  coupon  or  bond  was  disposed 

16  of  (to  the  extent  such  interest  has  not  theretofore  been 

17  included  in  such  person's  gross  income), 

18  "(2)  the  basis  of  the  bond  and  coupons  shall  be 

19  increased  by  the  amount  of  the  accrued  interest  de- 

20  scribed  in  paragraph  (1), 

21  "(3)  the  basis  of  the  bond  and  coupons  immediate- 

22  ly  before  the  disposition  (as  adjusted  pursuant  to  para- 

23  graph  (2))  shall  be  allocated  among  the  items  retained 

24  by  such  person  and  the  items  disposed  of  by  such 
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1  person  on  the  basis  of  their  respective  fair  market 

2  values,  and 

3  "(4)  for  purposes  of  subsection  (a),  such  person 

4  shall  be  treated  as  having  purchased  on  the  date  of 

5  such  disposition  each  such  item  which  he  retains  for  an 

6  amount  equal  to  the  basis  allocated  to  such  item  under 

7  paragraph  (3). 

8  A  rule  similar  to  the  rule  of  paragraph  (4)  shall  apply  in  the 

9  case  of  any  person  whose  basis  in  any  bond  or  coupon  is 

10  determined  by  reference  to  the  basis  of  the  person  described 

11  in  the  preceding  sentence. 

12  "(c)  Retention  of  Existing  Law  foe  Steipped 

13  Bonds  Purchased  Befoee  July  2,  1982. — If  a  bond 

14  issued  at  any  time  with  interest  coupons — 

15  "(1)  is  purchased  after  August  16,  1954,  and 

16  before  January  1,  1958,  and  the  purchaser  does  not 

17  receive  all  the  coupons  which  first  become  payable 

18  more  than  12  months  after  the  date  of  the  purchase,  or 

19  "(2)  is  purchased  after  December  31,  1957,  and 

20  before  July  2,  1982,  and  the  purchaser  does  not  re- 

21  ceive  all  the  coupons  which  first  become  payable  after 

22  the  date  of  the  purchase, 

23  then  the  gain  on  the  sale  or  other  disposition  of  such  bond  by 

24  such  purchaser  (or  by  a  person  whose  basis  is  determined  by 

25  reference  to  the  basis  in  the  hands  of  such  purchaser)  shall  be 
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1  considered  as  ordinary  income  to  the  extent  that  the  fair 

2  market  value  (determined  as  of  the  time  of  the  purchase)  of 

3  the  bond  with  coupons  attached  exceeds  the  purchase  price. 

4  If  this  subsection  and  section  1271(a)(2)(A)  apply  with  re- 

5  spect  to  gain  realized  on  the  sale  or  exchange  of  any  evidence 

6  of  indebtedness,  then  section  1271(a)(2)(A)  shall  apply  with 

7  respect  to  that  part  of  the  gain  to  which  this  subsection  does 

8  not  apply. 


9  "(d)  Special  Rules  foe  Tax-Exempt  Obliga- 

10  tions. — In  the  case  of  any  tax-exempt  obligation  (as  defined 

11  in  section  1275(a)(3))— 

12  "(1)  subsections  (a)  and  (b)(1)  shall  not  apply, 

13  "(2)  the  rules  of  subsection  (b)(4)  shall  apply  for 

14  purposes  of  subsection  (c),  and 

15  "(3)  subsection  (c)  shall  be  applied  without  regard 

16  to  the  requirement  that  the  bond  be  purchased  before 

17  July  2,  1982. 

18  "(e)  Definitions  and  Special  Rules. — For  pur- 

19  poses  of  this  section — 

20  "(1)  Bond. — The  term  'bond'  means  a  bond, 

21  debenture,  note,  or  certificate  or  other  evidence  of 

22  indebtedness. 

23  "(2)  Steipped  bond. — The  term  'stripped  bond' 

24  means  a  bond  issued  at  any  time  with  interest  coupons 

25  where  there  is  a  separation  in  ownership  between  the 
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1  bond  and  any  coupon  which  has  not  yet  become 

2  payable. 

3  "(3)  Stripped  coupon. — The  term  'stripped 

4  coupon'  means  any  coupon  relating  to  a  stripped  bond. 

5  "(4)  Stated  redemption  price  at  maturi- 

6  ty. — The  term  'stated  redemption  price  at  maturity' 

7  has  the  meaning  given  such  term  by  section  1273(a)(2). 

8  "(5)  Coupon. — The  term  'coupon'  includes  any 

9  right  to  receive  interest  on  a  bond  (whether  or  not  evi- 

10  denced  by  a  coupon).  This  paragraph  shall  apply  for 

11  purposes  of  subsection  (c)  only  in  the  case  of  purchases 

12  after  July  1,  1982. 

13  "(f)  Regulation  Authority. — The  Secretary  may 


14  prescribe  regulations  providing  that  where,  by  reason  of 

15  varying  rates  of  interest,  put  or  call  options,  or  other  circum- 

16  stances,  the  tax  treatment  under  this  section  does  not  accu- 

17  rately  reflect  the  income  of  the  holder  of  a  stripped  coupon  or 

18  stripped  bond,  or  of  the  person  disposing  of  such  bond  or 

19  coupon,  as  the  case  may  be,  for  any  period,  such  treatment 

20  shall  be  modified  to  require  that  the  proper  amount  of  income 

21  be  included  for  such  period. 
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1  "SEC.  1287.  DENIAL  OF  CAPITAL  GAIN  TREATMENT  FOR  GAINS 

2  ON   CERTAIN   OBLIGATIONS   NOT   IN  REGIS- 

3  TERED  FORM. 

4  "(a)  In  General. — If  any  registration-required  obliga- 

5  tion  is  not  in  registered  form,  any  gain  on  the  sale  or  other 

6  disposition  of  such  obligation  shall  be  treated  as  ordinary 

7  income  (unless  the  issuance  of  such  obligation  was  subject  to 

8  tax  under  section  4701). 


9         "(b)  Definitions. — For  purposes  of  subsection  (a) — 

10  "(1)    REGISTRATION-REQUIRED    OBLIGATION. — 

11  The  term   'registration-required  obligation'  has  the 

12  meaning  given  to  such  term  by  section  163(f)(2)  except 

13  that  clause  (iv)  of  subparagraph  (A),  and  subparagraph 

14  (B),  of  such  section  shall  not  apply. 

15  "(2)  Registered  form. — The  term  'registered 

16  form'  has  the  same  meaning  as  when  used  in  section 

17  163(f). 

18  "SEC.  1288.  TREATMENT  OF  ORIGINAL  ISSUE  DISCOUNT  ON 

19  TAX-EXEMPT  OBLIGATIONS. 

20  "(a)  General  Rule. — For  purposes  of  this  title,  origi- 

21  nal  issue  discount  on  any  tax-exempt  obligation  shall  be 

22  treated  as  accruing — 

23  "(1)  for  purposes  of  section  163,  in  the  manner 

24  provided  by  section  1272(a)  (deteraiined  without  regard 

25  to  paragraph  (6)  thereof),  and 
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1  "(2)  for  purposes  of  determining  the  adjusted  basis 

2  of  the  holder,  in  the  manner  provided  by  section 

3  1272(a)  (determined  with  regard  to  paragraph  (6) 

4  thereof). 

5  "(b)  Definitions. — For  purposes  of  this  section — 

6  "(1)   Original  issue   discount. — The  term 

7  'original  issue  discount*  has  the  meaning  given  to  such 

8  term  by  section  1273(a)  without  regard  to  paragraph 

9  (3)  thereof.  In  applying  section  1273(b)(1)  for  purposes 

10  of  the  preceding  sentence,  an  issue  shall  be  treated  as 

11  registered  with  the  Securities  and  Exchange  Commis- 

12  sion  if  it  is  a  publicly  offered  tax-exempt  obligation. 

13  "(2)  Tax-exempt  obligation. — The  term  'tax- 

14  exempt  obligation'  has  the  meaning  given  to  such  term 

15  by  section  1275(a)(3)." 

16  (b)  Amendment  of  Section  483. — Section  483  (relat- 

17  ing  to  interest  on  certain  deferred  payments)  is  amended  to 

18  read  as  follows: 

19  "SEC.  483.  INTEREST  ON  CERTAIN  DEFERRED  PAYMENTS. 

20  "(a)  Amount  Constituting  Interest. — For  pur- 

21  poses  of  this  title,  in  the  case  of  any  payment — 

22  "(1)  under  any  contract  for  the  sale  or  exchange 

23  of  any  property,  and 

24  "(2)  to  which  this  section  applies, 
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1  there  shall  be  treated  as  interest  that  portion  of  the  total 

2  unstated  interest  under  such  contract  which,  as  determined  in 

3  a  manner  consistent  with  the  method  of  computing  interest 

4  under  section  1272(a),  is  properly  allocable  to  such  payment. 

5  "(b)  Total  Unstated  Inteeest. — For  purposes  of 

6  this  section,  the  term  'total  unstated  interest'  means,  with 

7  respect  to  a  contract  for  the  sale  or  exchange  of  property,  an 

8  amount  equal  to  the  excess  of — 

9  "(1)  the  sum  of  the  payments  to  which  this  sec- 

10  tion  applies  which  are  due  under  the  contract,  over 

11  "(2)  the  sum  of  the  present  values  of  such  pay- 

12  ments  and  the  present  values  of  any  interest  payments 

13  due  under  the  contract. 

14  For  purposes  of  the  preceding  sentence,  the  present  value  of 

15  a  payment  shall  be  determined  under  the  rules  of  section 

16  1274(b)(2)  using  a  discount  rate  equal  to  120  percent  of  the 

17  applicable  Federal  rate  determined  under  section  1274(d). 

18  "(c)  Payments  to  Which  Subsection  (a)  Ap- 

19  plies. — 

20  "(1)  In  geneeal. — Except  as  provided  in  sub- 

21  section  (f),  this  section  shall  apply  to  any  payment  on 

22  account  of  the  sale  or  exchange  of  property  which  con- 

23  stitutes  part  or  all  of  the  sales  price  and  which  is  due 

24  more  than  6  months  after  the  date  of  such  sale  or  ex- 

25  change  under  a  contract — 
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1  "(A)  under  which  some  or  all  of  the  pay- 

2  ments  are  due  more  than  1  year  after  the  date  of 

3  such  sale  or  exchange,  and 

4  "(B)  under  which,  using  a  discount  rate 

5  equal  to  110  percent  of  the  applicable  Federal 

6  rate  determined  under  section  1274(d),  there  is 

7  total  unstated  interest. 

8  "(2)  Treatment  of  othee  debt  instru- 

9  ments. — For  purposes  of  this  section,  a  debt  instru- 

10  ment  of  the  purchaser  which  is  given  in  consideration 

11  for  the  sale  or  exchange  of  property  shall  not  be  treat- 

12  ed  as  a  payment,  and  any  payment  due  under  such 

13  debt  instrument  shall  be  treated  as  due  under  the  con- 

14  tract  for  the  sale  or  exchange. 

15  "(3)  Debt  instrument  defined. — For  purposes 

16  of  this  subsection,  the  term  'debt  instrument,  has  the 

17  meaning  given  such  term  by  section  1275(a)(1). 

18  "(d)  Payments  Indefinite  as  to  Time,  Liability, 


19  or  Amount. — In  the  case  of  a  contract  for  the  sale  or  ex- 

20  change  of  property  under  which  the  liability  for,  or  the 

21  amount  or  due  date  of,  any  portion  of  a  payment  cannot  be 

22  determined  at  the  time  of  the  sale  or  exchange,  this  section 

23  shall  be  separately  applied  to  such  portion  as  if  it  (and  any 

24  amount  of  interest  attributable  to  such  portion)  were  the  only 

25  payments  due  under  the  contract;  and  such  determinations  of 
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1  liability,  amount,  and  due  date  shall  be  made  at  the  time 

2  payment  of  such  portion  is  made. 

3  "(e)  Change  in  Terms  of  Contract. — If  the  liabili- 

4  ty  for,  or  the  amount  or  due  date  of,  any  payment  (including 

5  interest)  under  a  contract  for  the  sale  or  exchange  of  property 

6  is  changed,  the  'total  unstated  interest'  under  the  contract 

7  shall  be  recomputed  and  allocated  (with  adjustment  for  prior 

8  interest  (including  unstated  interest)  payments)  under  regula- 

9  tions  prescribed  by  the  Secretary. 


10  "(f)  Exceptions  and  Limitations. — 

11  "(1)  Coordination  with  original  issue  dis- 

12  count  rules. — This  section  shall  not  apply  to  any 

13  debt  instrument  to  which  section  1272  applies. 

14  "(2)  Sales  prices  of  $3,000  or  less. — This 

15  section  shall  not  apply  to  any  payment  on  account  of 

16  the  sale  or  exchange  of  property  if  it  can  be  detemined 

17  at  the  time  of  such  sale  or  exchange  that  the  sales 

18  price  cannot  exceed  $3,000. 

19  "(3)  Carrying  charges. — In  the  case  of  the 

20  purchaser,  the  tax  treatment  of  amounts  paid  on  ac- 

21  count  of  the  sale  or  exchange  of  property  shall  be 

22  made  without  regard  to  this  section  if  any  such 

23  amounts  are  treated  under  section  163(b)  as  if  they  in- 

24  eluded  interest. 
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1  "(4)  Certain  sales  of  patents. — In  the  case 

2  of  any  transfer  described  in  section  1235(a)  (relating  to 

3  sale  or  exchange  of  patents),  this  section  shall  not 

4  aPPty  to  any  amount  contingent  on  the  productivity, 

5  use,  or  disposition  of  the  property  transferred. 

6  "(5)  Annuities. — This  section  shall  not  apply  to 

7  any  amount  the  liability  for  which  depends  in  whole  or 

8  in  part  on  the  life  expectancy  of  1  or  more  individuals 

9  and  which  constitutes  an  amount  received  as  an  annu- 

10  ity  to  which  section  72  applies. 

11  "(g)  Maximum  Rate  of  Interest  on  Certain 

12  Transfers  of  Land  Between  Eelated  Parties. — 

13  "(1)  In  general. — In  the  case  of  any  qualified 

14  sale,  the  discount  rate  used  in  determining  the  total 

15  unstated  interest  rate  under  subsection  (b)  shall  not 

16  exceed  7  percent,  compounded  semiannually. 

17  "(2)  Qualified  sale. — For  purposes  of  this  sub- 

18  section,  the  term  'qualified  sale'  means  any  sale  or  ex- 

19  change  of  land  by  an  individual  to  a  member  of  such 

20  individual's  family  (within  the  meaning  of  section 

21  267(c)(4)). 

22  "(3)  $500,000  limitation.— Paragraph  (1)  shall 

23  not  apply  to  any  qualified  sale  between  individuals 

24  made  during  any  calendar  year  to  the  extent  that  the 

25  sales  price  for  such  sale  (when  added  to  the  aggregate 
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1  sales  price  for  prior  qualified  sales  between  such  indi- 

2  viduals  during  the  calendar  year)  exceeds  $500,000. 

3  "(4)  NONEE  SIDE  NT  ALIEN  INDIVIDUALS. — Para- 

4  graph  (1)  shall  not  apply  to  any  sale  or  exchange  if 

5  any  party  to  such  sale  or  exchange  is  a  nonresident 

6  alien  individual." 

7  (c)  Penalty  foe  Failure  To  Meet  Infoemation 

8  Eequieements. — 

9  (1)  In  geneeal. — Subchapter  B  of  chapter  68 

10  (relating  to  assessable  penalties)  is  amended  by  adding 

11  at  the  end  thereof  the  following  new  section: 

12  "SEC.  6706.  ORIGINAL  ISSUE  DISCOUNT  INFORMATION  RE- 

13  QUIREMENTS. 

14  "(a)  Failure  To  Show  Infoemation  on  Debt  In- 


15  steument. — In  the  case  of  a  failure  to  set  forth  on  a  debt 

16  instrument  the  information  required  to  be  set  forth  on  such 

17  instrument  under  section  1275(c)(1),  unless  it  is  shown  that 

18  such  failure  is  due  to  reasonable  cause  and  not  to  willful  ne- 

19  gleet,  the  issuer  shall  pay  a  penalty  of  $50  for  each  instru- 

20  ment  with  respect  to  which  such  a  failure  exists. 

21  "(b)  Failure  To  Furnish  Infoemation  to  Secee- 

22  taey. — Any  issuer  who  fails  to  furnish  information  required 

23  under  section  1275(c)(2)  with  respect  to  any  issue  of  debt 

24  instruments  on  the  date  prescribed  therefor  (determined  with 

25  regard  to  any  extension  of  time  for  filing)  shall  pay  a  penalty 
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1  equal  to  1  percent  of  the  aggregate  issue  price  of  such  issue, 

2  unless  it  is  shown  that  such  failure  is  due  to  reasonable  cause 

3  and  not  willful  neglect. 

4  "(c)  Deficiency  Procedures  Not  To  Apply. — Sub- 

5  chapter  B  of  chapter  63  (relating  to  deficiency  procedures  for 

6  income,  estate,  gift,  and  certain  excise  taxes)  shall  not  apply 

7  in  respect  of  the  assessment  or  collection  of  any  penalty  im- 

8  posed  by  this  section." 


9  (2)  Clerical  amendment. — The  table  of  sec- 

10  tions  for  subchapter  B  of  chapter  68  is  amended  by 

11  adding  at  the  end  thereof  the  following  new  item: 

"Sec.  6706.  Original  issue  discount  information  requirements." 

12  SEC.  42.  TECHNICAL  AND  CONFORMING  AMENDMENTS  RELAT- 

13  ED  TO  ORIGINAL  ISSUE  DISCOUNT  CHANGES. 

14  (a)  General  Rule. — 

15  (1)  Sections  1232,  1232A,  and  1232B  are  hereby 

16  repealed. 

17  (2)  Clause  (i)  of  section  103A(i)(2)(C)  (defining 

18  yield  on  the  issue)  is  amended  by  striking  out  "section 

19  1232(b)(2)"  and  inserting  in  lieu  thereof  "sections 

20  1273(b)  and  1274", 

21  (3)  Subsection  (e)  of  section  163  (relating  to  origi- 

22  nal  issue  discount)  is  amended  to  read  as  follows: 

23  "(e)  Original  Issue  Discount. — 

24  "(1)  In  general. — In  the  case  of  any  debt  in- 

25  strument  issued  after  July  1,  1982,  the  portion  of  the 
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1  original  issue  discount  with  respect  to  such  debt  instru- 

2  ment  which  is  allowable  as  a  deduction  to  the  issuer 

3  for  any  taxable  year  shall  be  equal  to  the  aggregate 

4  daily  portions  of  the  original  issue  discount  for  days 

5  during  such  taxable  year. 

6  "(2)  Definitions  and  special  eules. — For 

7  purposes  of  this  subsection — 

8  "(A)  Debt  instrument. — The  term  'debt 

9  instrument'  has  the  meaning  given  such  term  by 

10  section  1275(a)(1). 

11  "(B)  Daily  portions. — The  daily  portion 

12  of  the  original  issue  discount  for  any  day  shall  be 

13  determined  under  section  1272(a)  (without  regard 

14  to  paragraph  (6)  thereof  and  without  regard  to 

15  section  1273(a)(3)). 

16  "(3)  Cross  reference. — 

"For  provision  relating  to  deduction  of  original  issue 
discount  on  tax-exempt  obligation,  see  section  1288." 

17  (4)  Paragraph  (3)  of  section  165(j)  (relating  to 

18  denial  of  deductions  for  losses  on  certain  obligations 

19  not  in  registered  form)  is  amended  by  striking  out 

20  "subsection  (d)  of  section  1232"  and  inserting  in  lieu 

21  thereof  "section  1282". 

22  (5)  Paragraph  (1)  of  section  249(b)  (relating  to 

23  limitation  on  deduction  of  bond  premium  on  repur- 

24  chase)  is  amended  by  striking  out  "section  1232(b)" 
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1  and  inserting  in  lieu  thereof  "sections  1273(b)  and 

2  1274". 

3  (6)  Clause  (ii)  of  section  263(g)(2)(B)  (defining  in- 

4  terest  and  carrying  charges)  is  amended  by  striking  out 

5  "section  1232(a)(3)(A)"  and  inserting  in  lieu  thereof 

6  "section  1271(a)(3)(A)". 

7  (7)  Paragraph  (1)  of  section  405(d)  (relating  to 

8  taxability  of  beneficiary  of  qualified  bond  purchase 

9  plan)  is  amended  by  striking  out  "section  1232  (relat- 

10  ing  to  bonds  and  other  evidences  of  indebtedness)"  and 

11  inserting  in  lieu  thereof  "section  1271  (relating  to 

12  treatment  of  amounts  received  on  retirement  or  sale  or 

13  exchange  of  debt  instruments)". 

14  (8)  Paragraph  (1)  of  section  409(b)  (relating  to 

15  income  tax  treatment  of  bonds)  is  amended  by  striking 

16  out  "section  1232  (relating  to  bonds  and  other  evi- 

17  dences  of  indebtedness)"  and  inserting  in  lieu  thereof 

18  "section  1271  (relating  to  treatment  of  amounts  re- 

19  ceived  on  retirement  or  sale  or  exchange  of  debt 

20  instruments)". 

21  (9)  Paragraph  (3)  of  section  811(b)  (relating  to 

22  amortization  of  premium  and  accrual  of  discount),  as 

23  amended  by  this  Act,  is  amended  by  striking  out  "sec- 

24  tion  1232(b)"  and  inserting  in  lieu  thereof  "section 

25  1273". 
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1  (10)  Subsection  (b)  of  section  1037  (relating  to  ap- 

2  plication  of  section  1232)  is  amended — 

3  (A)  by  striking  out  "section  1232(a)(2)(B)"  in 

4  paragraph  (1)  and  inserting  in  lieu  thereof  "sec- 

5  tion  127 1(c)(2)", 

6  (B)  by  striking  out  "section  1232"  in  para- 

7  graphs  (1)  and  (2)  and  inserting  in  lieu  thereof 

8  "subpart  A  of  part  V  of  subchapter  P",  and 

9  (C)  by  striking  out  "Section  1232"  in  the 

10  subsection  heading  and  inserting  in  lieu  thereof 

11  "Obiginal  Issue  Discount  Rules". 

12  (11)  Subsection  (h)  of  section  1351  (relating  to 

13  special  rule  for  evidences  of  indebtedness)  is  amended 

14  by  striking  out  "section  1232(a)(2)"  and  inserting  in 

15  lieu  thereof  "section  1273(a)". 

16  (12)  Paragraph  (6)  of  section  6049(d)  (relating  to 

17  treatment  of  original  issue  discount)  is  amended — 

18  (A)  by  striking  out  "section  1232A"  each 

19  place  it  appears  in  subparagraph  (A)  and  inserting 

20  in  lieu  thereof  "section  1272",  and 

21  (B)  by  striking  out  "section  1232(b)(1)"  and 

22  inserting  in  lieu  thereof  "section  1273(a)". 

23  (b)  Cleeical  Amemdments. — 


Ill 

1  (1)  The  table  of  parts  for  subchapter  P  of  chapter 

2  1  is  amended  by  adding  at  the  end  thereof  the  follow- 

3  ing  new  item: 

"Pabt  V.  Special  rules  for  bonds  and  other  debt  instruments." 

4  (2)  The  table  of  sections  for  part  IV  of  subchapter 

5  P  of  chapter  1  is  amended  by  striking  out  the  items 

6  relating  to  sections  1232,  1232A,  and  1232B. 

7  SEC.  43.  TECHNICAL  AND  CONFORMING  AMENDMENTS  RELAT- 

8  ED  TO  TREATMENT  OF  MARKET  DISCOUNT  AND 

9  ACQUISITION  DISCOUNT. 

10  (a)  Definition  of  Substituted  Basis  Property; 

11  Etc.— 

12  (1)  In  general. — Section  7701(a)  (relating  to 

13  definitions)  is  amended  by  adding  at  the  end  thereof  the 

14  following  new  paragraphs: 

15  "(42)    Substituted   basis   property. — The 

16  term  'substituted  basis  property'  means  property  which 

17  is— 

18  "(A)  transferred  basis  property,  or 

19  "(B)  exchanged  basis  property. 

20  "(43)   Transferred   basis   property. — The 

21  term    'transferred   bask   property'    means  property 

22  having  a  basis  determined  under  any  provision  of  subti- 

23  tie  A  (or  under  any  corresponding  provision  of  prior 

24  income  tax  law)  providing  that  the  basis  shall  be  deter- 
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1  mined  in  whole  or  in  part  by  reference  to  the  basis  in 

2  the  hands  of  the  donor,  grantor,  or  other  transferor. 

3  "(44)  Exchanged  basis  peopeety. — The  term 

4  'exchanged  basis  property'  means  property  having  a 

5  basis  determined  under  any  provision  of  subtitle  A  (or 

6  under  any  corresponding  provision  of  prior  income  tax 

7  law)  providing  that  the  basis  shall  be  determined  in 

8  whole  or  in  part  by  reference  to  other  property  held  at 

9  any  time  by  the  person  for  whom  the  basis  is  to  be 

10  determined. 

11  "(45)     NONEE  COGNITION     TEANSACTION. — The 

12  term  'nonrecognition  transaction*  means  any  disposition 

13  of  property  in  a  transaction  in  which  gain  or  loss  is  not 

14  recognized  in  whole  or  in  part  for  purposes  of  subtitle 

15  A." 

16  (2)  Technical  amendment. — Subsection  (b)  of 

17  section  1016  is  amended  by  striking  out  the  last 

18  sentence. 

19  (b)  Elections  Made  in  Mannee  Peesceibed  by 

20  Seceetaey. — Section  7805  (relating  to  rules  and  regula- 

21  tions)  is  amended  by  adding  at  the  end  thereof  the  following 

22  new  subsection: 

23  "(d)  Mannee  of  Making  Elections  Peesceibed  by 

24  Seceetaey. — Except  to  the  extent  otherwise  provided  by 

25  this  title,  any  election  under  this  title  shall  be  made  at  such 


113 

1  time  and  in  such  manner  as  the  Secretary  shall  by  regula- 

2  tions  or  forms  prescribe/ ' 

3  (c)  Otheb  Technical  Amendments. — 

4  (1)  Paragraph  (12)  of  section  341(e)  (related  to 

5  nonapplication  of  section  1254(a))  is  amended  by  strik- 

6  ing  out  "and  1254(a)"  and  inserting  in  lieu  thereof 

7  "1254(a),  and  1276(a)". 

8  (2)  Paragraph  (2)  of  section  453B(d)  (relating  to 

9  liquidations  to  which  section  337  applies)  is  amended 

10  by  striking  out  "or  1254(a)"  and  inserting  in  lieu 

11  thereof  "1254(a),  or  1276(a)". 

12  (3)  Subsection  (c)  of  section  751  (defining  unreal- 

13  ized  receivables)  is  amended — 

14  (A)  by  striking  out  "and  an  oil,  gas,  or  geo- 

15  thermal  property  (described  in  section  1254)  and 

16  inserting  in  lieu  thereof  "an  oil,  gas,  or  geother- 

17  mal  property  (described  in  section  1254),  and  a 

18  market  discount  bond  (as   defined  in  section 

19  1278)",  and 

20  (B)  by  striking  out  "or  1254(a)"  and  insert- 

21  ing  in  lieu  thereof  "1254(a),  or  1276(a)". 

22  SEC.  44.  EFFECTIVE  DATES. 

23  (a)  General  Rule. — Except  as  otherwise  provided  in 

24  this  section,  the  amendments  made  by  this  subtitle  shall 
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1  apply  to  taxable  years  ending  after  the  date  of  the  enactment 

2  of  this  Act. 

3  (b)  Treatment  of  Debt  Instruments  Received  in 

4  Exchange  for  Property. — 

5  (1)  In  general. — 

6  (A)  Except  as  otherwise  provided  in  this  sub- 

7  section,  sections  1274  and  1275(b)  of  the  Internal 

8  Revenue  Code  of  1954  (as  added  by  this  subtitle) 

9  and  the  amendment  made  by  section  41(b)  (relat- 

10  ing  to  amendment  of  section  483)  shall  apply  to 

11  sales  or  exchanges  after  December  31,  1984. 

12  (B)  Sections  1274  and  1275(b)  of  such  Code 

13  and  the  amendment  made  by  section  41(b)  shall 

14  not  apply  to  any  sale  or  exchange  pursuant  to  a 

15  written  contract  which  was  binding  on  March  1, 

16  1984,  and  at  all  times  thereafter  before  the  sale 

17  or  exchange. 

18  (2)  Revision  of  section  482  regulations. — 

19  Not  later  than  180  days  after  the  date  of  the  enact- 

20  ment  of  this  Act,  the  Secretary  of  the  Treasury  or  his 

21  delegate  shall  modify  the  safe  harbor  interest  rates  ap- 

22  plicable  under  the  regulations  prescribed  under  section 

23  482  of  the  Internal  Revenue  Code  of  1954  so  that 

24  such  rates  are  consistent  with  the  rates  applicable 
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1  under  section  483  of  such  Code  by  reason  of  the 

2  amendments  made  by  section  41. 

3  (3)  Classification  of  inteeest  acceual; 

4  faie  market  value  eule  in  case  of  poten- 

5  tially  abusive  situations. — 

6  (A)  In  geneeal. — In  the  case  of  any  sale 

7  or  exchange  after  March  1,  1984,  and  before  Jan- 

8  uary  1,  1985— 

9  (i)  nothing  in  section  483  of  the  Internal 

10  Eevenue  Code  of  1954  shall  permit  any  in- 

11  terest  to  be  deductible  before  the  period  to 

12  which  such  interest  is  properly  allocable,  and 

13  (ii)  such  section  483  shall  be  treated  as 

14  including  provisions  similar  to  the  provisions 

15  of  section  1274(b)(3)  of  such  Code  (as  added 

16  by  this  subtitle). 

17  (B)    Exception    foe    binding  con- 

18  teacts. — Subparagraph  (A)  shall  not  apply  to 

19  any  sale  or  exchange  pursuant  to  a  written  con- 

20  tract  which  was  binding  on  March  1,  1984,  and  at 

21  all  times  thereafter  before  the  sale  or  exchange. 

22  (C)  Inteeest  acceual  eule  not  to 

23  APPLY  WHEEE  SUBSTANTIALLY  EQUAL  ANNUAL 

24  payments. — Clause  (i)  of  subparagraph  (A)  shall 
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1  not  apply  to  any  debt  instrument  with  substan- 

2  tially  equal  annual  payments. 

3  (c)  Market  Discount  Rules. — 

4  (1)   Ordinary  income   treatment. — Section 

5  1276  of  the  Internal  Revenue  Code  of  1954  (as  added 

6  by  this  subtitle)  shall  apply  to  obligations  issued  after 

7  the  date  of  the  enactment  of  this  Act  in  taxable  years 

8  ending  after  such  date. 

9  (2)  Interest  deferral  rules. — Section  1277 

10  of  such  Code  (as  added  by  this  subtitle)  shall  apply  to 

11  obligations  acquired  after  the  date  of  the  enactment  of 

12  this  Act  in  taxable  years  ending  after  such  date. 

13  (d)  Rules  Relating  to  Discount  on  Short-Term 


14  Obligations. — Subpart  C  of  part  V  of  subchapter  P  of 

15  chapter  1  of  such  Code  (as  added  by  this  subtitle)  shall  apply 

16  to  obligations  acquired  after  the  date  of  the  enactment  of  this 

17  Act. 


18  (e)  10-Year  Spread  of  Adjustments  Required  by 

19  Reason  of  Accrual  of  Discount  on  Certain  Short- 

20  Term  Obligations. — 

21  (1)  Election  to  which  section  1281  applies 

22  to   all   obligations   held   during  taxable 

23  year. — A  taxpayer  may  elect  to  have  section  1281  of 

24  the  Internal  Revenue  Code  of  1954  apply  to  all  short- 

25  term  obligations  described  in  subsection  (b)  of  such  sec- 
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1  tion  which  were  held  by  the  taxpayer  at  any  time 

2  during  the  first  taxable  year  ending  after  the  date  of 

3  the  enactment  of  this  Act. 

4  (2)  10-YEAB  speead. — In  the  case  of  any  tax- 

5  payer  who  makes  an  election  under  paragraph  (1) — 

6  (A)  the  provisions  of  section  1281  of  the  In- 

7  ternal  Revenue  Code  of  1954  (as  added  by  this 

8  subtitle)  shall  be  treated  as  a  change  in  the 

9  method  of  accounting  of  the  taxpayer. 

10  (B)  such  change  shall  be  treated  as  having 

11  been  made  with  the  consent  of  the  Secretary,  and 

12  (C)  under  regulations  prescribed  by  the  Sec- 

13  retary  of  the  Treasury  or  his  delegate,  the  net 

14  amount  of  the  adjustments  required  by  section 

15  481(a)  of  such  Code  required  to  be  taken  into  ac- 

16  count  by  the  taxpayer  in  computing  taxable 

17  income  shall  be  taken  into  account  in  each  of  the 

18  10  taxable  years  beginning  with  the  taxable  year 

19  for  which  such  election  is  made. 

20  (f)  TREATMENT  OF  OkIGINAL  ISSUE  DISCOUNT  ON 

21  Tax-Exempt  Obligations. — Section  1288  of  such  Code 

22  (as  added  by  this  subtitle)  shall  apply  to  obligations  issued 

23  after  September  3,  1982,  and  acquired  after  March  1,  1984. 

24  (g)  Eepeal  of  Capital  Asset  Eequieement. — 

25  Section  1272  of  such  Code  (as  added  by  this  subtitle)  shall 
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1  not  apply  to  any  obligation  issued  before  December  31,  1984, 

2  which  is  not  a  capital  asset  in  the  hands  of  the  taxpayer. 

3  (h)  Reporting  Requirements. — Section  1275(c)  of 

4  such  Code  (as  added  by  this  subtitle)  and  the  amendments 

5  made  by  section  41(c)  shall  take  effect  on  the  day  30  days 

6  after  the  date  of  the  enactment  of  this  Act. 

7  Subtitle  D — Corporate  Provisions 

8  PART  I— LIMITATIONS  ON  DIVIDENDS  RECEIVED 

9  DEDUCTION 

10  SEC.  51.  DIVIDENDS  RECEIVED  DEDUCTION  REDUCED  WHERE 

1 1  PORTFOLIO  STOCK  IS  DEBT  FINANCED. 

12  (a)  Geneeal  Rule. — Part  VTH  of  subchapter  B  of 

13  chapter  1  (relating  to  special  deductions  for  corporations)  is 

14  amended  by  inserting  after  section  245  the  following  new 

15  section: 

16  "SEC.  245A.  DIVIDENDS  RECEIVED  DEDUCTION  REDUCED 

17  WHERE  PORTFOLIO  STOCK  IS  DEBT  FINANCED. 

18  "(a)  Geneeal  Rule. — In  the  case  of  any  dividend  on 

19  debt-financed  portfolio  stock,  there  shall  be  substituted  for 

20  the  percentage  which  (but  for  this  subsection)  would  be  used 

21  in  detennining  the  amount  of  the  deduction  allowable  under 

22  section  243,  244,  or  245  a  percentage  equal  to  the  product 

23  of— 

24  "(1)  85  percent,  and 
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1  "(2)  100  percent  minus  the  average  indebtedness 

2  percentage. 

3  "(b)  Section  Not  To  Apply  to  Dividends  foe 

4  Which  100  Peecent  Dividends  Received  Deduction 

5  Allowable. — Subsection  (a)  shall  not  apply  to — 

6  "(1)  qualifying  dividends  (as  defined  in  section 

7  243(b)  without  regard  to  section  243(c)(4)),  and 

8  "(2)  dividends  received  by  a  small  business  invest- 

9  ment  company  operating  under  the  Small  Business  In- 

10  vestment  Act  of  1958. 

11  "(c)  Debt  Financed  Poetfolio  Stock. — For  pur- 

12  poses  of  this  section,  the  term  'debt  financed  portfolio  stock' 

13  means  any  stock  of  a  corporation  if — 

14  "(1)  as  of  the  beginning  of  the  ex-dividend  date, 

15  the  taxpayer  does  not  own  stock  of  such  corporation 

16  possessing^  at  least  50  percent  of  the  total  combined 

17  voting  power  of  all  classes  of  stock  entitled  to  vote  and 

18  does  not  own  at  least  50  percent  of  the  total  number  of 

19  shares  of  all  other  classes  of  stock  of  the  corporation, 

20  and 

21  "(2)  at  some  time  during  the  base  period  there  is 

22  portfolio  indebtedness  with  respect  to  such  stock. 

23  "(d)  Aveeage  Indebtedness  Peecentage. — For 

24  purposes  of  this  section — 
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1  "(1)  In  geneeal. — Except  as  provided  in  para- 

2  graph  (2),  the  term  'average  indebtedness  percentage' 

3  means  the  percentage  obtained  by  dividing — 

4  "(A)  the  average  amount  (determined  under 

5  regulations  prescribed  by  the  Secretary)  of  the 

6  portfolio  indebtedness  with  respect  to  the  stock 

7  during  the  base  period,  by 

8  "(B)  the  average  amount  (determined  under 

9  regulations  prescribed  by  the  Secretary)  of  the  ad- 

10  justed  basis  of  the  stock  during  the  base  period. 

11  "(2)  Special  eule  wheee  stock  not  held 

12  throughout  base  peeiod. — In  the  case  of  any 

13  stock  which  was  not  held  by  the  taxpayer  throughout 

14  the  base  period — 

15  "(A)  paragraph  (1)  shall  be  applied  by  taking 

16  into  account  only  the  portion  of  the  base  period 

17  during  which  the  stock  was  held  by  the  taxpayer, 

18  and 

19  "(B)  the  average  indebtedness  percentage 

20  shall  be  the  amount  determined  under  paragraph 

21  (1)  (as  modified  by  subparagraph  (A))  multiplied 

22  by  a  fraction — 

23  "(i)  the  numerator  of  which  is  the 

24  number  of  days  during  the  base  period  on 

25  which  the  taxpayer  held  the  stock,  and 
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1  "(ii)  the  denominator  of  which  is  the 

2  number  of  days  during  the  base  period. 

3  "(3)  POETFOLIO  INDEBTEDNESS. — 

4  "(A)  In  geneeal. — The  term  'portfolio  in- 

5  debtedness'  means  any  indebtedness  directly  at- 

6  tributable  to  investment  in  the  stock. 

7  "(B)  Ceetain  amounts  eeceived  feom 

8  SHOET  SALE  TEEATED  AS  INDEBTEDNESS. — For 

9  purposes  of  subparagraph  (A),  any  amount  re- 

10  ceived  from  a  short  sale  shall  be  treated  as  in- 

11  debtedness  for  the  period  beginning  on  the  day  on 

12  which  such  amount  is  received  and  ending  on  the 

13  day  the  short  sale  is  closed. 

14  "(4)  Base  peeiod. — The  term  'base  period' 

15  means,  with  respect  to  any  dividend,  the  shorter  of — 

16  "(A)  the  period  beginning  on  the  ex-dividend 

17  date  for  the  most  recent  previous  dividend  on  the 

18  stock  and  ending  on  the  day  before  the  ex-divi- 

19  dend  date  for  the  dividend  involved,  or 

20  "(B)  the  1-year  period  ending  on  the  day 

21  before   the   ex-dividend  date  for  the  dividend 

22  involved. 

23  "(e)  Reduction  in  Dividends  Received  Deduction 


24  Not  To  Exceed  Allocable  Inteeest. — Under  regula- 

25  tions  prescribed  by  the  Secretary,  any  reduction  under  this 
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1  section  in  the  amount  allowable  as  a  deduction  under  section 

2  243,  244,  or  245  with  respect  to  any  dividend  shall  not 

3  exceed  the  amount  of  any  interest  deduction  (including  any 

4  deductible  short  sale  expense)  allocable  to  such  dividend/' 

5  (b)  Cleeical  Amendment. — The  table  of  sections  for 

6  part  Yin  of  subchapter  B  of  chapter  1  is  amended  by  insert- 

7  ing  after  the  item  relating  to  section  245  the  following  new 

8  item: 

"Sec.  245A.  Dividends  received  deduction  reduced  where  portfolio 
stock  is  debt  financed." 

9  (c)  Effective  Date. — The  amendments  made  by  this 

10  section  shall  apply  with  respect  to  stock  the  holding  period 

11  for  which  begins  after  the  date  of  the  enactment  of  this  Act  in 

12  taxable  years  ending  after  such  date. 

13  SEC.  52.  TREATMENT  OF  DIVIDENDS  FROM  REGULATED  IN- 

14  VESTMENT  COMPANIES. 

15  (a)  Geneeal  Rule. — Subsection  (b)  of  section  854  (re- 

16  lating  to  limitations  applicable  to  dividends  received  from 

17  regulated  investment  company)  is  amended  by  adding  at  the 

18  end  thereof  the  following  new  paragraph: 

19  "(4)  Special  eule  foe  computing  deduction 

20  undee  section  243. — For  purposes  of  computing  the 

21  deduction  under  section  243 — 

22  "(A)  paragraph  (1)  shall  be  applied  by  substi- 

23  tuting  '100  percent'  for  '75  percent',  and 
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1  "(B)  an  amount  shall  be  treated  as  a  divi- 

2  dend  for  purposes  of  paragraph  (1)  only  if  a  de- 

3  duction  would  have  been  allowable  under  section 

4  243  to  the  regulated  investment  company  (deter- 

5  mined  as  if  section  243  applied  to  dividends  re- 

6  ceived  by  a  regulated  investment  company).' ' 

7  (b)  Effective  Date. — The  amendment  made  by  this 


8  subsection  (a)  shall  apply  to  taxable  years  of  regulated  invest- 

9  ment  companies  beginning  after  the  date  of  the  enactment  of 

10  this  Act. 

1 1  PART  II— TREATMENT  OF  CERTAIN  DISTRIBUTIONS 

12  SEC.  53.  CORPORATE  SHAREHOLDER'S  BASIS  IN  STOCK  RE- 

13  DUCED  BY  NONTAXED  PORTION  OF  EXTRAOR- 

14  DINARY  DIVIDENDS. 

15  (a)  General  Rule. — Part  IV  of  subchapter  0  of  chap- 

16  ter  1  (relating  to  special  rules  for  gain  or  loss  on  disposition 

17  of  property)  is  amended  by  redesignating  section  1059  as  sec- 

18  tion  1060  and  by  inserting  after  section  1058  the  following 

19  new  section: 

20  "SEC.  1059.  CORPORATE  SHAREHOLDER'S  BASIS  IN  STOCK  RE- 


21  DUCED  BY  NONTAXED  PORTION  OF  EXTRAOR- 

22  DINARY  DIVIDENDS. 

23  "(a)  General  Rule. — If  any  corporation — 

24  "(1)  receives  an  extraordinary  dividend  with  re- 

25  spect  to  any  share  of  stock,  and 
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1  "(2)  sells  or  otherwise  disposes  of  such  stock 

2  before  such  stock  has  been  held  for  more  than  1  year. 

3  the  basis  of  such  corporation  in  such  stock  shall  be  reduced 

4  by  the  nontaxed  portion  of  such  dividend. 

5  "(b)  Nontaxed  Poetion. — For  purposes  of  this 

6  section — 

7  "(1)  In  general. — The  nontaxed  portion  of  any 

8  dividend  is  the  excess  (if  any)  of — 

9  "(A)  the  amount  of  such  dividend,  over 

10  '  '(B)  the  taxable  portion  of  such  dividend. 

11  "(2)  Taxable  portion. — The  taxable  portion  of 

12  any  dividend  is — 

13  "(A)  the  portion  of  such  dividend  includible 

14  in  gross  income,  reduced  by 

15  "(B)  the  amount  of  any  deduction  allowable 

16  with  respect  to  such  dividend  under  section  243, 

17  244,  or  245. 

18  "(c)  Extraordinary  Dividend  Defined. — For  pur- 

19  poses  of  this  section — 

20  "(1)  In  general. — The  term  'extraordinary  divi- 

21  dend'  means  any  dividend  with  respect  to  a  share  of 

22  stock  if  the  amount  of  such  dividend  equals  or  exceeds 

23  the  threshold  percentage  of  the  taxpayer's  adjusted 

24  basis  in  such  share  of  stock  (determined  without  regard 

25  to  this  section). 
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1  "(2)    Theeshold    peecentage. — The  term 

2  'threshold  percentage'  means — 

3  "(A)  5  percent  in  the  case  of  stock  which  is 

4  preferred  as  to  dividends,  and 

5  "(B)  10  percent  in  the  case  of  any  other 

6  stock. 

7  "(3)  Aggeegation  of  dividends. — 

8  "(A)     Aggeegation     within  90-day 

9  peeiod. — All  dividends— 

10  "(i)  which  are  received  by  the  taxpayer 

11  (or  person  described  in  subparagraph  (C)) 

12  with  respect  to  any  share  of  stock,  and 

13  "(ii)    which    have    ex-dividend  dates 

14  within  the  same  period  of  90  consecutive 

15  days, 

16  shall  be  treated  as  1  dividend. 

17  "(B)  Aggeegation  within  i  yeae  wheee 

18  DIVIDENDS  EXCEED  20  PEECENT  OF  ADJUSTED 

19  basis. — All  dividends — 

20  "(i)  which  are  received  by  the  taxpayer 

21  (or  a  person  described  in  subparagraph  (C)) 

22  with  respect  to  any  share  of  stock,  and 

23  "(ii)    which    have    ex-dividend  dates 

24  during  the  same  period  of  365  consecutive 

25  days, 
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1  shall  be  treated  as  extraordinary  dividends  if  the 

2  aggregate  of  such  dividends  exceeds  20  percent  of 

3  the  taxpayer's  adjusted  basis  in  such  stock  (deter- 

4  mined  without  regard  to  this  section). 

5  "(C)     Substituted     basis  tbansac- 

6  tions. — In  the  case  of  any  stock,  a  person  is  de- 

7  scribed  in  this  subparagraph  if — 

8  "(i)  the  basis  of  such  stock  in  the  hands 

9  of  such  person  is  determined  in  whole  or  in 

10  part  by  reference  to  the  basis  of  such  stock 

11  in  the  hands  of  the  taxpayer,  or 

12  "(ii)  the  basis  of  such  stock  in  the  hands 

13  of  the  taxpayer  is  determined  in  whole  or  in 

14  part  by  reference  to  the  basis  of  such  stock 

15  in  the  hands  of  such  person. 

16  "(d)  Special  Rules. — For  purposes  of  this  section — 

17  "(1)  Time  fob  seduction. — Any  reduction  in 

18  basis  under  subsection  (a)  by  reason  of  any  distribution 

19  which  is  an  extraordinary  dividend  shall  occur  at  the 

20  beginning  of  the  ex-dividend  date  for  such  distribution. 

21  "(2)  Disteibutions  in  kind. — To  the  extent 

22  any  dividend  consists  of  property  other  than  cash,  the 

23  amount  of  such  dividend  shall  be  treated  as  the  fair 

24  market  value  of  such  property  as  of  the  date  of  the 

25  distribution. 
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1  "(3)  Determination  of  holding  peeiod. — 

2  For  purposes  of  determining  the  holding  period  of  stock 

3  under  subsection  (a)(2),  rules  similar  to  the  rules  of 

4  paragraphs  (3)  and  (4)  of  section  246(c)  shall  apply; 

5  except  that  the  period  taken  into  account  under  para- 

6  graph  (3)(B)  of  such  section  shall  be  1  year. 

7  "(4)  Ex-dividend  date. — The  term  'ex-divi- 

8  dend'  means  the  date  on  which  the  share  of  stock  be- 

9  comes  ex-dividend. 

10  "(5)  Extension  to  certain  property  distri- 

11  butions. — In  the  case  of  any  distribution  of  property 

12  (other  than  cash)  to  which  section  301  applies — 

13  "(A)  such  distribution  shall  be  treated  as  a 

14  dividend  without  regard  to  whether  the  corpora- 

15  tion  has  earnings  and  profits,  and 

16  "(B)  the  amount  of  such  distribution  shall  be 

17  reduced  by  the  amount  of  any  reduction  in  basis 

18  under    section    301(c)(2)    by    reason    of  such 

19  distribution. 

20  "(e)  Regulations. — The  Secretary  shall  prescribe 


21  such  regulations  as  may  be  appropriate  to  carry  out  the  pur- 

22  poses  of  this  section  including  regulations  providing  for  the 

23  application  of  this  section  in  the  case  of  stock  dividends,  stock 

24  splits,  reorganizations,  and  other  similar  transactions." 

25  (b)  Rules  for  Computing  Holding  Periods. — 
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1  (1)  Subsection  (c)  of  section  246  (relating  to  the 

2  exclusion  of  certain  dividends)  is  amended  by  adding  at 

3  the  end  thereof  the  following  new  paragraph: 

4  "(4)  Holding  peeiod  reduced  for  periods 

5  where    risk   of   loss    substantially  dimin- 

6  ished. — The  holding  periods  determined  under  para- 

7  graph  (3)  shall  be  appropriately  reduced  (in  the  manner 

8  provided  in  regulations  prescribed  by  the  Secretary)  for 

9  any  period  (during  such  periods)  in  which — 

10  "(A)  the  taxpayer  has  an  option  to  sell,  is 

11  under  a  contractual  obligation  to  sell,  or  has  made 

12  (and  not  closed)  a  short  sale  of,  substantially  iden- 

13  tical  stock  or  securities, 

14  "(B)  the  taxpayer  is  the  grantor  of  an  option 

15  to  buy  substantially  identical  stock  or  securities, 

16  or 

17  "(C)  there  is  otherwise  a  substantial  diminu- 

18  tion  of  the  taxpayer's  risk  of  loss  from  holding  the 

19  stock  by  reason  of  holding  1  or  more  other 

20  positions. 

21  The  preceding  sentence  shall  not  apply  in  the  case  of  a 

22  qualified    covered    call    (as    defined    in  section 

23  1092(d)(6))." 

24  (2)  Paragraph  (3)  of  section  246(c)  is  amended  by 

25  striking  out  the  last  sentence. 
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1  (c)  CONFOEMING  AMENDMENTS. — 

2  (1)  The  table  of  sections  for  part  IV  of  subchapter 

3  0  of  chapter  1  is  amended  by  striking  out  the  item  re- 

4  lating  to  section  1059  and  inserting  in  lieu  thereof  the 

5  following  new  items: 

"Sec.  1059.  Corporate  shareholder's  basis  in  stock  reduced  by  non- 
taxed  portion  of  extraordinary  dividends. 
"Sec.  1060.  Cross  references." 

6  (2)  Paragraph  (1)  of  section  246(b)  (relating  to 

7  limitation  on  aggregate  amount  of  deduction)  is  amend- 

8  ed  by  striking  out  "and  without  regard"  and  inserting 

9  in  lieu  thereof  "without  regard  to  any  adjustment 

10  under  section  1059,  and  without  regard". 

11  (3)  Section  1016(a)  (relating  to  adjustments  to 

12  basis)  is  amended  by  striking  out  "and"  at  the  end  of 

13  paragraph  (24),  by  striking  out  the  period  at  the  end  of 

14  paragraph  (25)  and  inserting  in  lieu  thereof  ",  and" 

15  and  by  adding  at  the  end  thereof  the  following  new 

16  paragraph: 

17  "(26)  to  the  extent  provided  in  section  1059 

18  (relating   to   reduction   in   basis   for  extraordinary 

19  dividends)." 

20  (d)  Effective  Date. — 

21  (1)  In  general. — Except  as  provided  in  para- 

22  graph  (2),  the  amendments  made  by  this  section  shall 

23  apply  to  distributions  after  March  1,  1984,  in  taxable 

24  years  ending  after  such  date. 
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1  (2)  Subsection  (b). — The  amendments  made  by 

2  subsection  (b)  shall  apply  to  stock  acquired  after  the 

3  date  of  the  enactment  of  this  Act  in  taxable  years 

4  ending  after  such  date. 

5  SEC.  54.  DISTRIBUTION  OF  APPRECIATED  PROPERTY  BY  COR- 

6  PORATIONS. 

7  (a)  Gain  Recognized  on  Distributions  of  Appre- 

8  ciated  Property. — 

9  (1)  In  general. — Paragraph  (1)  of  section  311(d) 

10  (relating  to  appreciated  property  used  to  redeem  stock) 

11  is  amended  to  read  as  follows: 

12  "(1)  In  general.— If— 

13  "(A)  a  corporation  distributes  property  (other 

14  than  an  obligation  of  such  corporation)  to  a  share- 

15  holder  in  a  distribution  to  which  subpart  A  ap- 

16  plies,  and 

17  "(B)  the  fair  market  value  of  such  property 

18  exceeds  its  adjusted  basis  (in  the  hands  of  the  dis- 

19  tributing  corporation), 

20  then  gain  shall  be  recognized  to  the  distributing  corpo- 

21  ration  in  an  amount  equal  to  such  excess-  as  if  the 

22  property  distributed  had  been  sold  at  the  time  of  the 

23  distribution.  This  subsection  shall  be  applied  after  the 

24  application  of  subsections  (b)  and  (c)." 

25  (2)  Exceptions. — 
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1  (A)  Paragraph  (2)  of  section  311(d)  is  amend- 

2  ed  by  striking  out  subparagraphs  (A)  and  (B)  and 

3  inserting  in  lieu  thereof  the  following: 

4  "(A)  a  distribution  to  an  80-percent  corpo- 

5  rate  shareholder  if  the  basis  of  the  property  dis- 

6  tributed  is  determined  under  section  301(d)(2); 

7  "(B)  a  distribution  which  is  made  with  re- 

8  spect  to  qualified  stock  if — 

9  "(i)  section  304(b)(4)  applies  to  such 

10  distribution,  or 

11  "(ii)   such  distribution  is   a  qualified 

12  dividend;". 

13  (B)  Subsection  (e)  of  section  311  is  amended 

14  by  adding  at  the  end  thereof  the  following  new 

15  paragraphs: 

16  "(3)  80-PERCENT  CORPORATE  SHAREHOLDER. — 

17  The  term  '80-percent  corporate  shareholder'  means, 

18  with  respect  to  any  distribution,  any  corporation  which 

19  owns — 

20  "(A)  stock  in  the  corporation  making  the  dis- 

21  tribution  possessing  at  least  80  percent  of  the 

22  total  combined  voting  power  of  all  classes  of  stock 

23  entitled  to  vote,  and 

24  "(B)  at  least  80  percent  of  the  total  number 

25  of  shares  of  all  other  classes  of  stock  of  the  dis- 
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1  tributing    corporation   (except   nonvoting  stock 

2  which  is  limited  and  preferred  as  to  dividends). 

3  "(4)  Qualified  dividend. — The  term  'qualified 

4  dividend'  means  any  distribution  of  property  to  a  share- 

5  holder  other  than  a  corporation  if — 

6  "(A)  such  distribution  is  a  dividend, 

7  "(B)  such  property  was  used  by  the  distribut- 

8  ing  corporation  in  the  active  conduct  of  a  qualified 

9  business  (as  defined  in  paragraph  (2)(B)),  and 

10  "(C)  such  property  is  not  property  described 

11  in  paragraph  (1)  or  (4)  of  section  1221." 

12  (3)    Cleeical    amendment. — The  subsection 

13  heading  of  subsection  (d)  of  section  311  is  amended  to 

14  read  as  follows: 

15  "(d)      DISTRIBUTIONS      OF      APPRECIATED  PROP- 

16  ERTY. — ". 

17  (b)  Holding  Period  of  Corporate  Distributee 


18  of  Appreciated  Property. — Section  301  (relating  to  dis- 

19  tributions  of  property)  is  amended  by  redesignating  subsec- 

20  tion  (e)  as  subsection  (f)  and  by  inserting  after  subsection  (d) 

2 1  the  following  new  subsection: 

22  "(e)  Special  Eule  for  Holding  Period  of  Appre- 

23  ciated  Property  Distributed  to  Corporation. — For 

24  purposes  of  this  subtitle,  if — 

25  "(1)  property  is  distributed  to  a  corporation,  and 
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1  "(2)  the  basis  of  such  property  in  the  hands  of 

2  such    corporation    is    determined    under  subsection 

3  (d)(2)(B), 

4  then  such  corporation  shall  not  be  treated  as  holding  the  dis- 

5  tributed  property  during  any  period  before  the  date  on  which 

6  such  corporation's  holding  period  in  the  stock  began." 

7  (c)  Cross  Reference. — Paragraph  (13)  of  section 

8  1223  (relating  to  holding  period  of  property)  is  amended  to 

9  read  as  follows: 

10  "(13)  Cross  references. — 

"(A)  For  special  holding  period  provision  relating  to 
certain  partnership  distributions,  see  section  735(b). 

"(B)  For  special  holding  period  provision  relating  to 
distributions  of  appreciated  property  to  corporations,  see 
section  301(e)." 

11  (d)  Effective  Date. — 

12  (1)  In  general. — Except  as  provided  in  para- 

13  graph  (2),  the  amendments  made  by  this  section  shall 

14  apply  to  distributions  declared  after  the  date  of  the  en- 

15  actment  of  this  Act  in  taxable  years  ending  after  such 

16  date. 

17  (2)  Exception  for  certain  distributions. — 

18  The  amendments  made  by  this  section  (other  than  sub- 

19  section  (b))  shall  not  apply  to  distributions  before  Feb- 

20  ruary  1,  1986,  of  interests  in  a  royalty  trust  if — 

21  (A)  a  group  of  one  or  more  shareholders  held 

22  at  least  10  percent  of  the  outstanding  stock  of  the 
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1  corporation  making  such  distribution  on  February 

2  1,  1984, 

3  (B)  such  group  (acting  in  concert)  acquired  at 

4  least  10  percent  of  the  outstanding  stock  of  a  cor- 

5  poration  controlled  (within  the  meaning  of  section 

6  368(c)  of  the  Internal  Revenue  Code  of  1954)  by 

7  such  corporation  during  the  1-year  period  ending 

8  on  February  1,  1984, 

9  (C)  such  group  submitted  a  proposal  for  dis- 

10  tributions  of  interests  in  a  royalty  trust  from  such 

11  corporation  or  such  controlled  corporation,  and 

12  (D)  such  corporation  acquired  control  of  such 

13  controlled  corporation  during  the  1-year  period 

14  ending  on  February  1,  1984. 

15  SEC.  55.  EXTENSION  OF  HOLDING  PERIOD  FOR  LOSSES  AT- 

16  TRIBUTABLE  TO  CAPITAL  GAIN  DIVIDENDS  OF 

17  REGULATED     INVESTMENT     COMPANIES  OR 

1 8  REAL  ESTATE  INVESTMENT  TRUSTS. 

19  (a)  Regulated  Investment  Companies. — 

20  (1)  In  geneeal. — Subparagraph  (A)  of  section 

21  852(b)(4)  (relating  to  loss  attributable  to  capital  gain 

22  dividend)  is  amended  to  read  as  follows: 

23  "(A)    LOSS    ATTEIBUTABLE    TO  CAPITAL 

24  GAIN  DIVIDEND. — If — 
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1  "(i)  subparagraph  (B)  or  (D)  of  para- 

2  graph  (3)  provides  that  any  amount  with  re- 

3  spect  to  any  share  is  to  be  treated  as  a  long- 

4  term  capital  gain,  and 

5  "(ii)  such  share  is  held  by  the  taxpayer 

6  for  less  than  6  months, 

7  then  any  loss  (to  the  extent  not  disallowed  under 

8  subparagraph  (B))  on  the  sale  or  exchange  of  such 

9  share  shall,  to  the  extent  of  the  amount  described 

10  in  clause  (i),  be  treated  as  a  long-term  capital 

11  loss." 

12  (2)  Deteemination  of  holding  peeiods. — 

13  Subparagraph  (C)  of  section  852(b)(4)  is  amended  to 

14  read  as  follows: 

15  "(C)  Deteemination  of  holding  peei- 

16  ods. — For  purposes  of  this  paragraph,  the  rules 

17  of  paragraphs  (3)  and  (4)  of  section  246(c)  shall 

18  aPply  m  deterniining  the  period  for  which  the  tax- 

19  payer  held  any  share  of  stock;  except  that  for  the 

20  number  of  days  specified  in  subparagraph  (B)  of 

21  section  246(c)(3)  there  shall  be  substituted — 

22  "(i)  '6  months'  for  purposes  of  subpara- 

23  graph  (A),  and 

24  "(ii)  '30  days'  for  purposes  of  subpara- 

25  graph  (B)." 
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1  (3)  Exception  foe  losses  incueeed  undee 

2  peeiodic   liquidation  plans. — Paragraph  (4)  of 

3  section  852(b)  is  amended  by  adding  at  the  end  thereof 

4  the  following  new  subparagraph: 

5  "(D)  Losses  incueeed  undee  a  peeiodic 

6  liquidation  plan. — To  the  extent  provided  in 

7  regulations,  subparagraph  (A)  shall  not  apply  to 

8  losses  incurred  on  the  sale  or  exchange  of  shares 

9  of  stock  in  a  regulated  investment  company  pursu- 

10  ant  to  a  plan  which  provides  for  the  periodic  liqui- 

11  dation  of  such  shares." 

12  (b)  Real  Estate  Investment  Teust. — Paragraph 

13  (7)  of  section  857(b)  (relating  to  loss  on  sale  or  exchange  of 

14  stock  in  real  estate  investment  trust)  is  amended  to  read  as 

15  follows: 

16  "(7)  Loss  on  sale  oe  exchange  of  stock 

17  HELD  LESS  THAN  6  MONTHS. — 

18  "(A)  In  GENERAL. — If — 

19  "(i)  subparagraph  (B)  of  paragraph  (3) 

20  provides  that  any  amount  with  respect  to 

21  any  share  or  beneficial  interest  is  to  be  treat- 

22  ed  as  a  long-term  capital  gain,  and 

23  "(ii)  the  taxpayer  has  held  such  share  or 

24  interest  for  less  than  6  months, 
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1  then  any  loss  on  the  sale  or  exchange  of  such 

2  share  or  interest  shall,  to  the  extent  of  the 

3  amount  described  in  clause  (i),  be  treated  as  loss 

4  from  the  sale  or  exchange  of  a  capital  asset  held 

5  for  more  than  1  year. 

6  "(B)     Detebmination     of  holding 

7  peeiod. — For  purposes  of  this  paragraph,  the 

8  rules  of  paragraphs  (3)  and  (4)  of  section  246(c) 

9  shall  apply  in  detennining  the  period  for  which 

10  the  taxpayer  has  held  any  share  of  stock  or  bene- 

11  ficial  interest;  except  that  '6  months'  shall  be  sub- 

12  stituted  for  the  number  of  days  specified  in  sub- 

13  paragraph  (B)  of  section  246(c)(3). 

14  "(C)  Exception  foe  losses  incueeed 

15  UNDEE  PEEIODIC  LIQUIDATION  PLANS. — To  the 

16  extent  provided  in  regulations,  subparagraph  (A) 

17  shall  not  apply  to  any  loss  incurred  on  the  sale  or 

18  exchange  of  shares  of  stock  of,  or  beneficial  inter- 

19  est  in,  a  real  estate  investment  trust  pursuant  to  a 

20  plan  which  provides  for  the  periodic  liquidation  of 

21  such  shares  or  interests/ ' 

22  (c)  Effective  Date. — The  amendments  made  by  this 


23  section  shall  apply  to  losses  incurred  with  respect  to  shares  of 

24  stock  and  beneficial  interests  with  respect  to  which  the  tax- 


138 

1  payer's  holding  period  begins  after  the  date  of  the  enactment 

2  of  this  Act. 

3  PART  III— MISCELLANEOUS  PROVISIONS 

4  SEC.  56.  DENIAL  OF  DEDUCTIONS  FOR  CERTAIN  EXPENSES  IN- 

5  CURRED  IN  CONNECTION  WITH  SHORT  SALES. 

6  (a)  Shoet  Sale  Payments  Atteibutable  to  Divi- 

7  dends. — Section  263  (relating  to  capital  expenditures)  is 

8  amended  by  adding  at  the  end  thereof  the  following  new  sub- 

9  section: 

10  "(h)  Payments  in  Lieu  of  Dividends  in  Connec- 

11  tion  With  Shoet  Sales. — 

12  "(1)  In  general.— If— 

13  "(A)  a  taxpayer  makes  any  payment  with  re- 

14  spect  to  any  stock  used  by  such  taxpayer  in  a 

15  short  sale  and  such  payment  is  in  lieu  of  a  divi- 

16  dend  payment  on  such  stock,  and 

17  "(B)  the  closing  of  such  short  sale  occurs  on 

18  or  before  the  15th  day  after  the  date  of  such  short 

19  sale, 

20  then  no  deduction  shall  be  allowed  for  such  payment. 

21  The  basis  of  the  stock  used  to  close  the  short  sale  shall 

22  be  increased  by  the  amount  not  allowed  as  a  deduction 

23  by  reason  of  the  preceding  sentence. 

24  "(2)  Longee  peeiod  in  case  of  exteaoedi- 

25  naey  dividends. — If  the  payment  described  in  para- 
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1  graph  (1)(A)  is  in  respect  of  an  extraordinary  dividend, 

2  paragraph  (1)(B)  shall  be  applied  by  substituting  'the 

3  day  1  year  after  the  date  of  such  short  sale'  for  'the 

4  15th  day  after  the  date  of  such  short  sale'. 

5  "(3)  Extraordinary  dividend. — For  purposes 

6  of  this  subsection,  the  term  'extraordinary  dividend' 

7  has  the  meaning  given  to  such  term  by  section  1059(c); 

8  except  that  such  section  shall  be  applied  by  treating 

9  the  amount  realized  by  the  taxpayer  in  the  short  sale 

10  as  his  adjusted  basis  in  the  stock. 

11  "(4)  Special  rule  where  risk  of  loss  stjb- 

12  stantially  diminished. — The  running  of  any  period 

13  of  time  applicable  under  paragraph  (1)(B)  (as  modified 

14  by  paragraph  (2))  shall  be  suspended  during  any  period 

15  in  which — 

16  "(A)  the  taxpayer  holds,  has  an  option  to 

17  buy,  or  is  under  a  contractual  obligation  to  buy, 

18  substantially  identical  stock  or  securities,  or 

19  "(B)  there  is  otherwise  a  substantial  diminu- 

20  tion  of  the  taxpayer's  risk  of  loss  from  the  short 

21  sale  by  reason  of  holding  1  or  more  other  posi- 

22  tions.,, 

23  (b)  Investment  Interest  To  Include  Certain 


24  Expenses  Involving  Short  Sales. — Subparagraph  (D) 
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1  of  section  163(d)(3)  (defining  investment  interest)  is  amended 

2  to  read  as  follows: 


3  "(D)  Investment  interest. — 

4  "(i)  In  general. — The  term  'invest- 

5  ment  interest'  means  interest  paid  or  accrued 

6  on  indebtedness  incurred  or  continued  to  pur- 

7  chase  or  carry  property  held  for  investment. 

8  "(ii)  Certain  expenses  incurred  in 

9  connection   with   short   sales. — For 

10  purposes  of  clause  (i),  the  term  'interest'  in- 

11  eludes  any  amount  allowable  as  a  deduction 

12  in  connection  with  the  personal  property 

13  used  in  a  short  sale." 

14  (c)  Interest  for  Purposes  of  Section  265(2)  To 


15  Include     Certain    Expenses    Involving  Short 

16  Sales. — Section  265(2)  (relating  to  denial  of  deduction  for 

17  interest  relating  to  tax-exempt  income)  is  amended  by  adding 

18  at  the  end  thereof  the  following  new  sentence:  "For  purposes 

19  of  this  paragraph,  the  term  'interest'  includes  any  amount 

20  paid  or  incurred  in  connection  with  the  personal  property 

21  used  in  a  short  sale." 

22  (d)  Effective  Date. — The  amendments  made  by  this 

23  section  shall  apply  to  short  sales  after  the  date  of  the  enact- 

24  ment  of  this  Act  in  taxable  years  ending  after  such  date. 
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1  SEC.  57.  NONRECOGNITION  OF  GAIN  OR  LOSS  BY  CORPORA- 

2  TION   ON   OPTIONS   WITH   RESPECT  TO  ITS 

3  STOCK. 

4  (a)  General  Rule. — Subsection  (a)  of  section  1032 

5  (relating  to  exchange  of  stock  for  property)  is  amended  by 

6  adding  at  the  end  thereof  the  following  new  sentence:  "No 

7  gain  or  loss  shall  be  recognized  by  a  corporation  with  respect 

8  to  any  lapse  or  acquisition  of  an  option  to  buy  or  sell  its  stock 

9  (including  treasury  stock)." 

10  (b)  Effective  Date. — The  amendment  made  by  sub- 

11  section  (a)  shall  apply  to  options  acquired  or  lapsed  after  the 

12  date  of  the  enactment  of  this  Act  in  taxable  years  ending 

13  after  such  date. 

14  SEC.  58.  AMENDMENTS  TO  ACCUMULATED  EARNINGS  TAX. 

15  (a)  Clarification  That  Tax  Applies  to  Corpo- 

16  rations  Which  Are  Not  Closely  Held. — Section  532 

17  (relating  to  corporations  subject  to  accumulated  earnings  tax) 

18  is  amended  by  adding  at  the  end  thereof  the  following  new 

19  subsection: 

20  "(c)  Application  Determined  Without  Eegard 

21  to  Number  of  Shareholders. — The  application  of  this 

22  part  to  a  corporation  shall  be  determined  without  regard  to 

23  the  number  of  shareholders  of  such  corporation.' ' 

24  (b)  Treatment  of  Capital  Gains  and  Losses. — 

25  (1)  In  general. — Subsection  (b)  of  section  535 

26  (defining  accumulated  taxable  income)  is  amended  by 

31-409  O  -  84  -  11  BK  1 
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1  striking  out  paragraphs  (5),  (6),  and  (7)  and  inserting  in 

2  lieu  thereof  the  following: 

3  "(5)  Capital  losses. — 

4  "(A)  In  general. — Except  as  provided  in 

5  subparagraph  (B),  there  shall  be  allowed  as  a  de- 

6  duction  an  amount  equal  to  the  net  capital  loss  for 

7  the  taxable  year. 

8  "(B)    Ke CAPTURE    OF    PREVIOUS  DEDUC- 

9  tions   for   capital   gains. — The  aggregate 

10  amount  allowable  as  a  deduction  under  subpara- 

1 1  graph  (A)  for  any  taxable  year  shall  be  reduced  by 

12  the  lesser  of — 

13  "(i)  the  nonrecaptured  capital  gains  de- 

14  ductions,  or 

15  "(ii)  the  amount  of  the  accumulated 

16  earnings  and  profits  of  the  corporation  as  of 

17  the  close  of  the  preceding  taxable  year. 

18  "(C)  Nonrecaptured  capital  gains  de- 

19  ductions. — For  purposes  of  subpargraph  (B),  the 

20  term   'nonrecaptured   capital   gains  deductions' 

21  means  the  excess  of — 

22  "(i)  the  aggregate  amount  allowable  as 

23  a  deduction  under  paragraph  (6)  for  preced- 

24  ing  taxable  years  beginning  after  December 

25  31,  1984,  over 
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1  "(ii)  the  aggregate  of  the  reductions 

2  under  subparagraph  (B)  for  preceding  taxable 

3  years. 

4  "(6)  Net  capital  gains. — 

5  "(A)  In  geneeal. — There  shall  be  allowed 

6  as  a  deduction — 

7  "(i)  the  net  capital  gain  for  the  taxable 

8  year  (determined  with  the  application  of 

9  paragraph  (7)),  reduced  by 

10  "(ii)  the  taxes  attributable  to  such  net 

11  capital  gain. 

12  "(B)  Attributable  taxes. — For  purposes 

13  of  subparagraph  (A),  the  taxes  attributable  to  the 

14  net  capital  gain  shall  be  an  amount  equal  to  the 

15  difference  between — 

16  "(i)  the  taxes  imposed  by  this  subtitle 

17  (except  the  tax  imposed  by  this  part)  for  the 

18  taxable  year,  and 

19  "(ii)  such  taxes  computed  for  such  year 

20  without  including  in  taxable  income  the  net 

21  capital  gain  for  the  taxable  year  (determined 

22  without  the  application  of  paragraph  (7)). 

23  "(7)  Capital  loss  carryovers. — 

24  "(A)  Unlimited  carryforward. — The  net 

25  capital  loss  for  any  taxable  year  shall  be  treated 
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1  as  a  short-term  capital  loss  in  the  next  taxable 

2  year. 

3  "(B)  Section  1212  inapplicable. — No  al- 

4  lowance  shall  be  made  for  the  capital  loss  carry- 

5  back  or  carryforward  provided  in  section  1212. 

6  "(8)  Special  rules  for  mere  holding  or  in- 

7  vestment  companies. — In  the  case  of  a  mere  hold- 

8  ing  or  investment  company — 

9  "(A)  Capital  loss  deduction  not  al- 

10  lowed. — Paragraph  (5)  shall  not  apply. 

11  "(B)  Earnings  and  profits. — For  pur- 

12  poses  of  subchapter  C,  the  accumulated  earnings 

13  and  profits  at  any  time  shall  not  be  less  than  they 

14  would  be  if  this  subsection  had  applied  to  the 

15  computation  of  earnings  and  profits  for  all  taxable 

16  years  beginning  after  the  date  of  the  enactment  of 

17  the  Tax  Reform  Act  of  1984." 

18  (2)  Effective  date. — The  amendment  made  by 

19  paragraph  (1)  shall  apply  to  taxable  years  beginning 

20  after  the  date  of  the  enactment  of  this  Act. 
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1  SEC.  59.  REPEAL  OF  STOCK  FOR  DEBT  EXCEPTION  FOR  PUR- 

2  POSES  OF  DETERMINING  INCOME  FROM  DIS- 

3  CHARGE  OF  INDEBTEDNESS. 

4  (a)  Genebal  Rule. — Subsection  (e)  of  section  108  (re- 

5  lating  to  income  from  discharge  of  indebtedness)  is  amended 

6  by  adding  at  the  end  thereof  the  following  new  paragraph: 

7  "(10)  Indebtedness  satisfied  by  coepoea- 

8  tion's  stock. — 

9  "(A)  In  geneeal. — For  purposes  of  deter- 

10  mining  income  of  a  debtor  from  discharge  of  in- 

11  debtedness,  if  a  debtor  corporation  transfers  stock 

12  to  a  creditor  in  satisfaction  of  its  indebtedness, 

13  such  corporation  shall  be  treated  as  having  satis- 

14  fied  the  indebtedness  with  an  amount  of  money 

15  equal  to  the  fair  market  value  of  the  stock. 

16  "(B)  Exception  foe  title  n  cases  and 

17  insolvent  debtoes. — Subparagraph  (A)  shall 

18  not  apply  in  the  case  of  a  debtor  in  a  title  11  case 

19  or  when  the  debtor  is  insolvent." 

20  (b)  Effective  Date. — The  amendment  made  by  sub- 

21  section  (a)  shall  apply  to  transfers  after  the  date  of  the  enact- 

22  ment  of  this  Act  in  taxable  years  ending  after  such  date. 

23  SEC.  60.  DISTRIBUTIONS  OF  OBLIGATIONS  HAVING  ORIGINAL 

24  ISSUE  DISCOUNT. 

25  (a)  Effect  on  Eaenings  and  Peofits. — 
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1  (1)  Paragraph  (2)  of  section  312(a)  (relating  to 

2  effect  of  earnings  and  profits)  is  amended  to  read  as 

3  follows: 

4  "(2)  the  principal  amount  of  the  obligations  of 

5  such  corporation  (or,  in  the  case  of  obligations  having 

6  original  issue  discount,  the  aggregate  issue  price  of 

7  such  obligations),  and  ". 

8  (2)  Section  312  is  amended  by  adding  at  the  end 

9  thereof  the  following  new  subsection: 

10  "(n)  Definition  of  Obiginal  Issue  Discount  and 


11  Issue  Peice  for  Purposes  of  Subsection  (a)(2). — For 

12  purposes  of  subsection  (a)(2),  the  terms  'original  issue  dis- 

13  count'  and  'issue  price'  have  the  same  respective  meanings  as 

14  when  used  in  subpart  A  of  part  V  of  subchapter  P  of  this 

15  chapter." 

16  (b)  Treatment  Under  Original  Issue  Discount 

17  Rules. — Subsection  (a)  of  section  1275  (relating  to  other 

18  definitions  and  special  rules),  as  added  by  section  41  of  this 

19  Act,  is  amended  by  adding  at  the  end  thereof  the  following 

20  new  paragraph: 


21  "(4)  Treatment  of  obligations  distributed 

22  to  corporations. — Any  debt  obligation  of  a  corpora- 

23  tion  distributed  by  such  corporation  with  respect  to  its 

24  stock  shall  be  treated  as  if  it  had  been  issued  by  such 

25  corporation  for  property." 
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1  (c)  Effective  Date. — The  amendments  made  by  this 

2  section  shall  apply  with  respect  to  obligations  distributed 

3  after  the  date  of  the  enactment  of  this  Act  in  taxable  years 

4  ending  after  such  date. 

5  SEC.  61.  ELIGIBILITY  TO  FILE  CONSOLIDATED  RETURNS. 


6  (a)  In  General. — Section  1504  (defining  affiliated 

7  group)  is  amended  by  adding  at  the  end  thereof  the  following 

8  new  subsection: 

9  "(f)  Definition  of  Affiliated  Group  for  Tax- 

10  able  Years  Beginning  After  1984. — For  taxable  years 

11  beginning  after  December  31,  1984 — 

12  "(1)  In  general. — Except  as  provided  in  para- 

13  graph  (6),  for  purposes  of  this  chapter  only,  the  term 

14  'affiliated  group'  means  1  or  more  chains  of  includible 

15  corporations  connected  through  stock  ownership  with  a 

16  common  parent  corporation  which  is  an  includible  cor- 

17  poration  if — 

18  "(A)  stock  possessing — 

19  "(i)  at  least  80  percent  of  the  voting 

20  power  of  all  classes  of  stock,  and 

21  "(ii)  at  least  80  percent  of  the  total 

22  value  of  shares  of  all  classes  of  stock  of  each 

23  of  the  includible  corporations  (except  the 

24  common  parent  corporation), 
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1  is  owned  directly  by  1  or  more  of  the  other  in- 

2  cludible  corporations,  and 

3  "(B)  the  common  parent  corporation  owns 

4  directly  stock  possessing — 

5  "(i)  at  least  80  percent  of  the  voting 

6  power  of  all  classes  of  stock,  and 

7  "(ii)  at  least  80  percent  of  the  total 

8  value  of  shares  of  all  classes  of  stock, 

9  of  at  least  1  of  the  other  includible  corporations. 

10  "(2)  Special  eule  foe  initial  deteemina- 

11  tion. — An  includible  corporation  shall  not  be  treated 

12  as  a  member  of  an  affiliated  group  unless,  on  the  first 

13  day  of  the  first  taxable  year  of  such  corporation  other- 

14  wise  to  be  included  in  a  consolidated  return  of  such 

15  group,  the  requirements  of  paragraph  (1)  are  met. 

16  "(3)  Special  eule  foe  teemination  of  af- 

17  filiated  geoup. — The  determination  of  whether  an 

18  affiliated  group  continues  to  be  an  affiliated  group  (or 

19  whether  any  includible  corporation  continues  to  be  a 

20  member  of  such  group)  shall  be  made  by  substituting 

21  'more  than  50  percent'  for  'at  least  80  percent'  in 

22  clause  (ii)  in  paragraph  (1)(A)  and  clause  (ii)  of  para- 

23  graph  (1)(B). 

24  "(4)  5  YEAES  MUST  ELAPSE  BEFOEE  EEAFFILIA- 

25  TION. — 
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1  "(A)  In  geneeal. — For  purposes  of  deter- 

2  mining  whether  any  corporation  is  a  memher  of 

3  an  affiliated  group,   a  corporation  which  has 

4  ceased  to  be  a  member  of  such  group  (and  any 

5  successor  of  such  corporation)  may  not  be  treated 

6  as  a  member  of  such  group  (or  of  any  other  affili- 

7  ated  group  which  includes  the  common  parent  of 

8  such  group  (and  any  successor  of  such  common 

9  parent))  before  the  5th  taxable  year  of  such  corpo- 

10  ration  after  its  first  taxable  year  for  which  it 

11  ceases  to  be  a  member  of  such  affiliated  group. 

12  "(B)  Seceetaey  may  waive  application 

13  of  subparagraph  (A). — The   Secretary  may 

14  waive  the  application  of  subparagraph  (A)  to  any 

15  corporation  for  any  period  subject  to  such  condi- 

16  tions  as  the  Secretary  may  by  regulations  pre- 

17  scribe. 

18  "(5)  Stock. — For  purposes  of  this  subsection,  the 

19  term  'stock'  does  not  include — 

20  "(A)  nonvoting  stock  which  is  limited  and 

21  preferred  as  to  dividends  and  in  liquidation  and 

22  which  is  not  convertible  into  stock  of  any  other 

23  class, 

24  "(B)  employer  securities  (within  the  meaning 

25  of  section  409(A)(1))  while  such  securities  are  held 


150 

1  under  a  tax  credit  employee  stock  ownership  plan, 

2  and 

3  "(C)  qualifying  employer  securities  (within 

4  the  meaning  of  section  4975(e)(8))  while  such  se- 

5  curities  are  held  under  an  employee  stock  owner- 

6  ship  plan  which  meets  the  requirements  of  section 

7  4975(e)(7). 

8  "(6)  CORPORATIONS  AFFILIATED  ON  MARCH  1, 

9  1984. — Subsection  (a)  (and  not  paragraphs  (1)  and  (3) 

10  of  this  subsection)  shall  apply  for  purposes  of  determin- 

11  ing  whether  a  corporation  continues  to  be  a  member  of 

12  an  affiliated  group  of  which  it  was  a  member  on  March 

13  1,  1984. 

14  "(7)  Regulations. — The  Secretary  shall  pre- 

15  scribe  such  regulations  as  may  be  necessary  or  appro- 

16  priate  to  carry  out  the  purposes  of  this  subsection,  in- 

17  eluding  regulations — 

18  "(A)  which  treat  warrants,  obligations  con- 

19  vertible  into  stock,  and  other  similar  interests  as 

20  stock,  and  stock  as  not  stock,  for  purposes  of  this 

21  chapter, 

22  "(B)  which  treat  options  to  acquire  stock  as 

23  having  been  exercised, 
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1  "(C)  which  disregard  decreases  in  voting 

2  power  disproportionate  to  decreases  in  the  total 

3  value  of  shares  of  all  classes  of  stock,  and 

4  "(D)  which  do  not  permit  an  includible  cor- 

5  poration  to  be  a  member  of  an  affiliated  group 

6  where  there  is  a  plan  pursuant  to  which  it  is  to 

7  cease  meeting  the  qualification  requirements  for 

8  treatment  as  such  a  member/ ' 

9  (b)  Technical  Amendments. — Subsection  (c)  of  sec- 


10  tion  1504  (relating  to  includible  insurance  companies)  is 

11  amended  by  striking  out  "subsection  (a)"  each  place  it  ap- 

12  pears  and  inserting  in  lieu  thereof  "subsection  (a)  or  (f),  as 

13  the  case  may  be,". 

14  (c)  Effective  Date. — The  amendments  made  by  this 

15  section  shall  apply  to  taxable  years  beginning  after  December 

16  31,  1984. 

17  Subtitle  E — Partnership  Provisions 

18  SEC.  71.  PARTNERSHIP  ALLOCATIONS  WITH  RESPECT  TO  CON- 

19  TRIBUTED  PROPERTY. 

20  (a)  Geneeal  Rule. — Subsection  (c)  of  section  704  (re- 

21  lating  to  contributed  property)  is  amended  to  read  as  follows: 

22  "(c)  Conteibuted  Peoperty. — With  respect  to  prop- 

23  erty  contributed  to  the  partnership  by  a  partner,  depreciation, 

24  depletion,  and  gain  or  loss  shall,  under  regulations  prescribed 

25  by  the  Secretary,  be  shared  among  the  partners  so  as  to  take 
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1  account  of  the  variation  between  the  basis  of  the  property  to 

2  the  partnership  and  its  fair  market  value  at  the  time  of  con- 

3  tribution." 

4  (b)  Confoeming  Amendments. — The  fourth  sentence 

5  of  section  613A(c)(7)(D)  and  the  third  sentence  of  section 

6  743(b)  are  each  amended  by  striking  out  "an  agreement  de- 

7  scribed  in  section  704(c)(2)  (relating  to  effect  of  partnership 

8  agreement  on  contributed  property),  such  share  shall  be  de- 

9  termined  by  taking  such  agreement  into  account'  -  and  insert- 

10  ing  in  lieu  thereof  "property  contributed  to  the  partnership  by 

11  a  partner,  section  704(c)  (relating  to  contributed  property) 

12  shall  apply  in  determining  such  share". 

13  (c)  Effective  Date. — The  amendments  made  by  this 

14  section  shall  apply  with  respect  to  property  contributed  to  the 

15  partnership  after  March  31,  1984,  in  taxable  years  ending 

16  after  such  date. 

17  SEC.  72.  DETERMINATION  OF  DISTRIBUTIVE  SHARES  WHEN 

18  PARTNER'S  INTEREST  CHANGES. 

19  (a)  Geneeal  Rule. — Section  706  (relating  to  taxable 

20  years  of  partner  and  partnership)  is  amended  by  adding  at  the 

21  end  thereof  the  following  new  subsection: 

22  "(d)   Deteemination   of   Disteibutive  Share 

23  When  Paetnee's  Inteeest  Changes. — 

24  "(1)  In  geneeal. — Except  as  provided  in  para- 

25  graphs  (2)  and  (3),  if  during  any  taxable  year  of  the 
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1  partnership  there  is  a  change  in  any  partner's  interest 

2  in  the  partnership,  each  partner's  distributive  share  of 

3  any  item  of  income,  gain,  loss,  deduction,  or  credit  of 

4  the  partnership  for  such  taxable  year  shall  be  deter- 

5  mined  by  the  use  of  any  method  prescribed  by  the  Sec- 

6  retary  by  regulations  which  takes  into  account  the 

7  varying  interests  of  the  partners  in  the  partnership 

8  during  such  taxable  year. 

9  "(2)  Ceetain  cash  basis  items  peoeated 

10  ovee  peeiod  to  which  atteibut able . — 

11  "(A)  In  geneeal. — If  during  any  taxable 

12  year  of  the  partnership  there  is  a  change  in  any 

13  partner's  interest  in  the  partnership,  then  (except 

14  to  the  extent  provided  in  regulations)  each  part- 

15  ner's  distributive  share  of  any  allocable  cash  basis 

16  item  shall  be  determined — 

17  "(i)  by  assigning  the  appropriate  portion 

18  of  each  such  item  to  each  day  in  the  period 

19  (during  the  taxable  year)  to  which  it  is  at- 

20  tributable,  and 

21  "(ii)  by  allocating  the  portion  assigned 

22  to  any  such  day  among  the  partners  in  pro- 

23  portion  to  their  interests  in  the  partnership 

24  at  the  close  of  such  day. 
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1  "(B)  Allocable  cash  basis  item. — For 

2  purposes  of  this  paragraph,  the  term  'allocable 

3  cash  basis  item'  means  any  of  the  following  items 

4  which  are  described  in  paragraph  (1)  and  with  re- 

5  spect  to  which  the  partnership  uses  the  cash  re- 

6  ceipts  and  disbursements  method  of  accounting: 

7  "(i)  Interest. 

8  "(ii)  Taxes. 

9  "(hi)  Payments  for  services  or  for  the 

10  use  of  property. 

11  "(iv)  Any  other  item  of  a  kind  specified 

12  in  regulations  prescribed  by  the  Secretary  as 

13  being  an  item  with  respect  to  which  the  ap- 

14  plication  of  this  paragraph  is  appropriate  to 

15  avoid  significant  misstatements  of  the  income 

16  of  the  partners. 

17  "(C)  Items  atteibutable  to  peeiods 

18  not  within  taxable  yeae. — To  the  extent 

19  that  any  allocable  cash  basis  item  is  attributable 

20  to— 

21  "(i)  periods  before  the  beginning  of  the 

22  taxable  year,  such  item  shall  be  assigned 

23  under  subparagraph  (A)(i)  to  the  first  day  of 

24  such  taxable  year,  or 
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1  "(ii)  periods  after  the  close  of  the  tax- 

2  able  year,  such  item  shall  be  assigned  under 

3  subparagraph  (A)(i)  to  the  last  day  of  the 

4  taxable  year. 

5  "(3)  Items  atteibutable  to  inteeest  in 

6  othee  paetneeship  peoeated  ovee  entiee  tax- 

7  ABLE  YEAE. — If — 

8  "(A)  during  any  taxable  year  of  the  partner- 

9  ship  there  is  a  change  in  any  partner's  interest  in 

10  the  partnership,  and 

11  "(B)  such  partnership  is  a  partner  in  another 

12  partnership, 

13  then  (except  to  the  extent  provided  in  regulations)  each 

14  partner's  distributive  share  of  any  item  attributable  to 

15  the  other  partnership  shall  be  determined  by  assigning 

16  an  equal  portion  of  each  such  item  to  each  day  during 

17  the  taxable  year  of  the  partnership  (during  which  such 

18  partnership  is  a  partner  in  the  other  partnership)  and 

19  by  allocating  the  portion  assigned  to  any  such  day 

20  among  the  partners  in  proportion  to  their  interests  in 

21  the  partnership  at  the  close  of  such  day. 

22  "(4)  Taxable  yeae  deteemined  without 

23  EEGAED   TO   SUBSECTION   (C)(2)(A). — For  purposes  of 

24  this  subsection,  the  taxable  year  of  a  partnership  shall 

25  be  determined  without  regard  to  subsection  (c)(2)(A)." 


156 

1  (b)  Conforming  Amendments. — Paragraph  (2)  of 

2  section  706(c)  is  amended — 

3  (1)  by  striking  out  the  last  sentence  of  subpara- 

4  graph  (A),  and 

5  (2)  by  striking  out      but  such  partner's  distribu- 

6  tive  share  of  items  described  in  section  702(a)  shall  be 

7  determined  by  taking  into  account  his  varying  interests 

8  in  the  partnership  during  the  taxable  year"  in  subpara- 

9  graph  (B). 

10  (c)  Effective  Date. — The  amendments  made  by  this 

11  section  shall  apply — 

12  (1)  in  the  case  of  items  described  in  section 

13  706(d)(2)  of  the  Internal  Revenue  Code  of  1954  (as 

14  added  by  subsection  (a)),  to  amounts  attributable  to  pe- 

15  riods  after  March  31,  1984,  and 

16  (2)  in  the  case  of  items  described  in  section 

17  706(d)(3)  of  such  Code  (as  added  by  subsection  (a)),  to 

18  amounts  paid  or  accrued  by  the  other  partnership  after 

19  March  31,  1984. 

20  SEC.  73.  PAYMENTS  TO  PARTNERS  FOR  PROPERTY  OR  CER- 

21  TAIN  SERVICES. 

22  (a)  General  Rule. — Section  707  (relating  to  transac- 

23  tions  between  partner  and  partnership)  is  amended  by  adding 

24  at  the  end  thereof  the  following  new  subsection: 
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1  "(d)  Treatment  of  Payments  to  Partners  for 

2  Property  or  Certain  Services. — 

3  "(1)  Property  transfers.— If — 

4  "(A)  there  is  a  transfer  of  money  (or  other 

5  property)  by  a  partner  to  a  partnership,  and 

6  "(B)  there  is  a  related  direct  or  indirect 

7  transfer  of  money  (or  other  property)  to  such  part- 

8  ner  or  another  partner  from  the  partnership, 

9  the  transaction  shall  be  considered  as  a  sale  of 

10  property. 

11  "(2)    Services    and    property  properly 

12  chargeable  to  capital  account. — if — 

13  "(A)  a  partner  performs  services  for  a  part- 

14  nership  or  transfers  property  to  a  partnership, 

15  "(B)  the  direct  payment  by  the  partnership 

16  for  such  services  or  property  would  constitute  an 

17  amount  chargeable  to  capital  account,  and 

18  "(C)  there  is  a  related  direct  or  indirect  allo- 

19  cation  of  income  or  gain  (or  item  thereof)  to  such 

20  partner, 

21  such  transaction  (including  any  related  distribution) 

22  shall  be  treated  as  described  in  subsection  (a)  or  (c) 

23  (whichever  is  appropriate);  and  the  allocation  referred 

24  to  in  subparagraph  (C)  shall  be  disregarded  for  pur- 

25  poses  of  this  subtitle. 
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1  "(3)  Treatment  of  persons  becoming  part- 

2  ner.— For  purposes  of  this  subsection,  a  person  shall 

3  be  treated  as  a  partner  with  respect  to  any  transfer  of 

4  property  or  performance  of  services  if  such  person  be- 

5  comes  a  partner  in  the  partnership  after  such  transfer 

6  or  performance  of  such  service. 

7  "(4)  Eegulations. — The  Secretary  shall  pre- 

8  scribe  such  regulations  as  may  be  necessary  or  appro- 

9  priate  to  carry  out  the  purposes  of  this  subsection." 

10  (b)  Effective  Date. — The  amendment  made  by  sub- 

11  section  (a)  shall  apply  to  services  performed  or  property 

12  transferred  after  March  1,  1984. 

13  SEC.  74.  CONTRIBUTIONS  TO  A  PARTNERSHIP  OF  UNREALIZED 

14  RECEIVABLES,  INVENTORY  ITEMS,  OR  CAPITAL 

15  LOSS  PROPERTY. 

16  (a)  General  Rule. — Subpart  A  of  part  II  of  sub- 

17  chapter  K  of  chapter  1  (relating  to  contributions  to  a  partner- 

18  ship)  is  amended  by  adding  at  the  end  thereof  the  following 

19  new  section: 

20  "SEC.  724.  CHARACTER  OF  GAIN  OR  LOSS  ON  CONTRIBUTED 

21  UNREALIZED       RECEIVABLES,  INVENTORY 

22  ITEMS,  AND  CAPITAL  LOSS  PROPERTY. 

23  "(a)     CONTRIBUTIONS     OF     UNREALIZED  RECEIV- 

24  ables. — In  the  case  of  any  property  which — 


159 

1  "(1)  was  contributed  to  the  partnership  by  a  part- 

2  ner,  and 

3  "(2)  was  an  unrealized  receivable  in  the  hands  of 

4  such  partner  immediately  before  such  contribution, 

5  any  gain  or  loss  recognized  by  the  partnership  on  the  disposi- 

6  tion  of  such  property  shall  be  treated  as  ordinary  income  or 

7  ordinary  loss,  as  the  case  may  be. 

8  "(b)  Contributions  of  Inventory  Items. — In  the 

9  case  of  any  property  which — 

10  "(1)  was  contributed  to  the  partnership  by  a  part- 

11  ner,  and 

12  "(2)  was  an  inventory  item  in  the  hands  of  such 

13  partner  immediately  before  such  contribution, 


14  any  gain  or  loss  recognized  by  the  partnership  on  the  disposi- 

15  tion  of  such  property  during  the  5-year  period  beginning  on 

16  the  date  of  such  contribution  shall  be  treated  as  ordinary 

17  income  or  ordinary  loss,  as  the  case  may  be. 


18  "(c)  Contributions  of  Capital  Loss  Property. — 

19  In  the  case  of  any  property  which — 

20  "(1)  was  contributed  by  a  partner  to  the  partner- 

21  ship,  and 

22  "(2)  was  a  capital  asset  in  the  hands  of  such  part- 

23  ner  immediately  before  such  contribution, 

24  any  loss  recognized  by  the  partnership  on  the  disposition  of 

25  such  property  during  the  5-year  period  beginning  on  the  date 
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1  of  such  contribution  shall  be  treated  as  a  loss  from  the  sale  of 

2  a  capital  asset  to  the  extent  that,  immediately  before  such 

3  contribution,  the  adjusted  basis  of  such  property  in  the  hands 

4  of  the  partner  exceeded  the  fair  market  value  of  such 

5  property. 


6  "(d)  Definitions. — For  purposes  of  this  section — 

7  "(1)  Uneealized  eeceivable. — The  term  'un- 

8  realized  receivable'  has  the  meaning  given  such  term 

9  by  section  751(c)  (determined  by  treating  any  reference 

10  to  the  partnership  as  referring  to  the  partner). 

11  "(2)  Inventory  item. — The  term  'inventory 

12  item'  has  the  meaning  given  such  term  by  section 

13  751(d)(2)  (determined  by  treating  any  reference  to  the 

14  partnership  as  referring  to  the  partner  and  by  applying 

15  section  1231  without  regard  to  any  holding  period 

16  therein  provided). 

17  "(3)  Substituted  basis  property. — If  any 

18  property  described  in  subsection  (a),  (b),  or  (c)  is  dis- 

19  posed  of  in  a  nonrecognition  transaction,  the  tax  treat- 

20  ment  which  applies  to  such  property  under  such  sub- 

21  section  shall  also  apply — 

22  "(A)  to  such  property  in  the  hands  of  the 

23  person  acquiring  such  property  if  such  property  is 

24  transferred  basis  property  in  the  hands  of  such 

25  person,  and 
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1  "(B)  to  any  exchanged  basis  property  re- 

2  ceived  by  the  taxpayer  in  the  transaction." 

3  (b)  Amendment  of  Section  735. — Section  735  (relat- 

4  ing  to  character  of  gain  or  loss  on  disposition  of  distributed 

5  property)  is  amended  by  adding  at  the  end  thereof  the  follow- 

6  ing  new  subsection: 

7  "(c)  Special  Rules. — 

8  "(1)  Waives  of  holding  peeiods  contained 

9  in  section  1231. — For  purposes  of  this  section,  sec- 

10  tion  751(d)(2)  (defining  inventory  item)  shall  be  applied 

11  without  regard  to   any  holding  period  in  section 

12  1231(b). 

13  "(2)  Substituted  basis  peopeety. — If  any 

14  property  described  in  subsection  (a)  is  disposed  of  in  a 

15  nonrecognition  transaction,  the  tax  treatment  which 

16  applies  to  such  property  under  such  subsection  shall 

17  also  apply — 

18  "(A)  to  such  property  in  the  hands  of  the 

19  person  acquiring  such  property  if  such  property  is 

20  transferred  basis  property  in  the  hands  of  such 

21  person,  and 

22  "(B)  if  subparagraph  (A)  does  not  apply,  to 

23  any  exchanged  basis  property  received  by  the  tax- 

24  payer  in  the  transaction." 
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1  (c)  Cleeical  Amendment. — The  table  of  sections  for 

2  subpart  A  of  part  II  of  subchapter  K  of  chapter  1  is  amended 

3  by  adding  at  the  end  thereof  the  following  new  item: 

"Sec.  724.  Character  of  gain  or  loss  on  contributed  unrealized  re- 
ceivables, inventory  items,  and  capital  loss  property." 

4  (d)  Effective  Dates. — 

5  (1)  In  geneeal. —  Except  as  provided  in  para- 

6  graph  (2),  the  amendments  made  by  this  section  shall 

7  apply  to  property  contributed  to  the  partnership  after 

8  March  31,  1984,  in  taxable  years  ending  after  such 

9  date. 

10  (2)  Subsection  (b). — The  amendment  made  by 

11  subsection  (b)  shall  apply  to  property  distributed  after 

12  March  31,  1984,  in  taxable  years  ending  after  such 

13  date. 

14  SEC.  75.  TRANSFERS  OF  PARTNERSHIP  INTERESTS  BY  CORPO- 

15  RATIONS. 

16  (a)  Geneeal  Rule. — Subpart  C  of  part  LI  of  sub- 

17  chapter  K  of  chapter  1  (relating  to  transfer  of  interests  in  a 

18  partnership)  is  amended  by  adding  at  the  end  thereof  the  fol- 

19  lowing  new  section: 

20  "SEC.  744.  TRANSFERS  OF  PARTNERSHIP  INTERESTS  BY  COR- 

21  PORATIONS. 

22  "(a)  Coepoeate  Disteibutions. — For  purposes  of 

23  determining  the  amount  of  gain  recognized  by  a  corporation 

24  on  any  distribution,  any  distribution  of  an  interest  in  a  part- 
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1  nership  shall  be  treated  as  a  distribution  of  the  corporation's 

2  proportionate  share  of  the  recognition  property  of  such  part- 

3  nership. 

4  "(b)  Sales  or  Exchange  to  Which  Section  337 

5  Applies. — For  purposes  of  determining  the  amount  of  gain 

6  recognized  on  a  sale  or  exchange  described  in  section  337, 

7  any  sale  or  exchange  by  a  corporation  of  an  interest  in  a 

8  partnership  shall  be  treated  as  a  sale  or  exchange  of  the  cor- 

9  poration's  proportionate  share  of  the  recognition  property  of 

10  such  partnership. 

11  "(c)  Recognition  Property. — For  purposes  of  this 

12  section,  the  term  'recognition  property'  means  any  property 

13  with  respect  to  which  gain  would  be  recognized  to  the  corpo- 

14  ration  if  such  property — 

15  "(1)  were  distributed  by  the  corporation  in  a  dis- 

16  tribution  described  in  section  311  or  336,  or 

17  "(2)  were  sold  in  a  sale  described  in  section  337. 

18  In  determining  whether  property  of  a  partnership  is  recogni- 

19  tion  property,  such  partnership  shall  be  treated  as  owning  its 

20  proportionate  share  of  the  property  of  any  other  partnership 

21  in  which  it  is  a  partner. 

22  "(d)  Limitation  on  Amount  of  Gain  Recog- 

23  nized. — The  amount  of  any  gain  recognized  by  reason  of 

24  subsection  (a)  or  (b)  shall  not  exceed  the  amount  of  the  gain 

25  which  would  have  been  recognized  if  the  partnership  interst 
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1  had  been  sold  (or,  in  any  case  to  which  subsection  (b)  applies, 

2  if  section  337  did  not  apply). 

3  "(e)  Extension  to  Teusts. — Under  regulations, 

4  rules  similar  to  the  rules  of  this  section  shall  also  apply  in  the 

5  case  of  interests  in  trusts." 

6  (b)  Adjustment  of  Teansfeeee's  Basis  in  Paet- 

7  neeship  Peopeety. — Subsections  (a)  and  (b)  of  section  743 

8  (relating  to  optional  adjustment  to  basis  of  partnership  prop- 

9  erty)  are  each  amended  by  inserting",  by  distribution,"  after 

10  "sale  or  exchange". 

11  (c)  Technical  Amendment  to  Section  751(c). — 

12  The  last  sentence  of  section  751(c)  (defining  unrealized  re- 

13  ceivables)  is  amended  by  striking  out  "at  its  fair  market 

14  value". 

15  (d)  Cleeical  Amendment. — The  table  of  sections  for 

16  subpart  C  of  part  LT  of  subchapter  K  of  chapter  1  is  amended 

17  by  adding  at  the  end  thereof  the  following  new  item: 

"Sec.  744.  Transfers  of  partnership  interests  by  corporations." 

18  (e)  Effective  Date. — The  amendments  made  by  this 

19  section  shall  apply  to  distributions,  sales,  and  exchanges 

20  made  after  March  1,  1984,  in  taxable  years  ending  after  such 

21  date. 
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1  SEC.  76.  APPLICATION  OF  SECTION  751  IN  THE  CASE  OF 

2  TIERED  PARTNERSHIPS 

3  (a)  General  Eule. — Section  751  (relating  to  unrea- 

4  lized  receivables  and  inventory  items)  is  amended  by  adding 

5  at  the  end  thereof  the  following  new  subsection: 

6  "(f)  Special  Rules  in  the  Case  of  Tiered  Part- 

7  nerships,  Etc. — In  deteraiining  whether  property  of  a 

8  partnership  is — 

9  "(1)  an  unrealized  receivable,  or 

10  "(2)  an  inventory  item, 

11  such  partnership  shall  be  treated  as  owning  its  proportionate 

12  share  of  the  property  of  any  other  partnership  in  which  it  is  a 

13  partner.  Under  regulations,  rules  similar  to  the  rules  of  the 

14  preceding  sentence  shall  also  apply  in  the  case  of  interests  in 

15  trusts/' 

16  (b)  Effective  Date. — The  amendment  made  by  sub- 

17  section  (a)  shall  apply  to  distributions,  sales,  and  exchanges 

18  made  after  March  31,  1984,  in  taxable  years  ending  after 

19  such  date. 

20  SEC.  77.  SECTION  1031  NOT  APPLICABLE  TO  PARTNERSHIP  IN- 

21  TERESTS;  LIMITATION  ON  THE  PERIOD  DURING 

22  WHICH  LIKE  KIND  EXCHANGES  MAY  BE  MADE. 

23  (a)  In  General. — Subsection  (a)  of  section  1031  (relat- 

24  ing  to  nonrecognition  of  gain  or  loss  from  exchanges  solely  in 

25  kind)  is  amended  to  read  as  follows: 
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1  "(a)  Nonee cognition  of  Gain  oe  Loss  Feom  Ex- 

2  changes  Solely  in  Kind. — 

3  "(1)  In  geneeal. — No  gain  or  loss  shall  be  rec- 

4  ognized  on  the  exchange  of  property  held  for  produc- 

5  tive  use  in  a  trade  or  business  or  for  investment  if  such 

6  property  is  exchanged  solely  for  property  of  like  kind 

7  which  is  to  be  held  either  for  productive  use  in  a  trade 

8  or  business  or  for  investment. 

9  "(2)   Exception. — This    subsection   shall  not 

10  apply  to  any  exchange  of — 

11  "(A)  stock  in  trade  or  other  property  held 

12  primarily  for  sale, 

13  "(B)  stocks,  bonds,  notes, 

14  "(C)  other  securities  or  evidences  of  indebt- 

15  edness  or  interest, 

16  "(D)  interests  in  a  partnership, 

17  "(E)  certificates  of  trust  or  beneficial  inter- 

18  ests,  or 

19  "(F)  choses  in  action. 

20  "(3)  Requieement  that  exchange  be  com- 

21  PLETED  NOT  MOEE  THAN  180  DAYS  AFTEE  TEANS- 

22  FEE    OF   EXCHANGED   PEOPEETY. — For   purposes  of 

23  this  subsection,  any  property  received  by  the  taxpayer 

24  shall  be  treated  as  property  which  is  not  like-kind 
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1  property  if  such  property  is  received  after  the  earlier 

2  of— 

3  "(A)  the  day  which  is  180  days  after  the 

4  date  on  which  the  taxpayer  transfers  the  property 

5  relinquished  in  the  exchange,  or 

6  "(B)  the  due  date  (determined  with  regard  to 

7  extensions)  for  the  transferor's  return  of  the  tax 

8  imposed  by  this  chapter  for  the  taxable  year  in 

9  which  the  transfer  of  the  relinquished  property 

10  occur  s." 

11  (b)  Effective  Dates. — 

12  (1)  In  geneeal. — Except  as  otherwise  provided 

13  in  this  subsection,  the  amendment  made  by  subsection 

14  (a)  shall  apply  to  transfers  made  after  March  31,  1984, 

15  in  taxable  years  ending  after  such  date. 

16  (2)  Binding  conteact  exception  foe  teans- 

17  fee  of  paetneeship  inteeests. — Paragraph  (2)(D) 

18  of  section  1031(a)  of  the  Internal  Kevenue  Code  of 

19  1954  (as  amended  by  subsection  (a))  shall  not  apply  in 

20  the  case  of  any  exchange  pursuant  to  a  binding  con- 

21  tract  in  effect  on  March  1,  1984,  and  at  all  times 

22  thereafter  before  the  exchange. 

23  (3)  Requieement  that  exchange  be  com- 

24  pleted  within  180  days. — Paragraph  (3)  of  section 
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1  1031(a)  of  the  Internal  Revenue  Code  of  1954  (as 

2  amended  by  subsection  (a))  shall  apply — 

3  (A)  to  transfers  after  the  date  of  the  enact- 

4  ment  of  this  Act,  and 

5  (B)  to  transfers  on  or  before  such  date  of  en- 

6  actment  if  the  property  to  be  received  in  the  ex- 

7  change  is  not  received  before  January  1,  1987. 

8  In  the  case  of  any  transfer  on  or  before  the  date  of  the 

9  enactment  of  this  Act  which  the  taxpayer  treated  as 

10  part  of  a  like-kind  exchange,  the  period  for  assessing 

11  any  deficiency  of  tax  attributable  to  the  amendment 

12  made  by  subsection  (a)  shall  not  expire  before  January 

13  1,  1988. 

14  SEC.  78.  ELIMINATION  OF  BASIS  STRIPS  UNDER  SECTION 

15  734(b). 

16  (a)  General  Rule. — Subsection  (b)  of  section  734  is 


17  amended  by  adding  at  the  end  thereof  the  following  new  sen- 

18  tence:  "Paragraph  (1)(B)  shall  not  apply  to  any  property 

19  which  is  an  interest  in  another  partnership  with  respect  to 

20  which  the  election  provided  in  section  754  is  not  in  effect." 

21  (b)  Effective  Date. — The  amendment  made  by  sub- 

22  section  (a)  shall  apply  to  distributions  after  March  1,  1984,  in 

23  taxable  years  ending  after  such  date. 
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1  SEC.  79.  OVERRULING  OF  RAPHAN  CASE. 

2  Section  752  (relating  to  treatment  of  certain  liabilities) 

3  is  amended  by  adding  at  the  end  thereof  of  the  following  new 

4  subsection: 

5  "(e)  Eegulations. — The  Secretary  shall  prescribe 

6  such  regulations  as  may  be  necessary  or  appropriate  to  carry 

7  out  the  purposes  of  this  section." 

8  Subtitle  F — Trust  Provisions 

9  SEC.  81.  TREATMENT  OF  PROPERTY  DISTRIBUTED  IN  KIND. 

10  (a)  General  Rule. — Section  643  (relating  to  defini- 

11  tions  applicable  to  subchapters  A,  B,  C,  and  D)  is  amended 

12  by  adding  at  the  end  thereof  the  following  new  subsection: 

13  "(d)  Treatment  of  Property  Distributed  in 

14  Kind. — 

15  "(1)  Basis  of  beneficiary.— The  basis  of  any 

16  property  received  by  a  beneficiary  in  a  distribution 

17  from  an  estate  or  trust  shall  be — 

18  "(A)  the  adjusted  basis  of  such  property  in 

19  the  hands  of  the  estate  or  trust  immediately 

20  before  the  distribution,  adjusted  for 

21  "(B)  any  gain  or  loss  recognized  to  the 

22  estate  or  trust  on  the  distribution. 

23  "(2)    Treatment    of    property  distribu- 

24  tions. — In  the  case  of  any  distribution  of  property 

25  (other  than  cash) — 
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1  "(A)  gain  or  loss  shall  be  recognized  by  the 

2  estate  or  trust  in  the  same  manner  as  if  such 

3  property  had  been  sold  to  the  distributee  at  its 

4  fair  market  value,  and 

5  "(B)  the  amount  taken  into  account  under 

6  sections  661(a)(2)  and  662(a)(2)  shall  be  the  fair 

7  market  value  of  such  property. 

8  "(3)  Election  to  have  paeageaph  (2)  not 

9  apply. — In  the  case  of  any  distribution  of  property 

10  (other  than  cash)  to  which  an  election  under  this  para- 

11  graph  applies — 

12  "(A)  paragraph  (2)  shall  not  apply,  and 

13  "(B)  the  amount  taken  into  account  under 

14  sections  661(a)(2)  and  662(a)(2)  shall  be  the  lesser 

15  of  the  basis  of  such  property  in  the  hands  of  the 

16  beneficiary  (as  determined  under  paragraph  (1))  or 

17  the  fair  market  value  of  such  property." 

18  (b)  Effective  Date. — The  amendment  made  by  sub- 

19  section  (a)  shall  apply  to  distributions  after  March  1,  1984,  in 

20  taxable  years  ending  after  such  date. 

2 1  SEC.  82.  TREATMENT  OF  MULTIPLE  TRUSTS. 

22  (a)  Geneeal  Rule. — Section  643  (relating  to  defini- 

23  tions  applicable  to  subparts  A,  B,  C,  and  D)  is  amended  by 

24  adding  at  the  end  thereof  the  following  new  subsection: 
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1  "(e)  Treatment  of  Multiple  Trusts. — For  pur- 

2  poses  of  this  subchapter,  under  regulations  prescribed  by  the 

3  Secretary,  2  or  more  trusts  shall  be  treated  as  1  trust  if — 

4  "(1)  such  trusts  have  substantially  the  same 

5  grantor  or  grantors  and  substantially  the  same  primary 

6  beneficiary  or  beneficiaries,  and 

7  "(2)  a  principal  purpose  of  such  trusts  is  the 

8  avoidance  of  the  tax  imposed  by  this  chapter. 

9  For  purposes  of  the  preceding  sentence,  a  husband  and  wife 

10  shall  be  treated  as  1  person." 

11  (b)  Effective  Date. — The  amendment  made  by  sub- 

12  section  (a)  shall  apply  to  taxable  years  beginning  after  March 

13  1,  1984. 

14  Subtitle  G — Accounting  Changes 

15  SEC.  91.  CERTAIN  AMOUNTS  NOT  TREATED  AS  INCURRED 

16  BEFORE  ECONOMIC  PERFORMANCE. 

17  (a)  In  General. — Section  461  (relating  to  general  rule 

18  for  taxable  year  of  deduction)  is  amended  by  adding  at  the 

19  end  thereof  the  following  new  subsections: 

20  "(h)  Certain  Liabilities  Not  Incurred  Before 

21  Economic  Performance. — 

22  "(1)  In  general. — For  purposes  of  this  title,  in 

23  determining  whether  an  amount  has  been  incurred  with 

24  respect  to  any  item  during  any  taxable  year,  all  of  the 

25  events  which  establish  liability  for  such  amount  shall 
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1  not  be  treated  as  having  occurred  any  earlier  than 

2  when  economic  performance  with  respect  to  such  item 

3  occurs. 

4  "(2)   Time   when  economic  peeformance 

5  occurs. — Except  as  provided  in  regulations  prescribed 

6  by  the  Secretary,  the  time  when  economic  performance 

7  occurs  shall  be  determined  under  the  following  princi- 

8  pies: 

9  "(A)  Property  and  services. — If  the  lia- 
10  bility  of  the  taxpayer  requires  a  payment  to  an- 
il other  person  for — 

12  "(i)  the  providing  of  property  or  services 

13  to  the  taxpayer  by  another  person,  economic 

14  performance  occurs  when  such  person  pro- 

15  vides  such  property  or  services,  or 

16  "(ii)  the  use  of  property  by  the  taxpay- 

17  er,  economic  performance  occurs  as  the  tax- 

18  payer  uses  such  property. 

19  "(B)  Providing  of  services  or  proper- 

20  ty  by  the  taxpayer. — If  the  liability  of  the 

21  taxpayer  requires  the  taxpayer  to  provide  proper- 

22  ty  or  services,  economic  performance  occurs  as 

23  the  taxpayer  provides  such  property  or  services. 

24  "(C)  Workers  compensation,  tort,  and 

25  EMPLOYEE  BENEFIT  LIABILITIES  OF  THE  TAX- 
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1  payee. — If  the  liability  of  the  taxpayer  requires  a 

2  payment  to  another  person  and — 

3  "(i)  arises  under  any  workers  compensa- 

4  tion  act, 

5  "(h)  arises  out  of  any  tort,  or 

6  "(iii)  arises  under  any  contractual  liabil- 

7  ity  of  the  taxpayer  to  provide  benefits  to  em- 

8  ployees  of  the  taxpayer  (other  than  through  a 

9  plan  subject  to  the  requirements  of  section 

10  404  or  404A  or  through  a  fund  to  which 

11  section  419  applies),  economic  performance 

12  occurs  as  the  payments  to  such  person  are 

13  made.  Subparagraphs  (A)  and  (B)  shall  not 

14  apply  to  any  liability  described  in  the  preced- 

15  ing  sentence. 

16  "(D)  Othee  items. — In  the  case  of  any 

17  other  liability  of  the  taxpayer,  economic  perform- 

18  ance  occurs  at  the  time  determined  under  regula- 

19  tions  prescribed  by  the  Secretary. 

20  "(3)  Subsection  not  to  apply  to  ceetain 

21  cases  to  which  othee  peo visions  of  this  title 

22  specifically   apply. — This    subsection    shall  not 

23  apply  to  any  item  to  which  any  of  the  following  provi- 

24  sions  apply: 
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1  "(A)  Subsection  (c)  or  (f)  of  section  166  (re- 

2  lating  to  reserves  for  bad  debts). 

3  "(B)  Section  463  (relating  to  vacation  pay). 

4  "(C)  Section  466  (relating  to  discount  cou- 

5  pons). 

6  "(D)  Any  other  provisions  of  this  title  which 

7  specifically  provides  for  a  deduction  for  a  reserve 

8  for  estimated  expenses. 

9  "(i)  Tax  Sheltees  May  Not  Deduct  Items  Eaeli- 

10  ee  Than  When  Economic  Peefoemance  Occubs. — 

11  "(1)  In  geneeal. — In  the  case  of  a  tax  shelter 

12  computing  taxable  income  under  the  cash  receipts  and 

13  disbursement  method  of  accounting,  such  tax  shelter 

14  shall  not  be  allowed  a  deduction  under  this  chapter 

15  with  respect  to  any  item  before  the  time  when  such 

16  item  would  be  treated  as  incurred  under  subsection  (h). 

17  "(2)  Tax  sheltee  defined. — For  purposes  of 

18  this  section,  the  term  'tax  shelter'  means — 

19  "(A)  any  enterprise  (other  than  a  C  corpora- 

20  tion)  if  at  any  time  interests  in  such  enterprise 

21  have  been  offered  for  sale  in  any  offering  required 

22  to  be  registered  with  any  Federal  or  State  agency 

23  having  the  authority  to  regulate  the  offerings  of 

24  security  for  sale, 
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1  "(B)  any  syndicate  (within  the  meaning  of 

2  section  1256(e)(3)(B)),  and 

3  "(C)  any  tax  shelter  (within  the  meaning  of 

4  section  6661(b)(2)(C)(ii)). 

5  "(3)  Special  eule  foe  faeming. — In  the  case 

6  of  the  trade  or  business  of  farming  (as  defined  in  sec- 

7  tion  464(e)),  this  section  shall  apply  only  to  a  farming 

8  syndicate  (as  defined  in  section  464(c)).  The  preceding 

9  sentence  shall  not  apply  to  a  tax  shelter  described  in 

10  paragraph  (2)(C)." 

11  (b)  10-Yeae  Net  Opeeating  Loss  Caeeyback 

12  Peeiod  Foe  Defeeeed  Statutoey  oe  Toet  Liability 

13  Deductions. — 

14  (1)  In  geneeal. — Paragraph  (1)  of  section  172(b) 

15  (relating  to  years  to  which  loss  may  be  carried)  is 

16  amended  by  adding  at  the  end  thereof  the  following 

17  new  subparagraph: 

18  "(K)  Special  eule  foe  defeeeed  statu- 

19  toey  oe  toet  liability  losses. — In  the  case 

20  of  a  taxpayer  which  has  a  deferred  statutory  or 

21  tort  liability  loss  (as  defined  in  subsection  (k))  for 

22  any  taxable  year  beginning  after  December  31, 

23  1983,  the  deferred  statutory  or  tort  liability  loss 

24  shall  be  a  net  operating  loss  carryback  to  each  of 
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1  the  10  taxable  years  preceding  the  taxable  year  of 

2  such  loss." 

3  (2)  Deferred  statutoby  or  tobt  liability 

4  losses. — Section  172  is  amended  by  redesignating 

5  subsection  (k)  as  subsection  (1)  and  by  inserting  after 

6  subsection  (j)  the  following  new  subsection: 

7  "(k)  Definitions  and  Special  Rules  Relating  to 

8  Deferred  Statutory  or  Tort  Liability  Losses. — For 

9  purposes  of  this  section — 

10  "(1)  Deferred  statutory  or  tort  liability 

11  loss. — The  term  'deferred  statutory  or  tort  liability 

12  loss'  means,  for  any  taxable  year,  the  lesser  of — 

13  "(A)  the  net  operating  loss  for  such  taxable 

14  year,  reduced  by  any  portion  thereof  attributable 

15  to— 

16  "(i)  a  foreign  expropriation  loss,  or 

17  "(ii)  a  product  liability  loss,  or 

18  "(B)  the  sum  of  the  amounts  allowable  as  a 

19  deduction  under  this  chapter  (other  than  any  de- 

20  duction  described  in  subsection  (j)(l)(B))  which — 

21  "(i)  is  taken  into  account  in  computing 

22  the  net  operating  loss  for  such  taxable  year, 

23  and 

24  "(ii)  is  for  an  amount  incurred  with  re- 

25  spect  to  a  liability  which  arises  under  a  Fed- 
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1  eral  or  State  law  or  out  of  any  tort  of  the 

2  taxpayer  and — 

3  "(I)  in  the  case  of  a  liability  aris- 

4  ing  out  of  a  Federal  or  State  law,  the 

5  act  (or  failure  to  act)  giving  rise  to  such 

6  liability  occurs  at  least  3  years  before 

7  the  beginning  of  such  taxable  year,  or 

8  "(II)  in  the  case  of  a  liability  aris- 

9  ing  out  of  a  tort,  such  liability  arises 

10  out  of  a  series  of  actions  (or  failures  to 

11  act)  over  an  extended  period  of  time  a 

12  substantial  portion  of  which  occurs  at 

13  least  3  years  before  the  beginning  of 

14  such  taxable  year. 

15  A  liability  shall  not  be  taken  into  account  under  the 

16  preceding  sentence  unless  the  taxpayer  used  an  accrual 

17  method  of  accounting  throughout  the  period  or  periods 

18  during  which  the  acts  or  failures  to  act  giving  rise  to 

19  such  liability  occurred. 

20  "(2)  Special  eule  foe  nucleae  powee- 

21  plants. — Except  as  provided  in  regulations  prescribed 

22  by  the  Secretary,  that  portion  of  a  deferred  statutory 

23  or  tort  liability  loss  which  is  attributable  to  amounts  in- 

24  curred  in  the  decommissioning  of  a  nuclear  powerplant 

25  (or  any  unit  thereof)  may,  for  purposes  of  subsection 
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1  (b)(l)(K),  be  carried  back  to  each  of  the  taxable  years 

2  during  the  period — 

3  "(A)  beginning  with  the  taxable  year  in 

4  which  such  plant  (or  unit  thereof)  was  placed  in 

5  service,  and 

6  "(B)  ending  with  the  taxable  year  preceding 

7  the  loss  year. 

8  "(3)  Coordination  with  subsection  (b)(2). — 

9  In  applying  paragraph  (2)  of  subsection  (b),  a  deferred 

10  statutory  or  tort  liability  loss  shall  be  treated  in  a 

11  manner  similar  to  the  manner  in  which  a  foreign  ex- 

12  propriation  loss  is  treated. 

13  "(4)  NO  CARRYBACK  TO  TAXABLE  YEARS  BEGIN- 

14  ning  before  January  i,  1984. — No  deferred  statu- 

15  tory  or  tort  liability  loss  may  be  carried  back  to  a  tax- 

16  able  year  beginning  before  January  1,  1984,  unless 

17  such  loss  may  be  carried  back  to  such  year  without 

18  regard  to  subsection  (b)(l)(K)." 

19  (3)  Conforming  amendments. — 

20  (A)  Clause  (i)  of  section   172(b)(1)(A)  is 

21  amended  by  striking  out  "and  (J)"  and  inserting 

22  in  lieu  thereof  "(J),  and  (K)". 

23  (B)  Subsections  (h)  and  (j)  of  section  172  are 

24  each  amended  by  striking  out  "subsection  (b)"  in 
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1  the  matter  preceding  paragraph  (1)  and  inserting 

2  in  lieu  thereof  "this  section". 

3  (c)  Effective  Dates. — 

4  (1)  In  general. — The  amendments  made  by  this 

5  section  shall  apply  to  amounts  with  respect  to  which  a 

6  deduction  would  be  allowable  under  chapter  1  of  the 

7  Internal  Revenue  Code  of  1954  (determined  without 

8  regard  to  such  amendments)  after — 

9  (A)  in  the  case  of  amounts  to  which  section 

10  461(h)  of  such  Code  (as  added  by  such  amend- 

11  ments)  applies,  the  date  of  the  enactment  of  this 

12  Act,  and 

13  (B)  in  the  case  of  amounts  to  which  section 

14  461(i)  of  such  Code  (as  so  added)  applies,  after 

15  March  31,  1984. 

16  (2)  Section  461(h)  to  apply  in  certain 

17  cases. — Notwithstanding  paragraph  (1),  section  461(h) 

18  of  the  Internal  Revenue  Code  of  1954  (as  added  by 

19  this  section)  shall  be  treated  as  being  in  effect  to  the 

20  extent  necessary  to  carry  out  any  amendments  made 

21  by  this  section  which  take  effect  before  section  461(h). 
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1  Subtitle  H — Provisions  Relating  to 

2  Tax  Straddles 

3  SEC.  101.  REPEAL  OF  EXCEPTION  FROM  STRADDLE  RULES 

4  FOR  STOCK  OPTIONS  AND  CERTAIN  STOCK. 

5  (a)  Repeal  of  Exception  for  Stock  Options. — 

6  (1)  In  general. — Subparagraph  (B)  of  section 

7  1092(d)(2)  (relating  to  special  rule  for  stock  options)  is 

8  amended  to  read  as  follows: 

9  "(B)  Exception  for  qualified  covered 

10  call  options. — The  term  'position'  shall  not  in- 

11  elude  any  qualified  covered  call  option." 

12  (2)   Qualified  covered  call  option  de- 

13  fined. — Subsection  (d)  of  section  1092  is  amended  by 

14  adding  at  the  end  thereof  the  following  new  paragraph: 

15  "(6)  Qualified  covered  call  option  de- 

16  fined. — For  purposes  of  this  subsection — 

17  "(A)  In  general. — The  term  'qualified  cov- 

18  ered  call  option'  means  any  option  granted  by  the 

19  taxpayer  to  purchase  stock  held  by  the  taxpayer 

20  (or  acquired  by  the  taxpayer  in  connection  with 

21  the  granting  of  the  option)  but  only  if — 

22  "(i)  such  option  is  traded  on  a  national 

23  securities  exchange  which  is  registered  with 

24  the  Securities  and  Exchange  Commission  or 

25  on  a  similar  exchange  which  the  Secretary 
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determines  has  rules  adequate  to  carry  out 
the  purposes  of  this  paragraph, 

"(ii)  gain  or  loss  with  respect  to  such 
option  is  not  ordinary  income  or  loss, 

"(iii)  such  option  is  granted  more  than 
30  days  before  the  day  on  which  the  option 
expires,  and 

"(iv)  such  option  is  not  a  deep-in-the- 
money  option. 

"(B)  Deep-in-the-money  option. — The 
term  'deep-in-the-money  option'  means  an  option 
having  a  strike  price  lower  than  the  lowest  quali- 
fied bench  mark. 

"(C)  Lowest  qualified  bench  maek. — 

"(i)  In  geneeal. — Except  as  otherwise 
provided  in  this  subparagraph,  the  term 
'lowest  qualified  bench  mark'  means  the 
highest  available  strike  price  which  is  less 
than  the  applicable  stock  price. 

"(ii)  Special  eule  wheee  option  is 

FOE    PEEIOD    MOEE    THAN    90    DAYS  AND 

steike  peice  exceeds  $50. — In  the  case 
of  an  option — 
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1  "(I)  which  is  granted  more  than  90 

2  days  before  the  date  on  which  such 

3  option  expires,  and 

4  "(IE)  with  respect  to  which  the 

5  strike  price  is  more  than  $50, 

6  the  lowest  qualified  bench  mark  is  the  second 

7  highest  available  strike  price  which  is  less 

8  than  the  applicable  stock  price. 

9  "(iii)    Lowest    qualified  bench 

10  MAEK  MAY  NOT  BE   LESS  THAN   85  PER- 

11  cent  of  stock  price. — If  (but  for  this 

12  clause)   the   lowest   qualified  bench  mark 

13  would  be  less  than  85  percent  of  the  applica- 

14  ble  stock  price,  the  lowest  qualified  bench 

15  mark  shall  be  treated  as  equal  to  85  percent 

16  of  the  applicable  stock  price. 

17  "(D)  Strike  price. — For  purposes  of 

18  this  paragraph,  the  term  'strike  price'  means 

19  the  price  at  which  the  option  is  exercisable. 

20  "(E)  Applicable  stock  price. — For  pur- 

21  poses  of  this  paragraph,  the  term  'applicable  stock 

22  price'  means,  with  respect  to  any  stock  for  which 

23  an  option  has  been  granted — 

24  "(i)  the  closing  price  of  such  stock  on 

25  the  most  recent  day  on  which  such  stock  was 
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1  traded  before  the  date  on  which  such  option 

2  was  granted,  or 

3  "(ii)  the  opening  price  of  such  stock  on 

4  the  day  on  which  such  option  was  granted, 

5  but  only  if  such  price  is  greater  than  110 

6  percent  of  the  price  determined  under  clause 

7  (i). 

8  "(F)  Regulations. — The  Secretary  shall 

9  prescribe  such  regulations  as  may  be  necessary  or 

10  appropriate  to  carry  out  the  purposes  of  this  para- 

11  graph.  Such  regulations  may  include  modifications 

12  to  the  provisions  of  this  paragraph  which  are  ap- 

13  propriate  to  take  account  of  changes  in  the  prac- 

14  tices  of  option  exchanges  or  to  prevent  the  use  of 

15  options  for  tax  avoidance  purposes." 

16  (b)  Repeal  of  Exception  foe  Stock. — 

17  (1)   In   geneeal. — Paragraph   (1)    of  section 

18  1092(d)  I  (defining  personal  property)  is  amended  by 

19  striking  out  "(other  than  stock)". 

20  (2)  Exception  wheee  steaddle  consists  of 

21  holding  stock. — Subsection  (d)  of  section  1092  is 

22  amended  by  redesignating  paragraphs  (3),  (4),  (5),  and 

23  (6)  as  paragraphs  (4),  (5),  (6),  and  (7)  respectively,  and 

24  by  inserting  after  paragraph  (2)  the  following  new 

25  paragraph: 
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1  "(3)  Exception  where  straddle  consists 

2  of  holding  stock. — 

3  "(A)   In   general. — The   term  'straddle' 

4  shall  not  include  any  offsetting  positions  which 

5  (but  for  this  subparagraph)  would  be  a  straddle  if 

6  all  of  such  positions  consist  of — 

7  "(i)  the  holding  of  stock,  or 

8  "(ii)  the  short  sale  of  stock. 

9  "(B)  Special  rule  for  offsetting  posi- 

10  tion  stock. — Subparagraph  (A)  shall  not  apply 

11  in  the  case  of  stock  of  a  corporation  formed  or 

12  availed  of  to  take  positions  in  personal  property 

13  which  offset  positions  taken  by  any  shareholder." 

14  (c)  Treatment  of  Gain  or  Loss  Where  Taxpayer 

15  Grantor  of  Option  To  Buy  Stock. — Section  1092  is 

16  amended  by  redesignating  subsection  (f)  as  subsection  (g)  and 

17  by  inserting  after  subsection  (e)  the  following  new  subsection: 

18  "(f)  Treatment  of  Gain  or  Loss  Where  Taxpay- 

19  er  Grantor  of  Option  To  Buy  Stock. — If — 

20  "(1)  the  taxpayer  holds  any  stock,  and 

21  "(2)  at  any  time  while  the  taxpayer  holds  such 

22  stock,  there  is  outstanding  an  option  granted  by  the 

23  taxpayer  to  purchase  such  stock  and  such  option  has  a 

24  strike  price  less  than  the  applicable  stock  price, 
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1  any  amount  which  (but  for  this  subsection)  would  be  treated 

2  as  long-term  capital  gain  with  respect  to  such  stock  (or  any 

3  substituted  basis  property  with  respect  to  such  stock)  shall  be 

4  treated  as  short-term  capital  gain  to  the  extent  of  any  short- 

5  term  capital  loss  recognized  on  the  option." 

6  (d)  Effective  Dates. — 

7  (1)  In  geneeal. — Except  as  otherwise  provided 

8  in  this  subsection,  the  amendments  made  by  this  sec- 

9  tion  shall  apply  to  positions  established  after  October 

10  31,  1983,  in  taxable  years  ending  after  such  date. 

11  (2)  Special  eule  foe  offsetting  position 

12  stock. — In  the  case  of  any  stock  of  a  corporation 

13  formed  or  availed  of  to  take  positions  in  personal  prop- 

14  erty  which  offset  positions  taken  by  any  shareholder, 

15  the  amendments  made  by  this  section  shall  apply  to 

16  positions  established  on  or  after  May  23,  1983,  in  tax- 

17  able  years  ending  on  or  after  such  date. 

18  (3)  Subsection  (c). — The  amendment  made  by 

19  subsection  (c)  shall  apply  to  positions  established  after 

20  March  1,  1984,  in  taxable  years  ending  after  such 

21  date. 

22  SEC.  102.  SECTION  1256  EXTENDED  TO  CERTAIN  OPTIONS. 

23  (a)  Geneeal  Rule. — 

24  (1)  Section  1256  (relating  to  regulated  futures 

25  contracts  marked  to  market)  is  amended — 
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1  (A)  by  striking  out  "regulated  futures  con- 

2  tract"  each  place  it  appears  and  inserting  in  lieu 

3  thereof  "section  .1256  contract",  and 

4  (B)  by  striking  out  "regulated  futures  con- 

5  tracts"  each  place  it  appears  and  inserting  in  lieu 

6  thereof  "section  1256  contracts". 

7  (2)  Subsection  (b)  of  section  1256  is  amended  to 

8  read  as  follows: 

9  "(b)  Section  1256  Contract  Defined. — For  pur- 

10  poses  of  this  section,  the  term  'section  1256  contract' 

1 1  means — 

12  "(1)  any  regulated  futures  contract, 

13  "(2)  any  foreign  currency  contract, 

14  "(3)  any  nonequity  option,  and 

15  "(4)  any  dealer  equity  option." 

16  (3)  Subsection  (g)  of  section  1256  is  amended  to 

17  read  as  follows: 

18  "(g)  Definitions. — For  purposes  of  this  section — 

19  "(1)   Regulated   futures   contracts  de- 

20  fined. — The  term  'regulated  futures  contract'  means  a 

21  contract — 

22  "(A)  with  respect  to  which  the  amount  re- 

23  quired  to  be  deposited  and  the  amount  which  may 

24  be  withdrawn  depends  on  a  system  of  marking  to 

25  market,  and 
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1  "(B)  which  is  traded  on  or  subject  to  the 

2  rules  of  a  qualified  board  or  exchange. 

3  "(2)  Foreign  currency  contract  defined. — 

4  "(A)  Foreign  currency  contract. — The 

5  term  'foreign  currency  contract'  means  a  con- 

6  tract — 

7  "(i)  which  requires  delivery  of  a  foreign 

8  currency  which  is  a  currency  in  which  posi- 

9  tions  ,are  also  traded  through  regulated  fu- 

10  tures  contracts, 

11  "(ii)  which  is  traded  in  the  interbank 

12  market,  and 

13  "(iii)  which  is  entered  into  at  arm's 

14  length  at  a  price  determined  by  reference  to 

15  the  price  in  the  interbank  market. 

16  "(B)  Regulations. — The  Secretary  shall 

17  prescribe  such  regulations  as  may  be  necessary  or 

18  appropriate  to  carry  out  the  purposes  of  subpara- 

19  graph  (A),  including  regulations  excluding  from 

20  the  application  of  subparagraph  (A)  any  contract 

21  (or  type  of  contract)  if  its  application  thereto 

22  would  be  inconsistent  with  such  purposes. 

23  "(3)  Nonequity  option. — The  term  'nonequity 

24  option'  means  any  listed  option  which  is  not  an  equity 

25  option. 
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1  "(4)  Dealer  equity  option. — The  term  'dealer 

2  equity  option'  means,  with  respect  to  an  options  dealer, 

3  any  listed  option  which — 

4  "(A)  is  an  equity  option, 

5  "(B)  is  purchased  or  granted  by  such  options 

6  dealer  in  the  normal  course  of  his  trade  or  busi- 

7  ness,  and 

8  "(C)  is  listed  on  the  national  securities  ex- 

9  change  on  which  such  options  dealer  is  registered. 

10  "(5)  Listed  option. — The  term  'listed  option' 

11  means  any  option  (other  than  a  right  to  acquire  stock 

12  from  the  issuer)  which  is  traded  on  (or  subject  to  the 

13  rules  of)  a  qualified  board  or  exchange. 

14  "(6)  Equity  option. — The  term  'equity  option' 

15  means  any  option  to  buy  or  sell  stock.  Such  term  also 

16  includes  any  other  option  with  respect  to  an  index  or  a 

17  group  of  stocks  unless — 

18  "(A)  there  is  in  effect  a  designation  by  the 

19  Commodity  Futures  Trading  Commission  of  a 

20  contract  market  for  a  contract  based  on  such 

21  index  or  group  of  stocks,  or 

22  "(B)  the   Secretary  determines  that  such 

23  option  meets  the  requirements  of  the  Commodity 

24  Futures  Trading  Commission  in  effect  for  such  a 

25  designation. 


1  "(7)  Qualified  boaed  oe  exchange. — The 

2  term  'qualified  board  or  exchange'  means — 

3  "(A)  a  national  securities  exchange  which  is 

4  registered  with   the   Securities   and  Exchange 

5  Commission, 

6  "(B)  a  domestic  board  of  trade  designated  as 

7  a  contract  market  by  the  Commodity  Futures 

8  Trading  Commission,  or 

9  "(C)  any  other  exchange  or  board  of  trade 

10  which  the  Secretary  determines  has  rules  ade- 

11  quate  to  carry  out  the  purposes  of  this  section. 

12  "(8)    Options    dealee. — The    term  'options 

13  dealer'  means  any  person  registered  with  the  Securities 

14  and  Exchange  Commission  and  an  appropriate  national 

15  securities  exchange  as  a  market  maker  or  specialist  in 

16  listed  options." 

17  (b)  Capital  Gain  Teeatment  foe  Teadees  in  Sec- 

18  tion  1256  Conteacts. — Subsection  (f)  of  section  1256  (re- 

19  lating  to  special  rules)  is  amended  by  adding  at  the  end  there- 

20  of  the  following  new  paragraphs: 

21  "(3)  Capital  gain  teeatment  foe  teadees 

22  in  section  12  56  conteacts. — 

23  "(A)  In  geneeal. — For  purposes  of  this 

24  title,  gain  or  loss  from  trading  of  section  1256 

25  contracts  (whether  or  not  such  trading  is  in  the 
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1  ordinary  course  of  the  taxpayer's  trade  or  business 

2  of  trading  section  1256  contracts)  shall  be  treated 

3  as  gain  or  loss  from  the  sale  or  exchange  of  a 

4  capital  asset. 

5  "(B)  Exception  foe  ceetain  hedging 

6  teans  actions  . — Subparagraph    (A)    shall  not 

7  aPPty  to  any  section  1256  contract  to  the  extent 

8  such  contract  is  held  for  purposes  of  hedging 

9  property  if  any  gain  or  loss  with  respect  to  such 

10  property  in  the  hands  of  the  taxpayer  would  be 

11  ordinary  income  or  loss. 

12  "(C)  Teeatment  of  undeelying  peopee- 

13  ty. — For  purposes  of  determining  whether  gain 

14  or  loss  with  respect  to  any  property  is  ordinary 

15  income  or  loss,  the  fact  that  the  taxpayer  is  in  the 

16  trade  or  business  of  trading  section  1256  con- 

17  tracts  related  to  such  property  shall  not  be  taken 

18  into  account. 

19  "(4)  Subsection  (a)(3)  not  to  apply  to  cee- 

20  TAIN   LIMITED   PAETNEES    OE   LIMITED  ENTEEPEE- 

21  neues. — Paragraph  (3)  of  subsection  (a)  shall  not 

22  apply  to  any  gain  or  loss  with  respect  to  dealer  equity 

23  options  which  are  allocable  to  limited  partners  or  limit- 

24  ed  entrepreneurs  (within  the  meaning  of  subsection 

25  (e)(3))." 
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1  (c)  Technical  and  Confoeming  Amendments. — 

2  (1)  Subsection  (c)  of  section  1256  (relating  to  ter- 

3  minations,  etc.)  is  amended — 

4  (A)  by  striking  out  "by  taking  or  making  de- 

5  livery,"  in  paragraph  (1)  and  inserting  in  lieu 

6  thereof  "by  taking  or  making  delivery,  by  exercise 

7  or  being  exercised  by  assignment  or  being  as- 

8  signed,  by  lapse,", 

9  (B)  by  striking  out  "takes  delivery  under"  in 

10  paragraph  (2)  and  inserting  in  lieu  thereof  "takes 

11  delivery  under  or  exercises",  and 

12  (C)  by  striking  out  "takes  deliveey  on" 

13  in  the  heading  of  paragraph  (2)  and  inserting  in 

14  lieu  thereof  "takes  deliveey  on  oe  exee- 

15  cises". 

16  (2)  Subsection  (d)  of  section  1092  (as  in  effect 

17  before  the  amendments  made  by  section  101)  is  amend- 

18  ed  by  striking  out  paragraphs  (4)  and  (5)  and  inserting 

19  in  lieu  thereof  the  following: 

20  "(4)  Special  eule  foe  section  12 56  con- 

21  teacts. — In  the  case  of  a  straddle  at  least  1  (but  not 

22  all)  of  the  positions  of  which  are  section  1256  con- 

23  tracts,  the  provisions  of  this  section  shall  apply  to  any 

24  section  1256  contract  and  any  other  position  making 

25  up  such  straddle. 
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1  "(5)  Section  12 56  conteact. — The  term  'sec- 

2  tion  1256  contract'  has  the  meaning  given  such  term 

3  by  section  1256(b)." 

4  (3)  Subsection  (c)  of  section  1212  (relating  to  car- 

5  ryback  of  losses  from  regulated  futures  contracts  to 

6  offset  prior  gains  from  such  contracts)  is  amended — 

7  (A)  by  striking  out  "net  commodity  futures 

8  loss"  each  place  it  appears  (including  in  any  head- 

9  ings)  and  inserting  in  lieu  thereof  "net  section 

10  1256  contracts  loss", 

11  (B)  by  striking  out  "regulated  futures  con- 

12  tracts"  each  place  it  appears  (including  in  any 

13  headings)  and  inserting  in  lieu  thereof  "section 

14  1256  contracts",  and 

15  (C)  by  striking  out  "net  commodity  futures 

16  gain"  each  place  it  appears  (including  in  any 

17  headings)  and  inserting  in  lieu  thereof  "net  section 

18  1256  contract  gain". 

19  (4)  Paragraph  (1)  of  section  1234A  (relating  to 

20  gains  or  losses  from  certain  terminations)  is  amended 

21  by  striking  out  "a  regulated  futures  contract"  and  in- 

22  serting  in  lieu  thereof  "a  section  1256  contract". 

23  (5)   The   section  heading  for  section   1256  is 

24  amended  by  striking  out  "REGULATED  FUTURES 
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1  CONTRACTS"  and  inserting  in  lieu  thereof  "SECTION 

2  1256  CONTRACTS  '. 

3  (6)  The  table  of  sections  for  part  IY  of  subchapter 

4  P  of  chapter  1  is  amended  by  striking  out  "Regulated 

5  futures  contracts"  and  inserting  in  lieu  thereof  "Sec- 

6  tion  1256  contracts". 

7  (d)  Effective  Dates. — 

8  (1)  In  geneeal. — Except  as  otherwise  provided 

9  in  this  subsection  or  subsection  (e),  the  amendments 

10  made  by  this  section  shall  apply  to  positions  established 

11  after  the  date  of  the  enactment  of  this  Act,  in  taxable 

12  years  ending  after  such  date. 

13  (2)  Special  eule  foe  options  on  eegulated 

14  futuees  conteacts. — In  the  case  of  any  option  with 

15  respect  to  a  regulated  futures  contract  (within  the 

16  meaning  of  section  1256  of  the  Internal  Revenue  Code 

17  of  1954),  the  amendments  made  by  this  section  shall 

18  apply  to  positions  established  after  October  31,  1983, 

19  in  taxable  years  ending  after  such  date. 

20  (e)  Elections  With  Respect  to  Peopeety  Held 

21  on  oe  Befoee  the  Date  of  the  Enactment  of  This 

22  Act. — At  the  election  of  the  taxpayer — 

23  (1)  the  amendments  made  by  this  section  shall 

24  apply  to  all  section  1256  contracts  held  by  the  taxpay- 

25  er  on  the  date  of  the  enactment  of  this  Act,  effective 


194 

1  for  periods  after  such  date  in  taxable  years  ending  after 

2  such  date,  or 

3  (2)  in  lieu  of  an  election  under  paragraph  (1),  the 

4  amendments  made  by  this  section  shall  apply  to  all 

5  section  1256  contracts  held  by  the  taxpayer  at  any 

6  time  during  the  taxable  year  of  the  taxpayer  which  in- 

7  eludes  the  date  of  the  enactment  of  this  Act. 

8  (f)  Election  for  Installment  Payment  of  Tax 

9  Attributable  to  Stock  Options. — 

10  (1)  If  the  taxpayer  makes  an  election  under  this 

1 1  subsection — 

12  (A)  the  taxpayer  may  pay  part  or  all  the  tax 

13  for  the  taxable  year  referred  to  in  subsection  (e)(2) 

14  in  2  or  more  (but  not  exceeding  5)  equal  install- 

15  ments,  and 

16  (B)  the  maximum  amount  of  tax  which  may 

17  be  paid  in  installments  under  this  subsection  shall 

18  be  the  excess  of — 

19  (i)  the  tax  for  such  taxable  year  deter- 

20  mined  by  taking  into   account  subsection 

21  (e)(2),  over 

22  (ii)  the  tax  for  such  taxable  year  deter- 

23  mined  by  taking  into   account  subsection 

24  (e)(2)  and  by  treating  all  section  1256  con- 

25  tracts  which  are  stock  options  and  which 
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1  were  held  by  the  taxpayer  on  the  first  day  of 

2  such  taxable  year  as  having  been  acquired 

3  for  a  purchase  price  equal  to  their  fair 

4  market  value  on  the  last  business  day  of  the 

5  preceding  taxable  year. 

6  An  election  under  this  subsection  may  be  made  only  if 

7  the  taxpayer  makes  an  election  under  subsection  (e)(2). 

8  (2)  Date  foe  payment  of  installment. — 

9  (A)  If  an  election  is  made  under  this  subsec- 

10  tion,  the  first  installment  under  paragraph  (1) 

11  shall  be  paid  on  or  before  the  due  date  for  filing 

12  the  return  for  the  taxable  year  described  in  para- 

13  graph  (1),  and  each  succeeding  installment  shall 

14  be  paid  on  or  before  the  date  which  is  one  year 

15  after  the  date  prescribed  for  payment  of  the  pre- 

16  ceding  installment. 

17  (B)  If  a  bankruptcy  case  or  insolvency  pro- 

18  ceeding  involving  the  taxpayer  is  commenced 

19  before  the  final  installment  is  paid,  the  total 

20  amount  of  any  unpaid  installments  shall  be  treated 

21  as  due  and  payable  on  the  day  preceding  the  day 

22  on  which  such  case  or  proceeding  is  commenced. 

23  (3)  Interest  imposed. — For  purposes  of  section 

24  6601  of  the  Internal  Revenue  Code  of  1954,  the  time 

25  for  payment  of  any  tax  with  respect  to  which  an  elec- 
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1  tion  is  made  under  this  subsection  shall  be  determined 

2  without  regard  to  this  subsection. 

3  (4)  Form  of  election. — An  election  under  this 

4  subsection  shall  be  made  not  later  than  the  time  for 

5  filing  the  return  for  the  taxable  year  described  in  para- 

6  graph  (1)  and  shall  be  made  in  the  manner  and  form 

7  required  by  regulations  prescribed  by  the  Secretary. 

8  The  election  shall  set  forth — 

9  (A)  the  amount  determined  under  paragraph 

10  (1)(B)  and  the  number  of  installments  elected  by 

11  the  taxpayer, 

12  (B)  each  section  1256  contract  which  is  a 

13  stock  option  held  by  the  taxpayer  on  the  first  day 

14  of  the  taxable  year  described  in  paragraph  (1), 

15  and  the  date  such  contract  was  acquired, 

16  (C)  the  fair  market  value  on  the  last  business 

17  day  of  the  preceding  taxable  year  of  every  con- 

18  tract  described  in  subparagraph  (B),  and 

19  (D)  such  other  information  for  purposes  of 

20  carrying  out  the  provisions  of  this  subsection  as 

21  may  be  required  by  such  regulations. 

22  (g)  Definitions. — For  purposes  of  subsections  (e)  and 

23  (f)— 

24  (1)  Section  12 56  contract. — The  term  "sec- 

25  tion  1256  contract"  has  the  meaning  given  to  such 
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1  term  by  section  1256(b)  of  the  Internal  Revenue  Code 

2  of  1954  (as  amended  by  this  section). 

3  (2)  Stock  option. — The  term  "stock  option" 

4  means  any  option  to  buy  or  sell  stock. 

5  SEC.  103.  REGULATIONS  UNDER  SECTION  1092(b). 

6  (a)  Geneeal  Rule. — Subsection  (b)  of  section  1092 

7  (relating  to  character  of  gain  or  loss;  wash  sales)  is  amended 

8  to  read  as  follows: 

9  "(b)  Regulations. — The  Secretary  shall  prescribe 

10  such  regulations  with  respect  to  gain  or  loss  on  positions 

1 1  which  are  part  of  a  straddle  as  may  be  necessary  to  carry  out 

12  the  purposes  of  this  section.  To  the  extent  consistent  with 

13  such  purposes,  such  regulations  shall  include  rules  applying 

14  the  principles  of  subsections  (a)  and  (d)  of  section  1091  and  of 

15  subsections  (b)  and  (d)  of  section  1233." 

16  (b)  Requieement  That  Regulations  Be  Issued 

17  Within  6  Months  Aftee  the  Date  of  Enactment. — 

18  The  Secretary  of  the  Treasury  or  his  delegate  shall  prescribe 

19  regulations  under  section  1092(b)  of  the  Internal  Revenue 

20  Code  of  1954  (including  regulations  relating  to  mixed  strad- 

21  dies)  not  later  than  the  date  6  months  after  the  date  of  the 

22  enactment  of  this  Act. 
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1  SEC.  104.  LIMITATION  ON  LOSSES  FROM  HEDGING  TRANSAC- 

2  TIONS. 

3  (a)  Geneeal  Rule. — Subsection  (e)  of  section  1256 

4  (relating  to  mark  to  market  not  to  apply  to  hedging  transac- 

5  tions)  is  amended  by  adding  at  the  end  thereof  the  following 

6  new  paragraph: 

7  "(5)  Limitation  on  losses  from  hedging 

8  transactions . — 

9  "(A)  In  general. — 

10  "(i)  Limitation. — Any  hedging  loss  for 

11  a  taxable  year  shall  be  allowed  only  to  the 

12  extent  of  the  taxable  income  of  the  taxpayer 

13  for  such  taxable  year  attributable  to  the 

14  trade  or  business  in  which  the  hedging  trans- 

15  actions  were  entered  into.  For  purposes  of 

16  the  preceding  sentence,  taxable  income  shall 

17  be  determined  by  not  taking  into  account 

18  items  attributable  to  hedging  transactions. 

19  "(ii)    Carryover    of  disallowed 

20  loss. — Any  hedging  loss  disallowed  under 

21  clause  (i)  shall  be  treated  as  a  deduction  at- 

22  .  tributable  to  a  hedging  transaction  allowable 

23  in  the  first  succeeding  taxable  year. 

24  "(B)     Exception     where  economic 

25  loss.— Subparagraph  (A)(i)  shall  not  apply  to  any 

26  hedging  loss  to  the  extent  that  such  loss  exceeds 
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1  the  aggregate  unrecognized  gains  from  hedging 

2  transactions  as  of  the  close  of  the  taxable  year. 

3  "(C)  Exception  foe  certain  hedging 

4  transactions. — In  the  case  of  any  hedging 

5  transaction  relating  to  property  other  than  stock 

6  or  securities,  this  section  shall  only  apply  in  the 

7  case  of  a  taxpayer  described  in  section  465(a)(1). 

8  "(D)  Hedging  loss. — The  term  'hedging 

9  loss'  means  the  excess  of — 

10  "(i)  the  deductions  allowable  under  this 

11  chapter  for  the  taxable  year  attributable  to 

12  hedging    transactions    (determined  without 

13  regard  to  subparagraph  (A)(i)),  over 

14  "(ii)  income  received  or  accrued  by  the 

15  taxpayer  during  such  taxable  year  from  such 

16  transactions. 

17  "(E)  Unrecognized  gain. — The  term  'un- 

18  recognized  gain'  has  the  meaning  given  to  such 

19  term  by  section  1092(a)(3)." 

20  (b)  Effective  Date. — The  amendment  made  by  sub- 


21  section  (a)  shall  apply  to  taxable  years  beginning  after  De~ 

22  cember  31,  1984. 
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1  SEC.  105.  CLARIFICATION  THAT  SECTION  1234  APPLIES  TO 

2  CASH  SETTLEMENT  OPTIONS. 

3  (a)  General  Rule. — Section  1234  (relating  to  options 

4  to  buy  or  sell)  is  amended  by  adding  at  the  end  thereof  the 

5  following  new  subsection: 

6  "(c)  Treatment  of  Cash  Settlement  Options. — 

7  "(1)  In  general. — For  purposes  of  subsections 

8  (a)  and  (b),  a  cash  settlement  option  shall  be  treated  as 

9  an  option  to  buy  or  sell  property. 

10  "(2)  Cash  settlement  option. — For  purposes 

11  of  paragraph  (1),  the  term  'cash  settlement  option' 

12  means  any  option  which  on  exercise  settles  in  (or  could 

13  be  settled  in)  cash  or  property  other  than  the  underly- 

14  ing  property." 

15  (b)  Effective  Date. — The  amendment  made  by  sub- 

16  section  (a)  shall  apply  to  options  purchased  or  granted  after 

17  October  31,  1983,  in  taxable  years  ending  after  such  date. 

18  Subtitle  I — Employee  Benefit 

19  Provisions 

20  PART  I— WELFARE  BENEFIT  PLANS 

21  SEC.  111.  TREATMENT  OF  FUNDED  WELFARE  BENEFIT  PLANS. 

22  (a)  Geneeal  Rule. — Part  I  of  subchapter  D  of  chap- 

23  ter  1  (relating  to  pension,  profit  sharing,  stock  bonus  plans, 

24  etc.)  is  amended  by  adding  at  the  end  thereof  the  following 

25  new  subpart: 
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1  "Subpart  D— Treatment  of  Welfare  Benefit  Funds 

"Sec.  419.  Treatment  of  funded  welfare  benefit  plans. 

2  "SEC.    419.   TREATMENT   OF   FUNDED   WELFARE  BENEFIT 

3  PLANS. 

4  "(a)  (xENEKAL  Rule. — Contributions  paid  or  accrued 

5  by  an  employer  to  a  welfare  benefit  fund — 

6  "(1)  shall  not  be  deductible  under  section  162  or 

7  212,  but 

8  "(2)  if  they  satisfy  the  requirements  of  either  of 

9  such  sections,  shall  (subject  to  the  limitation  of  subsec- 

10  tion  (b))  be  deductible  under  this  section  for  the  taxable 

11  year  in  which  paid. 

12  "(b)  Limitation. — The  amount  of  the  deduction  allow- 

13  able  under  subsection  (a)(2)  for  any  taxable  year  shall  not 

14  exceed  the  welfare  benefit  fund's  qualified  cost  for  the  taxable 

15  year. 

16  "(c)  Qualified  Cost. — For  purposes  of  this  section — 

17  "(1)  In  geneeal. — Except  as  otherwise  provided 

18  in  this  subsection,  the  term  'qualified  cost'  means,  with 

19  respect  to  any  taxable  year,  the  sum  of — 

20  "(A)  the  qualified  direct  cost  for  such  taxable 

21  year,  and 

22  "(B)  subject  to  the  limitation  of  paragraph 

23  (4)(B),  any  addition  to  a  qualified  asset  account 

24  for  the  taxable  year. 
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1  "(2)  Income  adjustments. — In  the  case  of  any 

2  welfare  benefit  fund,  the  qualified  cost  for  any  taxable 

3  year  shall  be  reduced  by  such  fund's  after- tax  income 

4  for  such  taxable  year. 

5  "(3)  Qualified  dieect  cost. — 

6  "(A)   In   geneeal. — The   term  'qualified 

7  direct  cost'  means,  with  respect  to  any  taxable 

8  year,  the  aggregate  amount  which  would  have 

9  been  allowable  as  a  deduction  to  the  employer 

10  with  respect  to  the  benefits  provided  during  the 

11  taxable  year,  if — 

12  "(i)  such  benefits  were  provided  directly 

13  by  the  employer,  and 

14  "(ii)  the  employer  used  the  cash  receipts 

15  and  disbursements  method  of  accounting. 

16  "(B)  Time  when  benefits  peovtded. — 

17  For  purposes  of  subparagraph  (A),  a  benefit  shall 

18  be  treated  as  provided  when  such  benefit  would 

19  be  includible  in  the  gross  income  of  the  employee 

20  if  provided  directly  by  the  employer  (or  would  be 

21  so  includible  but  for  any  provision  of  this  chapter 

22  excluding  such  benefit  from  gross  income). 

23  "(C)  Adjustment  to  qualified  dieect 

24  COST  FOE  EXCESS  CHANGEOVEE  EESEEVE. — 
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1  "(i)  In  geneeal. — In  the  case  of  a 

2  welfare  benefit  fund  with  an  excess  change- 

3  over  reserve,  the  qualified  direct  cost  for  any 

4  taxable  year — 

5  "(I)  shall  be  applied  against  the 

6  amount  of  such  reserve,  and 

7  "(II)  to  the  extent  so  applied  shall 

8  not  be  taken  into  account  under  para- 

9  graph  (1)(A).  • 

10  "(ii)  Excess  eeseeve  eeduced  not 

11  MOEE    EAPIDLY    THAN    EAT  ABLY    OVEE  5 

12  taxable  years. — Clause  (i)  shall  not  apply 

13  for  any  taxable  year  to  the  extent  that  the 

14  application  of  clause  (i)  to  such  taxable  year 

15  and  preceding  taxable  years  result  in  the 

16  excess   changeover  reserve  being  reduced 

17  more  rapidly  than  ratably  over  the  first  5 

18  taxable  years  ending  after  March  31,  1984. 

19  "(iii)     Excess     changeovee  ee- 

20  seeve. — For  purposes  of  this  subparagraph, 

21  the  term  'excess  changeover  reserve'  means 

22  the  excess  of — 

23  "(I)  the  amount  of  assets  set  aside 

24  for   purposes   described   in  paragraph 

25  (4)(A)  as  of  March  31,  1984,  over 
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1  "(II)    the    amount   which  would 

2  have  been  permitted  to  be  set  aside 

3  under  paragraph  (4)(B)  as  of  such  date. 

4  "(4)  Qualified  asset  account. — 

5  "(A)  In  geneeal. — The  term  'qualified 
*      6  asset  account'  means  any  assets  set  aside  to  pro- 

7  vide  for  the  payment  of  welfare  benefits,  other 

8  than  facilities  used  in  the  provision  of  such 

9  benefits.  • 

10  "(B)  Limitation. — The  limitation  provided 

11  by  this  subparagraph  for  any  taxable  year  is  the 

12  amount  (if  any)  which  would  have  to  be  added  to 

13  the  qualified  asset  account  so  that  the  amount  in 

14  such  account  as  of  the  close  of  the  taxable  year 

15  equals  75  percent  of  the  average  annual  qualified 

16  direct  costs  (other  than  insurance  premiums)  for 

17  taxable  years  in  the  base  period  for  benefits  for 

18  which  reserves  are  permitted. 

19  "(C)  Valuation. — For  purposes  of  subpar- 

20  agraph  (B),  the  amount  of  the  qualified  asset  ac- 

21  count  shall  be  the  value  of  the  assets  in  such  ac- 

22  count  (as  determined  under  regulations). 

23  "(D)  Base  period. — The  term  'base  period' 

24  means  the  period  consisting  of  the  taxable  year 

25  and  the  preceding  taxable  year. 
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"(E)  Benefits  for  which  reserves  are 

2  permitted. — The  term  'benefits  for  which  re- 

3  serves  are  permitted'  means  any  life  insurance, 

4  accident,  sickness,  severance  pay,  supplemental 

5  unemployment,  or  group  legal  benefits. 

6  "(F)   Higher   limitation   in  certain 

7  cases. — In  the  case  of  benefits  for  which  re- 

8  serves  are  permitted,  the  Secretary  shall  by  regu- 

9  lations  provide  that  the  amount  of  the  qualified 

10  asset  account  may  exceed  the  limitation  of  sub- 

11  paragraph  (B) — 

12  "(i)  if  the  limitation  of  subparagraph  (B) 

13  is  less  than  the  amount  of  claims  incurred 

14  but  unpaid  and  expected  to  be  paid  before 

15  the  close  of  the  next  taxable  year,  or 

16  "(ii)  if  the  liability  for  which  the  ac- 

17  count  was  established  is  under  a  collective 

18  bargaining  agreement  and  a  higher  reserve  is 

19  necessary. 

20  "(5)  After-tax  income. — 

21  "(A)   In   general. — The   term  'after-tax 

22  income'  means,  with  respect  to  any  taxable  year, 

23  the  gross  income  of  the  welfare  benefit  fund  re- 

24  duced  by  the  sum  of — 
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1  "(i)  the  deductions  allowed  by  this  chap- 

2  ter  which  are  directly  connected  with  the 

3  production  of  such  gross  income,  and 

4  "(ii)  the  tax  imposed  by  this  chapter  on 

5  the  fund  for  the  taxable  year. 

6  "(B)  Treatment  of  certain  amounts. — 

7  In  determining  the  gross  income  of  any  welfare 

8  benefit  fund — 

9  "(i)  contributions  and  other  amounts  re- 

10  ceived  from  employees  shall  be  taken  into 

11  account,  but 

12  "(ii)  contributions  from  the  employer 

13  shall  not  be  taken  into  account. 

14  "(6)  Item  only  taken  into  account  once. — 

15  No  item  may  be  taken  into  account  more  than  once  in 

16  determining  the  qualified  cost  of  any  welfare  benefit 

17  fund. 

18  "(d)  Carryover  of  Excess  Contributions. — If — 

19  "(1)  the  amount  of  the  contributions  paid  (or 

20  deemed  paid  under  this  subsection)  by  the  employer 

21  during  any  taxable  year  to  a  welfare  benefit  fund, 

22  exceeds 

23  "(2)  the  limitation  of  subsection  (b), 


24  such  excess  shall  be  treated  as  an  amount  paid  by  the  em- 

25  ployer  to  such  fund  during  the  succeeding  taxable  year. 
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1  "(e)  Welfare  Benefit  Fund. — For  purposes  of  this 

2  section — 

3  "(1)  In  general. — The  term  'welfare  benefit 

4  fund'  means  any  fund — 

5  "(A)  which  is  part  of  a  plan  of  an  employer, 

6  and 

7  "(B)  through  which  the  employer  provides 

8  welfare  benefits  to  employees  or  their  benefici- 

9  aries. 

10  "(2)  Welfare  benefit. — The  term  'welfare 

11  benefit'  means  any  benefit  other  than  a  benefit  with  re- 

12  spect  to  which — 

13  "(A)  section  83(h)  applies, 

14  "(B)  section  404  applies  (determined  without 

15  regard  to  section  404(b)(2)), 

16  "(C)  section  404A  applies,  or 

17  "(D)  an  election  under  section  463  applies. 

18  "(3)  Fund.— The  term  'fund'  means— 

19  "(A)  any  organization  described  in  paragraph 

20  (7),  (9),  (17),  or  (20)  of  section  501(c),  and 

21  "(B)  any  trust,  corporation,  or  other  organi- 

22  zation  not  exempt  from  the  tax  imposed  by  this 

23  chapter. 

24  "(f)  Method  of  Contributions,  Etc.,  Having  the 


25  Effect  of  a  Plan. — If — 
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1  "(1)  there  is  no  plan,  but 

2  "(2)  there  is  a  method  or  arrangement  of  employ- 

3  er  contributions  or  benefits  which  has  the  effect  of  a 

4  plan, 

5  this  section  shall  apply  as  if  there  were  a  plan. 

6  "(g)  Extension  to  Plans  foe  Independent  Con- 

7  tractors. — If  any  fund  would  be  a  welfare  benefit  fund  (as 

8  modified  by  subsection  (f))  but  for  the  fact  that  there  is  no 

9  employee-employer  relationship — 

10  "(1)  this  section  shall  apply  as  if  there  were  such 

11  plan,  and 

12  "(2)  any  references  in  this  section  to  the  employer 

13  shall  be  treated  as  a  reference  to  the  person  for  whom 

14  services  are  provided,  and  any  reference  in  this  section 

15  to  an  employee  shall  be  treated  as  a  reference  to  the 

16  person  providing  the  services. 

17  "(h)  Aggregation  Rules. — For  purposes  of  this 

18  section — 

19  "(1)  Aggregation  of  funds  of  employer. — 

20  All  welfare  benefit  funds  of  an  employer  shall  be  treat- 

21  ed  as  1  fund. 

22  "(2)  Treatment  of  related  employers. — 

23  Eules  similar  to  the  rules  of  subsections  (b),  (c),  (m), 

24  and  (n)  of  section  414  shall  apply.  For  purposes  of  the 
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1  preceding  sentence,  section  414(m)(5)(B)  shall  be  ap- 

2  plied  by  substituting  'section  318'  for  'section  267(c)'. 

3  "(i)  Regulations. — The  Secretary  shall  prescribe 


4  such  regulations  as  may  be  appropriate  to  carry  out  the  pur- 

5  poses  of  this  section.  Such  regulations  may  provide  that  the 

6  plan  administrator  of  any  welfare  benefit  fund  which  is  part 

7  of  a  multiemployer  plan  shall  submit  such  information  to  the 

8  employers  contributing  to  the  fund  as  may  be  necessary  to 

9  enable  the  employers  to  comply  with  the  provisions  of  this 
10  section/ ' 


11  (b)  Cleeical  Amendment. — The  table  of  subparts  for 

12  part  I  of  subchapter  D  of  chapter  1  is  amended  by  adding  at 

13  the  end  thereof  the  following  new  item: 

"Subpart  D.  Treatment  of  welfare  benefit  funds." 

14  (c)  Effective  Dates. — 

15  (1)  In  geneeal. — Except  as  otherwise  provided 

16  in  this  subsection,  the  amendments  made  by  this  sec- 

17  tion  shall  apply  to  contributions  paid  or  accrued  after 

18  March  31,  1984,  in  taxable  years  ending  after  such 

19  date. 

20  (2)  Special  eule  foe  collective  baegaining 

21  ageeements. — In  the  case  of  a  plan  maintained  pur- 

22  suant  to  1  or  more  collective  bargaining  agreements — 

23  (A)  between  employee  representatives  and  1 

24  or  more  employers,  and 
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1  (B)  in  effect  on  March  1,  1984  (or  ratified  on 

2  or  before  such  date), 

3  the  amendments  made  by  this  section  and  section  114 

4  shall  not  apply  to  years  beginning  before  the  later  of  (i) 

5  the  date  on  which  the  last  of  the  collective  bargaining 

6  agreements  relating  to  the  plan  terminates  (determined 

7  without  regard  to  any  extension  thereof  agreed  to  after 

8  March  1,  1984),  or  (ii)  January  1,  1986. 

9  (3)  Special  rule  for  paragraph  (2). — For 

10  purposes  of  paragraph  (2),  any  plan  amendment  made 

11  pursuant  to  a  collective  bargaining  agreement  relating 

12  to  the  plan  which  amends  the  plan  solely  to  conform  to 

13  any  requirement  added  by  this  section  or  section  114 

14  shall  not  be  treated  as  a  termination  of  such  collective 

15  bargaining  agreement. 

16  SEC  112.  TREATMENT  OF  UNFUNDED  DEFERRED  BENEFITS. 

17  (a)  General  Eule. — Subsection  (b)  of  section  404  (re- 

18  lating  to  method  of  contributions,  etc.,  having  the  effect  of  a 

19  plan)  is  amended  to  read  as  follows: 

20  "(b)  Method  of  Contributions,  Etc.,  Having  the 

21  Effect  of  a  Plan;  Unfunded  Deferred  Benefits. — 

22  "(1)  Method  of  contributions,  etc.,  having 

23  the  effect  of  a  plan. — If — 

24  "(A)  there  is  no  plan,  but 
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1  "(B)  there  is  a  method  or  arrangement  of 

2  employer  contributions  or  compensation  which  has 

3  the  effect  of  a  stock  bonus,  pension,  profit-sharing, 

4  or  annuity  plan,  or  other  plan  deferring  the  re- 

5  ceipt  of  compensation  (including  a  plan  described 

6  in  paragraph  (2)), 

7  subsection  (a)  shall  apply  as  if  there  were  such  a  plan. 

8  "(2)  Plans  peoviding  unfunded  defeeeed 

9  benefits. — 

10  "(A)  In  geneeal. — For  purposes  of  this 

11  section,  any  plan  providing  for  deferred  benefits 

12  (other  than  compensation)  for  employees,  their 

13  spouses,  or  their  dependents  shall  be  treated  as  a 

14  plan  deferring  the  receipt  of  compensation.  In  the 

15  case  of  such  a  plan,  for  purposes  of  this  section, 

16  the  determination  of  when  an  amount  is  includible 

17  in  gross  income  shall  be  made  without  regard  to 

18  any  provisons  of  this  chapter  excluding  such  bene- 

19  fits  from  gross  income. 

20  "(B)  Exception  foe  funded  benefits. — 

21  Subparagraph  (A)  shall  not  apply  to  any  benefit 

22  provided  through  a  welfare  benefit  fund  (as  de- 

23  fined  in  section  419(e))." 
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1  (b)  Cross  Reference. — Subsection  (j)  of  section  162 

2  (relating  to  cross  references)  is  amended  by  adding  at  the  end 

3  thereof  the  following  new  paragraph: 

"(3)  For  special  rules  relating  to — 

"(A)  funded  welfare  benefit  plans,  see  section  419, 
and 

"(B)  deferred  compensation  and  other  deferred 
benefits,  see  section  404." 


4  (c)  Effective  Date. — The  amendments  made  by  this 

5  section  shall  apply  to  amounts  paid  or  incurred  after  March 

6  31,  1984,  in  taxable  years  ending  after  such  date. 

7  SEC.   113.  ADDITIONAL  REQUIREMENTS  FOR  TAX-EXEMPT 

8  STATUS  OF  CERTAIN  ORGANIZATIONS. 

9  (a)  General  Rule. — Part  I  of  subchapter  P  of  chapter 

10  1  (relating  to  exempt  organizations)  is  amended  by  adding  at 

1 1  the  end  thereof  the  following  new  section: 

12  "SEC.  505.  ADDITIONAL  REQUIREMENTS  FOR  ORGANIZATIONS 

13  DESCRIBED  IN  PARAGRAPH  (9),  (17),  OR  (20)  OF 

14  SECTION  501(c). 

15  "(a)  Ceetain  Requirements  Must  Be  Met  in  the 

16  Case  of  Organizations  Described  in  Paragraph  (9), 

17  (17),  or  (20)  of  Section  501(c).— 

18  "(1)  Voluntary  employees'  beneficiary  as- 

19  sociations,  etc. — An  organization  described  in  para- 

20  graph  (9)  or  (20)  of  subsection  (c)  of  section  501  which 

21  is  part  of  a  plan  of  an  employer  shall  not  be  exempt 

22  from  tax  under  section  501(a)  unless  such  plan  meets 
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1  the  requirements  of  paragraphs  (1)  and  (2)  of  subsec- 

2  tion  (b)  of  this  section. 

3  "(2)  Supplemental  unemployment  compen- 

4  sation  benefit  teusts. — A  trust  described  in  para- 

5  graph  (17)  of  subsection  (c)  of  section  501  shall  not  be 

6  exempt  from  tax  under  section  501(a)  unless  the  plan 

7  of  which  such  trust  is  a  part  meets  the  requirements  of 

8  paragraph  (1)  of  subsection  (b)  of  this  section. 

9  "(3)  Exception  foe  collective  baegaining 

10  ageeements. — Paragraphs  (1)  and  (2)  shall  not  apply 

11  to  any  organization  which  is  part  of  a  plan  maintained 

12  pursuant  to  1  or  more  collective  bargaining  agreements 

13  between  1  or  more  employee  organizations  and  1  or 

14  more  employers. 

15  "(b)  Requieements. — 

16  "(1)  Utilization. — A  plan  meets  the  require- 

17  ments  of  this  paragraph  with  respect  to  any  class  of 

18  benefits  for  any  year  only  if  the  benefits  of  such  class 

19  provided  under  the  plan  during  such  year  to  highly 

20  compensated  individuals  do  not  exceed  25  percent  of 

21  the  benefits  of  such  class  provided  under  such  plan 

22  during  such  year. 

23  "(2)  Nondisceimination  eequieements. — 
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1  "(A)  In  general. — Except  as  provided  in 

2  subparagraph  (B),  a  plan  meets  the  requirements 

3  of  this  paragraph  only  if — 

4  "(i)  each  class  of  benefits  under  the  plan 

5  is  provided  under  a  classification  which  is  set 

6  forth  in  the  plan  and  which  is  found  by  the 

7  Secretary  not  to  be  discriminatory  in  favor  of 

8  employees  who  are  highly  compensated  indi- 

9  viduals,  and 

10  "(ii)  in  the  case  of  each  class  of  bene- 

11  fits,  such  benefits  do  not  discriminate  in 

12  favor  of  employees  who  are  highly  compen- 

13  sated  employees. 

14  A  life  insurance,  disability,  severance  pay,  or  sup- 

15  plemental  unemployment  benefit  shall  not  be  con- 

16  sidered  to  fail  to  meet  the  requirements  of  clause 

17  (ii)  merely  because  the  benefits  received  bears  a 

18  uniform  relationship  to  the  total  compensation,  or 

19  the  basic  or  regular  rate  of  compensation,  or  em- 

20  ployees  covered  by  the  plan. 

21  "(B)  Application  of  paragraph  where 

22  other     nondiscrimination     rules  pro- 

23  vlded. — In  the  case  of  any  benefit  for  which  non- 
24  discrimination  rules  are  applicable  under  a  provi- 
25  sion  of  law  other  than  this  subsection,  the  require- 
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1  merits  of  this  paragraph  are  met  only  if  such  rules 

2  are  satisfied  with  respect  to  such  benefit. 

3  "(C)  Aggeegation  rules. — Rules  similar 

4  to  the  rules  of  section  419(h)  shall  apply  for  pur- 

5  poses  of  this  subsection. 

6  "(3)  Highly  compensated  individual. — For 

7  purposes  of  this  subsection,  the  term  'highly  compen- 

8  sated  individual'  has  the  meaning  given  such  term  by 

9  section  105(h)(5).  For  purposes  of  the  preceding  sen- 

10  tence,  section  105(h)(5)  shall  be  applied  by  substituting 

11  '10  percent'  for  '25  percent'. 

12  "(c)  Requirement  That  Organization  Notify 

13  Secretary  That  it  is  Applying  for  Tax-Exempt 

14  Status. — 

15  "(1)  In  general. — -An  organization  shall  not  be 

16  treated  as  an  organization  described  in  paragraph  (9), 

17  (17),  or  (20)  of  section  501(c)— 

18  "(A)  unless  it  has  given  notice  to  the  Secre- 

19  tary,  in  such  manner  as  the  Secretary  may  by 

20  regulations  prescribe,  that  it  is  applying  for  recog- 
21.  nition  of  such  status,  or 

22  "(B)  for  any  period  before  the  giving  of  such 

23  notice,  if  such  notice  is  given  after  the  time  pre- 

24  scribed  by  the  Secretary  by  regulations  for  giving 

25  notice  under  this  subsection. 


216 

1  "(2)  Special  rule  for  existing  organiza- 

2  tions. — In  the  case  of  any  organization  in  existence 

3  on  March  31,  1984,  the  time  for  giving  notice  under 

4  paragraph  (1)  shall  not  expire  before  the  date  1  year 

5  after  the  date  of  the  enactment  of  this  section." 

6  (b)  Clerical  Amendment. — The  table  of  sections  for 

7  part  I  of  subchapter  P  of  chapter  1  is  amended  by  adding  at 

8  the  end  thereof  the  following  new  item: 

"Sec.  505.  Additional  requirements  for  organizations  described  in 
paragraph  (9),  (17),  or  (20)  of  section  501(c)." 

9  (c)  Effective  Date. — The  amendments  made  by  this 

10  section  shall  apply  to  taxable  years  beginning  after  December 

11  31,  1984. 

12  SEC.  114.  AMENDMENTS  TO  TAX  ON  UNRELATED  BUSINESS 

13  INCOME. 

14  (a)  Extension  of  Section  512(a)(3)  to  Supplemen- 

15  tal   Unemployment   Benefit   and    Group  Legal 

16  Trusts. — 

17  (1)  Paragraph  (3)  of  section  512(a)  (relating  to 

18  special  rules  applicable  to  organizations  described  in 

19  section  501(c)  (7)  or  (9))  is  amended  by  striking  out 

20  "section  501(c)  (7)  or  (9)"  each  place  it  appears  (in- 

21  eluding  in  the  paragraph  heading)  and  inserting  in  lieu 

22  thereof  "paragraph  (7),  (9),  (17),  or  (20)  of  section 

23  501(c)". 
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1  (2)  Clause  (ii)  of  section  512(a)(3)(B)  is  amended 

2  by  striking  out  "section  501(c)(9)"  and  inserting  in  lieu 

3  thereof  "paragraph  (9),  (17),  or  (20)  of  section  501(c)". 

4  (b)  Limitation  on  Deduction  foe  Set-Aside. — 

5  Paragraph  (3)  of  section  512(a)  is  amended  by  adding  at  the 

6  end  thereof  the  following  new  subparagraph: 

7  "(E)  Limitation  on  amount  of  set- 

8  ASIDE    IN    THE    CASE    OF    OEGANIZATIONS  DE- 

9  SCRIBED   IN   PARAGRAPH   (9),   (17),    OR   (2  0)  OF 

10  SECTION  501(C). — 

11  "(i)  In  general. — In  the  case  of  any 

12  organization  described  in  paragraph  (9),  (17), 

13  or  (20)  of  section  501(c),  a  set-aside  for  any 

14  purpose  specified  in  clause  (ii)  of  subpara- 

15  graph  (B)  may  be  taken  into  account  under 

16  subparagraph  (B)  only  to  the  extent  that 

17  such  set-aside  does  not  result  in  an  amount 

18  of  assets  set  aside  for  such  purpose  in  excess 

19  of  the  limitation  of  section  419(c)(4)(B). 

20  "(ii)  Special  rules. — For  purposes  of 

21  clause  (i) — 

22  "(I)  in  the  case  of  any  organization 

23  which  is  a  member  of  a  group  of  organi- 

24  zations  treated  as  1  organization  under 

25  section  419(h),  the  limitation  of  section 
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\  1  419(c)(4)(B)  shall  be  such  organization's 

I 

2  proportionate  share  of  such  limitation 


3  determined  for  such  group,  and 

4  "(II)  assets  used  in  the  provision 

5  of  benefits  described  in  clause  (ii)  of 
;  6  subparagraph  (B)  shall  not  be  taken  into 

I  7  account." 

i 

8  (c)  Effective  Date. — The  amendments  made  by  this 

9  section  shall  apply  to  taxable  years  beginning  after  December 
jo  31,  1984. 

II  SEC.  115.  EMPLOYER  AND  EMPLOYEE  BENEFIT  ASSOCIATION 

12  TREATED  AS  RELATED  PERSONS  UNDER  SEC- 

13  TION  1239. 

14  (a)  General  Rule. — Section  1239  (relating  to  gain 

15  from  sale  of  depreciable  property  between  certain  related  tax- 

16  payers)  is  amended  by  adding  at  the  end  thereof  the  following 

17  new  subsection: 

18  "(d)  Employer  and  Belated  Employee  Associ- 

19  ation. — For  purposes  of  subsection  (a),  the  term  'related 

20  person'  also  includes — 

21  "(1)  an  employer  and  any  person  related  to  the 

22  employer  (within  the  meaning  of  subsection  (b)),  and 

23  "(2)  an  organization  described  in  paragraph  (7), 

24  (9),  (17),  or  (20)  of  section  501(c)  and  which  is  con- 
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1  trolled  directly  or  indirectly  by  persons  referred  to  in 

2  paragraph  (1)." 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  apply  to  sales  or  exchanges  after  December 

5  31,  1984,  in  taxable  years  ending  after  such  date. 

6  PART  II— OTHER  PROVISIONS 

7  SEC.  116.  TREATMENT  OF  CERTAIN  MEDICAL,  ETC.,  BENEFITS 

8  UNDER  SECTION  415. 

9  (a)  General  Rule. — Section  415  (relating  to  limita- 

10  tions  on  benefits  and  contributions  under  qualified  plan)  is 

1 1  amended  by  adding  at  the  end  thereof  the  following  new  sub- 

12  section: 

13  "(1)  Treatment  of  Certain  Medical  Benefits. — 

14  "(1)  In  general. — For  purposes  of  this  section, 

15  contributions  allocated  to  any  individual  medical  ac- 

16  count  which  is  part  of  a  defined  benefit  plan  shall  be 

17  treated  as  an  annual  addition  to  a  defined  contribution 

18  plan  for  purposes  of  subsection  (c). 

19  "(2)  Individual  medical  benefit  account. — 

20  For  purposes  of  paragraph  (1),  the  term  'individual 

21  medical  benefit  account'  means  any  separate  account — 

22  "(A)  which  is  established  for  a  participant 

23  under  a  defined  benefit  plan,  and 
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1  "(B)  from  which  benefits  described  in  section 

2  401(h)  are  payable  solely  to  such  participant,  his 

3  spouse,  or  his  dependents." 

4  (b)  Requirement  That  Separate  Account  Be 


5  Maintained  for  5-Percent  Owner. — Subsection  (h)  of 

6  section  401  (relating  to  medical,  etc.,  benefits  for  retired  em- 

7  ployees  and  their  spouses  and  dependents)  is  amended  by 

8  striking  out  "and"  at  the  end  of  paragraph  (4),  by  striking 

9  out  the  period  at  the  end  of  paragraph  (5)  and  inserting  in 

10  lieu  thereof  ",  and",  and  by  adding  at  the  end  thereof  the 

1 1  following  new  paragraph: 


12  "(6)  in  the  case  of  an  employee  who  is  a  5-per- 

13  cent  owner,  a  separate  account  is  established  and 

14  maintained  for  such  benefits  payable  to  such  employee 

15  (and  his  spouse  and  dependents)  and  such  benefits  (to 

16  the  extent  attributable  to  plan  years  beginning  after 

17  March  31,  1984,  for  which  the  employee  is  a  5-percent 

18  owner)  are  only  payable  to  such  employee  (and  his 

19  spouse  and  dependents)  from  such  separate  account. 


20  For  purposes  of  paragraph  (6),  the  term  '5-percent  owner' 

21  means  any  employee  who,  at  any  time  during  any  of  the  5 

22  preceding  plan  years,  is  a  5-percent  owner  (as  defined  in  sec- 

23  tion  416(i)(l)(B)).,, 

24  (c)  Effective  Date. — The  amendments  made  by  this 

25  section  shall  apply  to  years  beginning  after  March  31,  1984. 
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1  SEC.  117.  LIMITATION  ON  ACCRUAL  OF  VACATION  PAY. 

2  (a)  Geneeal  Rule. — Paragraph  (1)  of  section  463(a) 

3  (relating  to  annual  vacation  pay)  is  amended  by  striking  out 

4  "and  payable  during"  and  inserting  in  lieu  thereof  "and  ex- 

5  pected  to  be  paid  during". 

6  (b)  Effective  Date. — The  amendment  made  by  sub- 

7  section  (a)  shall  apply  to  taxable  years  beginning  after  March 

8  31,  1984. 

9  SEC.  118.  DETERMINATION  OF  WHETHER  THERE  IS  A  COLLEC- 

10  TIVE  BARGAINING  AGREEMENT. 

11  (a)  Geneeal  Rule. — Subsection  (a)  of  section  7701 

12  (relating  to  definitions)  is  amended  by  adding  at  the  end 

13  thereof  the  following  new  paragraph: 

14  "(46)  Deteemination  of  whethee  theee  is 

15  A  COLLECTIVE  BAEGAINING  AGEEEMENT. — In  deter- 

16  mining  whether  there  is  a  collective  bargaining  agree- 

17  ment  between  employee  representatives  and  1  or  more 

18  employers,  the  term  'employee  representatives'  shall 

19  not  include  any  organization  more  than  one-half  of  the 

20  members  of  which  are  employees  who  are  owners,  offi- 

21  cers,  or  executives  of  the  employer." 

22  (b)  Effective  Date. — The  amendment  made  by  sub- 

23  section  (a)  shall  take  effect  on  April  1,  1984. 
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1  SEC.  119.  DISQUALIFICATION  OF  PLAN  WHERE  SUBSTANTIAL- 

2  LY  ALL  CONTRIBUTIONS  ARE  EMPLOYEE  CON- 

3  TRIBUTIONS. 

4  (a)  Geneeal  Rule. — Subsection  (a)  of  section  401  (re- 

5  lating  to  qualified  pension,  profit-sharing,  and  stock  bonus 

6  plans)  is  amended  by  inserting  after  paragraph  (24)  the  fol- 

7  lowing  new  paragraph: 

8  "(25)  A  trust  shall  not  constitute  a  qualified  trust 

9  under  this  section  if  substantially  all  of  the  accrued 

10  benefits  under  the  plan  of  which  such  trust  is  a  part 

11  are  derived  from  employee  contributions." 

12  (b)  Technical  Amendments. — 

13  (1)  Paragraph  (2)  of  section  402(a)  (relating  to 

14  certain  employees'  annuities)  is  amended  by  striking 

15  out  "and  (22)"  and  inserting  in  lieu  thereof  "(22),  and 

16  (25)". 

17  (2)  Paragraph  (3)  of  section  818(a)  (defining  pen- 

18  sion  plan  contracts),  as  amended  by  title  II  of  this  Act, 

19  is  amended  by  striking  out  "and  (22)"  and  inserting 

20  "(22),  and  (25)". 

21  (c)  Effective  Date. — The  amendments  made  by  this 

22  section  shall  apply  to  plan  years  beginning  after  March  31, 

23  1984. 
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1  SEC.  120.  PARTICIPATION  AND  DISCRIMINATION  STANDARDS 

2  APPLICABLE    TO    CASH    OR    DEFERRED  AR- 

3  RANGEMENTS. 

4  (a)  Geneeal  Rule. — Subparagraph  (A)  of  section 

5  401(k)(3)  is  amended  to  read  as  follows: 

6  "(A)  A  qualified  cash  or  deferred  arrange- 

7  ment  shall  be  considered  to  satisfy  the  require- 

8  ments  of  subsection  (a)(4),  with  respect  to  contri- 

9  butions,    and   of   subparagraph   (B)   of  section 

10  410(b)(1)  for  a  plan  year,  if  (and  only  if) — 

11  "(i)  those  employees  eligible  to  partici- 

12  pate  under  the  plan  satisfy  the  provisions  of 

13  subparagraph  (A)  or  (B)  of  section  410(b)(1), 

14  and 

15  "(ii)  the  actual  deferral  percentage  for 

16  highly  compensated  employees  (as  defined  in 

17  paragraph  (4))  for  such  year  bears  a  relation- 

18  ship  to  the  actual  deferral  percentage  for  all 

19  other  eligible  employees  for  such  plan  year 

20  which  meets  either  of  the  following  tests: 

21  "(I)  The  actual  deferral  percentage 

22  for  the  group  of  highly  compensated 

23  employees  is  not  more  than  the  actual 

24  deferral  percentage  of  all  other  eligible 

25  employees  multiplied  by  1.5. 


224 

1  "(II)  The  excess  of  the  actual  de- 

2  ferral  percentage  for  the  group  of  highly 

3  compensated  employees  over  that  of  all 

4  other  eligible  employees  is  not  more 

5  than  3  percentage  points,  and  the  actual 

6  deferral  percentage  for  the  group  of 

7  highly  compensated  employees  is  not 

8  more  than  the  actual  deferral  percent- 

9  age  of  all  other  eligible  employees  mul- 

10  tiplied  by  2.5." 

11  (b)  Effective  Date. — The  amendment  made  by  sub- 

12  section  (a)  shall  apply  to  plan  years  beginning  after  Decem- 

13  ber  31,  1984. 

14  Subtitle  J — Foreign  Provisions 

15  SEC.   131.  TREATMENT  OF  RELATED  PERSON  FACTORING 

16  INCOME. 

17  (a)  Treatment  as  Foreign  Personal  Holding 

18  Company  Income. — 

19  (1)  In  general. — Subsection  (a)  of  section  553 

20  (defining  foreign  personal  holding  company  income)  is 

21  amended  by  adding  at  the  end  thereof  the  following 

22  new  paragraph: 

23  "(8)  Income  from  trade  or  service  receiv- 

24  ables  of  related  persons. — 
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1  "(A)  In  general. — Income  from  a  trade  or 

2  service  receivable  of  a  related  person. 

3  "(B)  Trade  or  service  receivable. — 

4  For  purposes  of  subparagraph  (A),  the  term  'trade 

5  or  service  receivable'  means  any  account  receiv- 

6  able  or  evidence  of  indebtedness  arising  out  of  the 

7  disposition    of    property    described    in  section 

8  1221(1),  or  the  performance  of  services,  by  a  re- 

9  lated  person. 

10  "(C)  Related  person. — For  purposes  of 

11  this  paragraph,  the  term  'related  person'  has  the 

12  meaning  given  to  such  term  by  section  954(d)(3)." 

13  (2)  Exception  for  trade  or  service  receiv- 

14  ables  of  certain  foreign  corporations. — sub- 

15  paragraph  (A)  of  section  954(c)(4)  (relating  to  certain 

16  income  received  from  related  persons)  is  amended  by 

17  inserting  before  the  semicolon  at  the  end  thereof  the 

18  following:  "or  income  from  a  trade  or  service  receiv- 

19  able  (as  defined  in  section  553(a)(8)(B))  of  such  a  relat- 

20  ed  person". 

21  (b)  Treatment  of  United  States  Property. — 


22  Subsection  (b)  of  section  956  (defining  United  States  proper- 

23  ty)  is  amended  by  adding  at  the  end  thereof  the  following 

24  new  paragraph: 
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1  "(3)  Teade  oe  seevicb  eeceivables  of  ee- 

2  lated  united  states  peesons. — Notwithstanding 

3  paragraph  (2),  the  term  'United  States  property'  in- 

4  eludes  any  trade  or  service  receivable  (as  defined  in 

5  section  553(a)(8)(B))  of  a  related  person  (within  the 

6  meaning  of  section  954(d)(3))  who  is  a  United  States 

7  person." 

8  (c)  Souece  Rule. — Section  861  (relating  to  income 

9  from  sources  within  the  United  States)  is  amended  by  adding 

10  at  the  end  thereof  the  following  new  subsection: 

11  "(g)  Income  Feom  Teade  oe  Seevice  Receivables 

12  of  Related  United  States  Peesons. — 

13  "(1)  In  geneeal. — For  purposes  of  subsection  (a) 

14  and  section  862(a) — 

15  "(A)  income  from  a  trade  or  service  receiv- 

16  able  of  a  related  United  States  person  shall  be 

17  treated  as  income  from  sources  within  the  United 

18  States,  and 

19  "(B)  any  distribution  from  a  foreign  corpora- 

20  tion  (and  any  amount  included  in  gross  income 

21  under  section  951)  to  the  extent  attributable  to 

22  income  described  in  subparagraph  (A)  shall  be 

23  treated  as  income  from  sources  within  the  United 

24  States. 
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1  "(2)    Definitions. —  For    purposes    of  this 

2  subsection — 

3  "(A)  Trade  or  service  receivable. — 

4  The  term  'trade  or  service  receivable'  has  the 

5  meaning    given    to    such    term    by  section 

6  553(a)(8)(B). 

7  "(B)  Related  united  states  person. — 

8  The  term  'related  United  States  person'  means 

9  any  related  person  (within  the  meaning  of  section 

10  954(d)(3))  who  is  a  United  States  person." 

11  (d)  Effective  Date. — The  amendments  made  by  this 


12  section  shall  apply  to  accounts  receivable  and  evidences  of 

13  indebtedness  transferred  after  March  1,  1984  in  taxable  years 

14  ending  after  such  date. 

15  SEC.  132.  TAXATION  OF  CERTAIN  TRANSFERS  OF  PROPERTY 


16  OUTSIDE  THE  UNITED  STATES. 

17  (a)  In  General. — Subsection  (a)  of  section  367  (relat- 

18  ing  to  transfers  of  property  from  the  United  States)  is  amend- 

19  ed  to  read  as  follows: 

20  "(a)  Transfers  of  Property  from  the  United 

21  States. — 

22  "(1)  General  rule. — If,  in  connection  with  any 

23  exchange  described  in  section  332,  351,  354,  355, 

24  356,  or  361,  a  United  States  person  transfers  property 

25  to  a  foreign  corporation,  such  foreign  corporation  shall 
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1  not,  for  purposes  of  determining  the  extent  to  which 

2  gain  shall  be  recognized  on  such  transfer,  be  consid- 

3  ered  to  be  a  corporation. 

4  "(2)  Exception  foe  ceetain  stock  oe  secu- 

5  eities. — Except  to  the  extent  provided  in  regulations, 

6  paragraph  (1)  shall  not  apply  to  the  transfer  of  stock  or 

7  securities  of  a  foreign  corporation  which  is  a  party  to 

8  the  exchange  or  a  party  to  the  reorganization. 

9  "(3)  Exception  foe  teansfees  of  ceetain 

10  peopeety  used  in  the  active  conduct  of  a 

11  teade  oe  business. — 

12  "(A)  In  geneeal. — Except  as  provided  in 

13  regulations  prescribed  by  the  Secretary,  para- 

14  graph  (1)  shall  not  apply  to  any  property  trans- 

15  f erred  to  a  foreign  corporation  for  use  by  such  for- 

16  eign  corporation  in  the  active  conduct  of  a  trade 

17  or  business  outside  of  the  United  States. 

18  "(B)  Paeageaph  not  to  apply  to  cee- 

19  tain  peopeety. — Except  as  provided  in  regula- 

20  tions  prescribed  by  the  Secretary,  subparagraph 

21  (A)  shall  not  apply  to  any — 

22  "(i)  property  described  in  paragraph  (1) 

23  or  (3)  of  section  1221  (relating  to  inventory 

24  and  copyrights,  etc.), 
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1  "(ii)  installment  obligation,  accounts  re- 

2  ceivable,  or  similar  property, 

3  "(hi)  foreign  currency  or  other  property 

4  denominated  in  foreign  currency,  or 

5  "(iv)  property  with  respect  to  which  the 

6  transferor  is  a  lessor  at  the  time  of  the  trans- 

7  fer,  except  that  this  clause  shall  not  apply  if 

8  the  transferee  was  the  lessee. 

9  "(C)  Transfer  of  foreign  branch  with 

10  PREVIOUSLY     DEDUCTED     LOSSES. — Except  as 

11  provided  in  regulations  prescribed  by  the  Secre- 

12  tary,  subparagraph  (A)  shall  not  apply  to  gain  re- 

13  alized  on  the  transfer  of  the  assets  of  a  foreign 

14  branch  of  a  United  States  person  to  a  foreign  cor- 

15  poration  in  an  exchange  described  in  paragraph 

16  (1)  to  the  extent  that — 

17  "(i)  the  sum  of  losses — 

18  "(I)  which  were  incurred  by  the 

19  foreign  branch  before  the  transfer,  and 

20  "(D)  with  respect  to  which  a  de- 

21  duction  was  allowed  to  the  taxpayer, 

22  exceeds 

23  "(ii)  the  amount  of  such  losses  which  is 

24  treated  as  income  from  sources  within  the 

25  United  States  under  section  904(f). 
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1  Any  excess  described  in  the  preceding  sentence 

2  shall  be  treated  for  purposes  of  this  chapter  as  or- 

3  dinary  income  from  sources  outside  the  United 

4  States. 

5  "(4)  Special  rule  for  transfer  of  part- 

6  nership  interests. — Except  as  provided  in  regula- 

7  tions  prescribed  by  the  Secretary,  a  transfer  by  a 

8  United  States  person  of  an  interest  in  a  partnership  to 

9  a  foreign  corporation  in  an  exchange  described  in  para- 

10  graph  (1)  shall,  for  purposes  of  this  subsection,  be 

11  treated  as  a  transfer  to  such  corporation  of  such  per- 

12  son's  pro  rata  share  of  the  assets  of  the  partnership. 

13  "(5)  Secretary  may  exempt  certain  trans- 

14  actions   from   application   of   this  subsec- 

15  tion. — Paragraph  (1)  shall  not  apply  to  the  tranfer  of 

16  any  property  which  the  Secretary,  in  order  to  carry 

17  out  the  purposes  of  this  subsection,  designates  by 

18  regulation." 

19  (b)  Special  Rules  for  Transfers  of  Intangi- 

20  bles. — Subsection  (d)  of  section  367  (relating  to  special  rule 

21  for  transfer  of  intangibles  by  possession  corporations)  is 

22  amended  to  read  as  follows: 

23  "(d)  Special  Rules  Relating  to  Tranfers  of 

24  Intangibles. — 
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1  "(1)  In  general. — Except  as  provided  in  regula- 

2  tions  prescribed  by  the  Secretary,  if  a  United  States 

3  person  tranfers  any  intangible  property  (within  the 

4  meaning  of  section  936(h)(3)(B))  to  a  foreign  corpora- 

5  tion  in  an  exchange  described  in  section  332,  351, 

6  354,  355,  356,  or  361— 

7  "(A)  subsection  (a)  shall  not  apply  to  the 

8  transfer  of  such  property,  and 

9  "(B)  the  provisions  of  this  subsection  shall 

10  apply  to  such  tranfer. 

11  "(2)  Transfer  of  intangibles  treated  as 

12  transfer   pursuant   to   exclusive  licensing 

13  agreement. — 

14  "(A)  In  general. — If  paragraph  (1)  applies 

15  to  any  transfer,  the  United  States  person  transfer- 

16  ring  such  property  shall  be  treated  as  receiving 

17  over  the  useful  life  of  such  property  amounts 

18  which  reasonably  reflect  the  amounts  which  would 

19  have  been  received  annually  under  an  exclusive  li- 

20  censing  agreement. 

21  "(B)  Effective  on  earnings  and  prof- 

22  its. — For  purposes  of  this  chapter,  the  earnings 

23  and  profits  of  a  foreign  corporation  to  which  the 

24  intangible  property  was  transferred  shall  be  re- 


232 

1  duced  by  the  amount  of  income  required  to  be  in- 

2  eluded  in  income  under  subparagraph  (A). 

3  "(C)  Amounts  received   treated  as 

4  UNITED  STATES  SOURCE   ORDINARY  INCOME. — 

5  For  purposes  of  this  chapter,  any  amount  included 

6  in  gross  income  by  reason  of  this  subsection  shall 

7  be  treated  as  ordinary  income  from  sources  within 

8  the  United  States/' 

9  (c)  Secretary  Must  be  Notified  of  Transac- 

10  tions  to  Which  Section  367(a)  Applies. — 

11  (1)  Notification  requirement. — Subpart  A  of 

12  part  m  of  subchapter  A  of  chapter  61  is  amended  by 

13  adding  after  section  6038 A  the  following  new  section: 

14  "SEC.  6038B.  NOTICE  OF  TRANSFERS  TO  WHICH  SECTION  367(a) 

15  APPLIES. 

16  "(a)  In  General. — Each  United  States  person  who 


17  transfers  property  to  a  foreign  corporation  in  an  exchange 

18  described  in  section  332,  351,  354,  355,  356,  or  361  shall 

19  furnish  to  the  Secretary,  at  such  time  and  in  such  manner  as 

20  the  Secretary  shall  by  regulations  prescribe,  such  information 

21  with  respect  to  such  exchange  as  the  Secretary  may  require 

22  in  such  regulations. 

23  "(b)  Penalty  for  Failure  to  Furnish  Informa- 

24  tion. — 


1  "(1)  In  geneeal. — If  any  United  States  person 

2  fails  to  furnish  the  information  described  in  subsection 

3  (a),  such  person  shall  pay  a  penalty  equal  to  25  per- 

4  cent  of  the  amount  of  the  gain  which  would  be  realized 

5  on  the  exchange  if  section  367(a)  were  applicable  to 

6  such  exchange. 

7  "(2)  Eeasonable  cause  exception. — Para- 

8  graph  (1)  shall  not  apply  to  any  failure  if  the  United 

9  States  person  shows  such  failure  is  due  to  reasonable 

10  cause  and  not  to  willful  neglect." 

11  (2)  Extension  of  peeiod  foe  assessment 

12  and  collection  wheee  seceetaey  not  noti- 

13  fied. — Subsection  (c)  of  section  6501  (relating  to  ex- 

14  ceptions  to  limitations  on  assessment  and  collection)  is 

15  amended  by  adding  at  the  end  thereof  the  following 

16  new  paragraph: 

17  "(8)  Failuee  to  notify  seceetaey  undee 

18  section  603  8B. — In  the  case  of  any  tax  imposed  on 

19  any  exchange  by  reason  of  section  367(a),  the  time  for 

20  assessment  of  such  tax  shall  not  expire  before  the  date 

21  which  is  3  years  after  the  date  on  which  the  Secretary 

22  is  notified  of  such  exchange  under  section  6038B(a)." 

23  (3)  Confoeming  amendment. — The  table  of 

24  sections  for  subpart  A  of  part  III  of  subchapter  A  of 
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1  chapter  61  is  amended  by  adding  after  the  item  relat- 

2  ing  to  section  6038A  the  following  new  item: 

"Sec.  6038B.  Notice  of  transfers  to  which  section  367(a)  applies." 

3  (d)  Repeal  of  Declaeatoey  Judgment  Peovi- 

4  sions  Involving  Teansfees  of  Peopeety  Feom  the 

5  United  States. — 

6  (1)    In    geneeal. — Section    7477    is  hereby 

7  repealed. 

8  (2)  Confoeming  amendments. — 

9  (A)  Section  7482(b)(1)  (relating  to  venue  for 

10  review  of  Tax  Court  decisions)  is  amended  by 

11  striking  out   subparagraph  (D)   and  by  redes- 

12  ignating  subparagraphs  (E)  and  (F)  as  subpara- 

13  graphs  (D)  and  (E),  respectively. 

14  (B)  The  table  of  sections  for  part  IV  of  sub- 

15  chapter  C  of  chapter  76  is  amended  by  striking 

16  out  the  item  relating  to  section  7477. 

17  (e)  Teansfees  To  Avoid  Income  Tax. — 

18  (1)  In  geneeal. — Section  1492  (relating  to  non- 
19  taxable  transfers)  is  amended — 

20  (A)  by  striking  out  paragraphs  (2)  and  (3) 

21  and  by  inserting  in  lieu  thereof — 

22  "(2)  To  a  transfer— 

23  "(A)  described  in  section  367,  or 

24  "(B)  not  described  in  section  367  but  with 

25  respect  to  which  the  taxpayer  establishes  to  the 
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1  satisfaction  of  the  Secretary  that  no  gain  should 

2  be  recognized  under  principles  similar  to  the  prin- 

3  ciples  of  section  367,  or",  and 

4  (B)  by  redesignating  paragraph  (4)  as  para- 

5  graph  (3). 

6  (2)  Confoeming  amendment. — Section  1494(b) 

7  (relating  to  abatement  or  refund)  is  amended  by  strik- 

8  ing  out  all  that  follows  "that"  and  inserting  in  lieu 

9  thereof  "no  gain  should  be  recognized  on  such  transfer 

10  under  principles  similar  to  the  principles  of  section 

11  367". 

12  (f)  Effective  Date. — The  amendments  made  by  this 

13  section  shall  apply  to  transfers  or  exchanges  after  December 

14  31,  1984,  in  taxable  years  ending  after  such  date. 

15  SEC.  133.  SECTION  1248  TO  APPLY  TO  CERTAIN  INDIRECT 

16  TRANSFERS  OF  STOCK  IN  A  FOREIGN  CORPO- 

17  RATION. 

18  (a)  Geneeal  Rule. — Section  1248  (relating  to  gain 

19  from  certain  sales  or  exchanges  of  stock  in  foreign  corpora- 

20  tions)  is  amended  by  adding  at  the  end  thereof  the  following 

21  new  subsection: 

22  "(i)  Teeatment  of  Ceetain  Indieect  Teans- 

23  fees. — 

24  "(1)  In  geneeal. — If  any  shareholder  of  a  10- 

25  percent  corporate  shareholder  of  a  foreign  corporation 
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1  exchanges  stock  of  the  10-percent  corporate  sharehold- 

2  er  for  stock  of  the  foreign  corporation,  for  purposes  of 

3  this  section,  the  stock  of  the  foreign  corporation  re- 

4  ceived  in  such  exchange  shall  be  treated  as  if  it  had 

5  been — 

6  "(A)   issued   to   the    10-percent  corporate 

7  shareholder,  and 

8  "(B)  then  distributed  by  the  10-percent  cor- 

9  porate  shareholder  to  such  shareholder  in  redemp- 

10  tion  of  his  stock. 

11  "(2)     10-PEECENT    CORPORATE  SHAREHOLDER 

12  defined. — For  purposes  of  this  subsection,  the  term 

13  '10-percent  corporate  shareholder'  means  any  domestic 

14  corporation  which,  as  of  the  day  before  the  exchange 

15  referred  to  in  paragraph  (1),  satisfies  the  stock  owner- 

16  ship  requirements  of  subsection  (a)(2)  with  respect  to 

17  the  foreign  corporation." 

18  (b)  Effective  Date. — The  amendment  made  by  sub- 

19  section  (a)  shall  apply  to  exchanges  after  the  date  of  the  en- 

20  actment  of  this  Act  in  taxable  years  ending  after  such  date. 

21  SEC.  134.  TREATMENT  OF  UNITED  STATES  SOURCE  ORIGINAL 

22  ISSUE  DISCOUNT  IN  CASE  OF  FOREIGN  PER- 

23  SONS. 

24  (a)  Nonresident  Alien  Individuals. — 
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1  (1)  In  geneeal. — Subparagraph  (C)  of  section 

2  871(a)(1)  (relating  to  income  not  connected  with  United 

3  States  business)  is  amended  to  read  as  follows: 

4  "(C)  in  the  case  of — 

5  "(i)  a  sale  or  exchange  (or  retirement) 

6  of  an  original  issue  discount  obligation,  the 

7  amount  of  any  gain  not  in  excess  of  the 

8  original  issue  discount  accruing  while  such 

9  obligation  was  held  by  the  nonresident  alien 

10  individual  (to  the  extent  such  discount  was 

11  not  theretofore  taken  into  account  under 

12  clause  (ii)),  and 

13  "(ii)  the  payment  of  interest  on  an  origi- 

14  nal  issue   discount  obligation,   an  amount 

15  equal  to  the  original  issue  discount  accrued 

16  on  such  obligation  since  the  last  payment  of 

17  interest  thereon  (except  that  such  original 

18  issue  discount  shall  be  taken  into  account 

19  under  this  clause  only  to  the  extent  that  the 

20  tax  thereon  does  not  exceed  the  interest  pay- 

21  ment  less  the  tax  imposed  by  subparagraph 

22  (A)  thereon),  and 

23  (2)  Definitions  and  special  rules. — Section 

24  871  is  amended  by  redesignating  subsection  (g)  as  sub- 
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1  section  (h)  and  by  inserting  after  subsection  (f)  the  fol- 

2  lowing  new  subsection: 

3  "(g)  Special  Rules  foe  Oeiginal  Issue  Dis- 

4  count. — For  purposes  of  this  section  and  section  881 — 

5  "(1)  Original  issue  discount  obligation. — 

6  "(A)  In  general. — Except  as  provided  in 

7  subparagraph  (B),  the  term  'original  issue  discount 

8  obligation'  means  any  bond  or  other  evidence  of 

9  indebtedness  having  original  issue  discount  (within 

10  the  meaning  of  section  1273). 

11  "(B)  Exceptions. — The  term  'original  issue 

12  discount  obligation'  shall  not  include — 

13  "(i)  Certain  short-term  obliga- 

14  tions. — Any  obligation  payable  183  days  or 

15  less  from  the  date  of  original  issue  (without 

16  regard  to  the  period  held  by  the  taxpayer). 

17  "(ii)    Tax-exempt    obligations. — 

18  Any  obligation  the  interest  on  which  is 

19  exempt  from  tax  under  section  103  or  under 

20  any  other  provision  of  law  without  regard  to 

21  the  identify  of  the  holder. 

22  "(2)  Determination  of  portion  of  original 

23  issue  discount  accruing  during  any  period. — 

24  The  determination  of  the  amount  of  the  original  issue 

25  discount  which  accrues  during  any  period  shall  be 
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1  made  under  the  rules  of  section  1272  (or  the  corre- 

2  sponding  provisions  of  prior  law). 

3  "(3)  SOUECE  OF  OEIGINAL  ISSUE  DISCOUNT. — 

4  Except  to  the  extent  provided  in  regulations  prescribed 

5  by  the  Secretary,  the  determination  of  whether  any 

6  amount  described  in  subsection  (a)(1)(C)  is  from  sources 

7  within  the  United  States  shall  be  made  at  the  time  of 

8  the  payment  (or  sale  or  exchange)  as  if  such  payment 

9  (or  sale  or  exchange)  involved  the  payment  of  interest. 

10  "(4)  Steipped  bonds. — The  provisions  of  section 

11  1286  (relating  to  the  treatment  of  stripped  bonds  and 

12  stripped  coupons  as  obligations  with  original  issue  dis- 

13  count)  shall  apply  for  purposes  of  this  section." 

14  (b)  Foeeign  Coepoeations. — 

15  (1)  In  geneeal. — Paragraph  (3)  of  section  881(a) 

16  (relating  to  tax  on  income  of  foreign  corporations  not 

17  connected  with  United  States  business)  is  amended  to 

18  read  as  follows: 

19  "(3)  in  the  case  of— 

20  "(A)  a  sale  or  exchange  (or  retirement)  of  an 

21  original  issue  discount  obligation,  the  amount  of 

22  any  gain  not  in  excess  of  the  original  issue  dis- 

23  count  accruing  while  such  obligation  was  held  by 

24  the  foreign  corporation  (to  the  extent  such  dis- 
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1  count  was  not  theretofore  taken  into  account 

2  under  subparagraph  (B)),  and 

3  "(B)  the  payment  of  interest  on  an  original 

4  issue  discount  obligation,  an  amount  equal  to  the 

5  original  issue  discount  accrued  on  such  obligation 

6  since  the  last  payment  of  interest  thereon  (except 

7  that  such  original  issue  discount  shall  be  taken 

8  into  account  under  this  subparagraph  only  to  the 

9  extent  that  the  tax  thereon  does  not  exceed  the 

10  interest  payment  less  the  tax  imposed  by  para- 

11  graph  (1)  thereon),  and". 

12  (2)  Ceoss  eefeeence. — Subsection  (c)  of  section 

13  881  (relating  to  doubling  of  tax)  is  amended  to  read  as 

14  follows: 

15  "(c)  Ceoss  Refeeences. — 

"For  doubling  of  tax  on  corporations  of  certain  foreign 
countries,  see  section  891. 

"For  special  rules  for  original  issue  discount,  see  sec- 
tion 871(g)." 

16  (c)  Effective  Date. — The  amendments  made  by  this 


17  section  shall  apply  to  the  payments  made  on  or  after  the  60th 

18  day  after  the  date  of  the  enactment  of  this  Act  with  respect 

19  to  obligations  issued  after  March  31,  1972. 
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1  SEC.  135.  CLARIFICATION  OF  DEFINITION  OF  ARTICLES  PRO- 

2  DUCED  IN  PUERTO  RICO  OR  THE  VIRGIN  IS- 

3  LANDS. 

4  (a)  General  Eule. — Section  7652  (relating  to  ship- 

5  ments  to  the  United  States)  is  amended  by  redesignating  sub- 

6  section  (c)  as  subsection  (d)  and  by  inserting  after  subsection 

7  (b)  the  following  new  subsection: 

8  "(c)  Articles  Produced  in  Puerto  Eico  or  the 

9  Virgin  Islands. — For  purposes  of  subsections  (a)(3)  and 

10  (b)(3)— 

11  "(1)  Distilled  spirits  brought  into  the 

12  united  states. — Any  article  containing  distilled  spir- 

13  its  shall  in  no  event  be  treated  as  produced  in  Puerto 

14  Eico  or  the  Virgin  Islands  unless  at  least  90  percent  of 

15  the  distilled  spirits  in  such  article  are  attributable  to 

16  distilled  spirits  originally  distilled  in  Puerto  Eico  or  the 

17  Virgin  Islands  (as  the  case  may  be). 

18  "(2)  Value  added  requirement  for  puerto 

19  Rico. — Any  article  (including  distilled  spirits)  shall  in 

20  no  event  be  treated  as  produced  in  Puerto  Eico 

21  unless — 

22  "(A)  the  sum  of  (i)  the  cost  or  value  of  the 

23  materials  produced  in  Puerto  Eico,  plus  (ii)  the 

24  direct  costs  of  processing  operations  performed  in 

25  Puerto  Eico,  equals  or  exceeds, 


242 

1  "(B)  50  percent  of  the  value  of  such  article 

2  as  of  the  time  it  is  brought  into  the  United  States. 

3  "(3)  Peohibition  of  fedeeal  excise  tax 

4  subsidies. — 

5  "(A)  In  geneeal. — No  amount  shall  be 

6  transferred  under  subsection  (a)(3)  or  (b)(3)  in  re- 

7  spect  of  taxes  imposed  on  any  article  if  the  Secre- 

8  tary  determines  that  a  Federal  excise  tax  subsidy 

9  was  provided  by  Puerto  Rico  or  the  Virgin  1s- 

10  lands  (as  the  case  may  be)  with  respect  to  such 

1 1  article. 

12  "(B)  Fedeeal  excise  tax  subsidy. — For 

13  purposes  of  this  paragraph,  the  term  'Federal 

14  excise  tax  subsidy'  means  any  subsidy — 

15  "(i)  of  a  kind  different  from,  or 

16  "(ii)  in  an  amount  per  value  or  volume 

17  of  production  greater  than, 

18  the  subsidy  which  Puerto  Rico  or  the  Virgin  Is- 

19  lands  offers  generally  to  industries  producing  arti- 

20  cles  not  subject  to  Federal  excise  taxes. 

21  "(4)    DlEECT    COSTS    OF    PEOCESSING  OPEE- 

22  ations. — For  purposes  of  this  subsection,  the  term 

23  'direct  costs  of  processing  operations'  has  the  same 

24  meaning  as  when  used  in  section  213  of  the  Caribbean 

25  Basin  Economic  Recovery  Act. 
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1  "(5)  Exceptions. — 

2  "(A)  In  geneeal. — This  subsection  shall 

3  not  apply — 

4  "(i)  to  rum  (as  defined  in  subsection 

5  (d)(3)),  and 

6  "(ii)  to  any  article  consumed  in  Puerto 

7  Rico  or  the  Virgin  Islands  (as  the  case  may 

8  be). 

9  "(B)  Cane  neuteal  spieits. — Paragraphs 

10  (2)  and  (3)  shall  not  apply  to  any  distilled  spirits 

11  with  a  proof  of  190  or  more  which  are  derived 

12  from  cane.  The  preceding  sentence  shall  not  apply 

13  if  the  Secretary  determines  that  an  arrangement 

14  similar  to  redistillation  applies  to  distilled  spirits 

15  described  in  the  preceding  sentence. " 

16  (b)  Effective  Dates. — 

17  (1)  In  geneeal. — Except  as  provided  in  para- 

18  graph  (2),  the  amendment  made  by  subsection  (a)  shall 

19  apply  with  respect  to  articles  brought  into  the  United 

20  States  on  or  after  March  1,  1984. 

21  (2)  Exception  foe  pueeto  eico  foe  peeiods 

22  befoee  july  1,  1985. — 

23  ,   (A)  In  geneeal. — Subject  to  the  limitations 

24  of  subparagraphs  (B)  and  (C),  the  amendment 

25  made  by  subsection  (a)  shall  not  apply  with  re- 
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1  spect  to  articles  brought  into  the  United  States 

2  from  Puerto  Rico  after  February  29,  1984,  and 

3  before  July  1,  1985. 

4  (B)  $130,000,000  LIMITATION  FOR  FISCAL 

5  year  1984. — In  the  case  of  articles  brought  into 

6  the  United  States  after  February  29,  1984,  and 

7  before  July  1,  1984,  the  aggregate  amount  pay- 

8  able  to  Puerto  Rico  by  reason  of  subparagraph 

9  (A)  shall  not  exceed  the  excess  of — 

10  (i)  $130,000,000,  over, 

11  (ii)  the  aggregate  amount  payable  to 

12  Puerto  Rico  under  section  7652(a)  of  the  In- 

13  ternal  Revenue  Code  of  1954  with  respect  to 

14  articles  which  were  brought  into  the  United 

15  States  after  June   30,   1983,   and  before 

16  March  1,  1984,  and  which  would  not  meet 

17  the  requirements  of  section  7652(c)(1)  of 

18  such  Code. 

19  (C)    $75,000,000   LIMITATION   FOR  FISCAL 

20  year  1985. — In  the  case  of  articles  brought  into 

21  the  United  States  after  June  30,  1984,  and  before 

22  July  1,  1985,  the  aggregate  amount  payable  to 

23  Puerto  Rico  by  reason  of  subparagraph  (A)  shall 

24  not  exceed  $75,000,000. 
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1  SEC.     136.    TREATMENT    OF    CERTAIN  TRANSPORTATION 

2  INCOME. 

3  (a)  General  Rule. — Section  863  (relating  to  items 

4  not  specified  in  section  861  or  862)  is  amended  by  adding  at 

5  the  end  thereof  the  following  new  subsection: 

6  "(c)  Source  Rule  foe  Certain  Transportation 

7  Income. — 

8  "(1)  In  general. — Under  regulations  prescribed 

9  by  the  Secretary,  all  transportation  income  attributable 

10  to  transportation  which  begins  and  ends  in  the  United 

11  States  (or  in  any  possession  of  the  United  States)  shall 

12  be  treated  as  derived  from  sources  within  the  United 

13  States. 

14  "(2)  Transportation  income. — For  purposes 

15  of  this  subsection,  the  term  'transportation  income' 

16  means  any  income  derived  from,  or  in  connection 

17  with — 

18  "(A)  the  use  (or  hiring  or  leasing  for  use)  of 

19  a  vessel  or  aircraft,  or 

20  "(B)  the  performance  of  services  directly  re- 

21  lated  to  the  use  of  a  vessel  or  aircraft. 

22  For  purposes  of  the  preceding  sentence,  the  term 

23  Vessel  or  aircraft'  includes  any  container  used  in  con- 

24  nection  with  a  vessel  or  aircraft." 

25  (b)  Effective  Date. — The  amendment  made  by  sub- 

26  section  (a)  shall  apply  with  respect  to  transportation  begin- 
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1  ning  after  the  date  of  the  enactment  of  this  Act  in  taxable 

2  years  ending  after  such  date. 

3  SEC.  137.  TREATMENT  OF  PAYMENTS  TO  GUAM  AND  VIRGIN 

4  ISLANDS  CORPORATIONS. 

5  (a)  Geneeal  Rule. — Subsection  (b)  of  section  881  (re- 

6  lating  to  exception  for  Guam  corporations)  is  amended  to 

7  read  as  follows: 

8  "(b)  Exception  for  Certain  Guam  and  Virgin  Is- 

9  lands  Corporations. — 

10  "(1)  In  general. — For  purposes  of  this  section, 

11  the  term  'foreign  corporation'  does  not  include  a  corpo- 

12  ration  created  or  organized  in  Guam  or  the  Virgin  Is- 

13  lands  or  under  the  law  of  Guam  or  the  Virgin  Islands 

14  if— 

15  "(A)  75  percent  or  more  in  value  of  the 

16  stock  of  such  corporation  is  owned  (directly  or  in- 

17  directly)  by  individuals  who  are  citizens  or  resi- 

18  dents  of  the  United  States  or  of  any  possession  of 

19  the  United  States,  and 

20  "(B)  75  percent  or  more  of  the  gross  income 

21  of  the  corporation  is  derived  from  sources  within  a 

22  possession  of  the  United  States. 

23  "(2)  Paragraph  (i)  not  to  apply  to  tax  im- 

24  posed  in  GUAM. — For  purposes  of  applying  this  sub- 
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1  section  with  respect  to  income  tax  liability  incurred  to 

2  Guam  pursuant  to  this  title — 

3  "(A)  paragraph  (1)  shall  not  apply,  and 

4  "(B)  for  purposes  of  this  section,  the  term 

5  'foreign  corporation'  does  not  include  a  corpora- 

6  tion  created  or  organized  in  Guam  or  under  the 

7  law  of  Guam. 

8  "(3)  Ceoss  eefeeence. — For  tax  imposed  in  the 

9  Virgin  Islands,  see  sections  934  and  934 A.' ' 

10  (b)  Technical  Amendment. — Subparagraph  (B)  of 

11  section  7651(5)  is  amended  by  inserting  "(other  than  section 

12  881(b)(1))"  after  "For  purposes  of  this  title". 

13  (c)  Effective  Date. — The  amendments  made  by  this 

14  section  shall  apply  to  payments  made  after  March  1,  1984,  in 

15  taxable  years  ending  after  such  date. 

16  SEC.   138.   APPLICATION   OF   COLLAPSIBLE  CORPORATION 

1 7  RULES  TO  FOREIGN  CORPORATIONS. 

18  (a)  In  Geneeal. — Subsection  (f)  of  section  341  (relat- 

19  ing  to  collapsible  corporations)  is  amended  by  adding  at  the 

20  end  thereof  the  following  new  paragraph: 

21  "(8)  Special  eule  foe  foeeign  coepoea- 

22  tions. — To  the  extent  provided  in  regulations  pre- 

23  scribed  by  the  Secretary — 

24  "(A)  paragraph  (1)  shall  not  apply  to  a  for- 

25  eign  corporation,  and 
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1  "(B)  paragraph  (3)  shall  not  apply  if  the 

2  transferee  is  a  foreign  corporation." 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  take  effect  on  the  date  of  enactment  of  this 

5  Act. 

6  SEC.  139.  DEFINITION  OF  FOREIGN  INVESTMENT  COMPANY. 

7  (a)  GrENEBAL  Eule. — Paragraph  (2)  of  section  1246(b) 

8  (defining  foreign  investment  company)  is  amended  to  read  as 

9  follows: 

10  "(2)  engaged  (or  holding  itself  out  as  being  en- 

11  gaged)  primarily  in  the  business  of  investing,  reinvest- 

12  ing,  or  trading  in — 

13  "(A)  securities  (as  defined  in  section  2(a)(36) 

14  of  the  Investment  Company  Act  of  1940,  as 

15  amended), 

16  "(B)  commodities,  or 

17  "(C)  any  interest  (including  a  futures  or  for- 

18  ward  contract  or  option)  in  property  described  in 

19  subparagraph  (A)  or  (B), 

20  at  a  time  when  50  percent  or  more  of  the  total  com- 

21  bined  voting  power  of  all  classes  of  stock  entitled  to 

22  vote,  or  the  total  value  of  all  classes  of  stock,  was  held 

23  directly  (or  indirectly  through  applying  paragraphs  (2) 

24  and  (3)  of  section  958(a)  and  paragraph  (4)  of  section 
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1  318(a))  by  United  States  persons  (as  defined  in  section 

2  7701(a)(30))." 

3  (b)  Effective  Dates. — 

4  (1)  In  geneeal. — Except  as  provided  in  para- 

5  graph  (2),  the  amendment  made  by  subsection  (a)  shall 

6  apply  to  sales  and  exchanges  (and  distributions)  on  or 

7  after  September  29,  1983,  in  taxable  years  ending  on 

8  or  after  such  date. 

9  (2)  Stock  held  on  septembee  2  9,  1983. — In 

10  the  case  of  a  sale  or  exchange  (or  distribution)  not  later 

11  than  the  date  which  is  1  year  after  the  date  of  the  en- 

12  actment  of  this  Act,  the  amendment  made  by  subsec- 

13  tion  (a)  shall  not  apply  with  respect  to  stock  held  by 

14  the  taxpayer  continuously  from  September  29,  1983, 

15  to  the  date  of  such  sale  or  exchange  (or  distribution). 

16  SEC.  140.  treatment  of  certain  distributions  received 

17  BY  UNITED  STATES-OWNED  FOREIGN  CORPO- 

18  RATIONS. 

19  (a)  Geneeal  Rule. — Section  535  (defining  accumulat- 

20  ed  taxable  income)  is  amended  by  adding  at  the  end  thereof 

21  the  following  new  subsection: 

22  "(d)  Income  Disteibuted  to  United  States- 

23  Owned  Foeeign  Coepoeation  Retains  United  States 

24  Connection. — 
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1  "(1)  In  geneeal. — For  purposes  of  this  part,  if 

2  more  than  10  percent  of  the  earnings  and  profits  of 

3  any  foreign  corporation  for  any  taxable  year — 

4  "(A)  is  derived  from  sources  within  the 

5  United  States,  or 

6  "(B)  is  effectively  connected  with  the  con- 

7  duct  of  a  trade  or  business  within  the  United 

8  States, 

9  any  distribution  out  of  such  earnings  and  profits  (and 

10  any  interest  payment)  received  (directly  or  through  1 

11  or  more  other  entities)  by  a  United  States-owned  for- 

12  eign  corporation  shall  be  treated  as  derived  by  such 

13  corporation  from  sources  within  the  United  States. 

14  "(2)  United  states-owned  foreign  corpora- 

15  tion. — For   purposes   of  paragraph   (1),   the  term 

16  'United  States-owned  foreign  corporation'  means  any 

17  foreign  corporation  if  50  percent  or  more  of — 

18  "(A)  the  total  combined  voting  power  of  all 

19  classes  of  stock  of  such  corporation  entitled  to 

20  vote,  or 

21  "(B)  the  total  value  of  all  classes  of  stock  of 

22  such  corporation  is  held  directly  (or  indirectly 

23  through  applying  paragraphs  (2)  and  (3)  of  section 

24  958(a)  and  paragraph  (4)  of  section  318(a))  by 


251 

1  United   States   persons   (as   defined  in  section 

2  7701(a)(30))." 

3  (b)  Effective  Date. — 

4  (1)  In  general. — Except  as  provided  in  para- 

5  graph  (2),  the  amendment  made  by  subsection  (a)  shall 

6  apply  to  distributions  received  by  a  United  States- 

7  owned  foreign  corporation  (within  the  meaning  of  sec- 

8  tion  535(d)  of  the  Internal  Revenue  Code  of  1954)  on 

9  or  after  May  23,  1983,  in  taxable  years  ending  on  or 

10  after  such  date. 

11  (2)  COEPOEATIONS  IN  EXISTENCE  ON  MAY  2  3, 

12  1983. — In  the  case  of  a  United  States-owned  foreign 

13  corporation  (as  so  defined)  in  existence  on  May  23, 

14  1983,  the  amendment  made  by  subsection  (a)  shall 

15  apply  to  taxable  years  beginning  after  December  31, 

16  1984. 

17  SEC.   141.   INTEREST   AND   DIVIDENDS   PAID   BY  CERTAIN 

18  UNITED   STATES-OWNED   FOREIGN  CORPORA- 

19  TIONS  TREATED  AS  DERIVED  FROM  UNITED 

20  STATES  SOURCES. 

21  (a)  In  Geneeal. — Section  904  (relating  to  limitation 

22  on  foreign  tax  credit)  is  amended  by  redesignating  subsection 

23  (h)  as  subsection  (i)  and  by  inserting  after  subsection  (g)  the 

24  following  new  subsection: 
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1  "(h)  Inteeest  and  Dividends  Fkom  Ceetain 

2  United  States-Owned  Foreign  Corporations  Treat- 

3  ed  as  Derived  From  United  States  Sources. — 

4  "(1)  In  general. — For  purposes  of  this  section, 

5  if  10  percent  or  more  of  the  gross  income  of  any 

6  United  States-owned  foreign  corporation  for  the  3  tax- 

7  able  years  preceding  the  taxable  year  in  which  any  dis- 

8  tribution  or  interest  payment  is  made  by  such  corpora- 

9  tion  (or  for  such  part  of  such  period  as  the  corporation 

10  is  in  existence) — 

11  "(A)  is  derived  from  sources  within  the 

12  United  States,  or 

13  "(B)  is  effectively  connected  with  the  con- 

14  duct  of  a  trade  or  business  within  the  United 

15  States, 

16  then  such  distribution  (or  interest  payment)  to  the 

17  extent  attributable  to  gross  income  described  in  subpar- 

18  agraph  (A)  or  (B)  shall  be  treated  as  derived  from 

19  sources  within  the  United  States. 

20  "(2)  United  states-owned  foreign  corpora- 

21  tion. — For   purposes   of  paragraph   (1),   the  term 

22  'United   States-owned  foreign  corporation'   has  the 

23  meaning  given  such  term  by  paragraph  (2)  of  section 

24  535(d). 

25  (b)  Effective  Date. — 
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1  (1)  In  general. — Except  as  provided  in  para- 

2  graph  (2),  the  amendment  made  by  subsection  (a)  shall 

3  apply  to  any  distribution  or  interest  payment  made  by 

4  a  United  States-owned  foreign  corporation  after  the 

5  date  of  the  enactment  of  this  Act  to  the  extent  attrib- 

6  utable  to  income  received  or  accrued  by  such  corpora- 

7  tion  after  such  date. 

8  (2)  Interest  on  obligations  held  on  march 

9  l,  19  84,  not  taken  into  account. — The  amend- 

10  ment  made  by  subsection  (a)  shall  not  apply  to  interest 

11  on  any  term  obligation  held  by  a  United  States-owned 

12  foreign  corporation  if  such  corporation  held  such  obli- 

13  gation  on  March  1,  1984. 

14  SEC.  142.  CERTAIN  DIVIDENDS  TREATED  AS  INTEREST  FOR 

15  PURPOSES  OF  THE  LIMITATION  ON  THE  FOR- 

16  EIGN  TAX  CREDIT. 

17  (a)  In  General. — Subsection  (d)  of  section  904  (relat- 

18  ing  to  limitation  on  foreign  tax  credit)  is  amended  by  adding 

19  at  the  end  thereof  the  following  new  paragraph: 

20  "(3)    Certain    distributions    of  united 

21  states-owned  corporations  treated  as  inter- 

22  EST. — 

23  "(A)  In  general. — If  10  percent  or  more 

24  of  the  earnings  and  profits  of  a  corporation  to 

25  which  this  paragraph  applies  for  the  3  taxable 
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1  years  preceding  the  taxable  year  during  which  a 

2  distribution  is  made  by  such  corporation  (or  for 

3  such  part  of  such  period  as  the  corporation  is  in 

4  existence)  is  attributable  to  interest  described  in 

5  paragraph  (2),  such  distribution  (to  the  extent  at- 

6  tributable  to  such  interest),  whether  made  directly 

7  or  through  1  or  more  entities,  shall  be  treated  as 

8  interest  described  in  such  paragraph. 

9  "(B)     CORPORATIONS     TO     WHICH  PARA- 

10  graph  applies. — This  paragraph  shall  apply 

11  to— 

12  "(i)  any  United  States-owned  foreign 

13  corporation  (within  the  meaning  of  section 

14  535(d)(2)),  and 

15  "(ii)  any  United  States-owned  regulated 

16  investment  company. 

17  For  purposes  of  this  paragraph,  the  determination 

18  of  whether  a  regulated  investment  company  is 

19  United  States-owned  shall  be  determined  under 

20  the  principles  of  section  535(d)(2). 

21  "(C)  Certain  amounts  treated  as  in- 

22  terest. — Subparagraph   (C)   of  paragraph  (2) 

23  shall  not  apply  to  any  amount  treated  as  interest 

24  under  subparagraph  (A)." 

25  (b)  Effective  Date. — 


/ 
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1  (1)  In  general. — The  amendment  made  by  sub- 

2  section  (a)  shall  apply  to  distributions  made  after  the 

3  date  of  the  enactment  of  this  Act. 

4  (2)  Interest  on  obligations  held  on  march 

5  l,  1984,  not  taken  into  account. — The  amend- 

6  ment  made  by  subsection  (a)  shall  not  apply  to  interest 

7  on  any  term  obligation  held  by  a  United  States-owned 

8  corporation  if  such  corporation  held  such  obligation  on 

9  March  1,  1984. 

io  Subtitle  K — Reporting,  Penalty,  and 

n  Other  Provisions 

12  SEC.  151.  ORGANIZERS  AND  SELLERS  OF  POTENTIALLY  ABU- 

13  SIVE  TAX  SHELTERS  MUST  KEEP  LISTS  OF  IN- 

14  VESTORS. 

15  (a)  In  General. — Subchapter  B  of  chapter  61  (relating 


16  to  miscellaneous  provisions  involving  information  and  re- 

17  turns)  is  amended  by  redesignating  section  6111  as  section 

18  6112  and  by  inserting  after  section  6110  the  following  new 

19  section: 

20  "SEC.  6111.  ORGANIZERS  AND  SELLERS  OF  POTENTIALLY 


21  ABUSIVE  TAX  SHELTERS  MUST  KEEP  LISTS  OF 

22  INVESTORS. 

23  "(a)  In  General. — Any  person  who — 

24  "(1)  organizes  any  potentially  abusive  tax  shelter, 

25  or 
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1  "(2)  sells  any  interest  in  such  a  shelter, 

2  shall  maintain  (in  such  manner  as  the  Secretary  may  by  regu- 

3  lations  prescribe)  a  list  identifying  each  person  who  was  sold 

4  an  interest  in  such  shelter  and  containing  such  other  informa- 

5  tion  as  the  Secretary  may  by  regulations  require. 

6  "(b)  Potentially  Abusive  Tax  Shelter. — For 

7  purposes  of  this  section,  the  term  'potentially  abusive  tax 

8  shelter'  means  any  entity,  investment  plan  or  arrangement, 

9  or  other  plan  or  arrangement  which  is  of  a  type  which  the 

10  Secretary  determines  by  regulations  as  having  a  potential  for 

1 1  tax  avoidance  or  evasion. 


12  "(c)  Special  Rules. — 

13  "(1)  Availability  foe  inspection;  reten- 

14  tion  of  information  on  list. — Any  person  who  is 

15  required  to  maintain  a  list  under  subsection  (a) — 

16  "(A)  shall  make  such  list  available  to  the 

17  Secretary  for  inspection  upon  request  by  the  Sec- 

18  retary,  and 

19  "(B)  except  as  otherwise  provided  under  reg- 

20  ulations  prescribed  by  the  Secretary,  shall  retain 

21  any  information  which  is  required  to  be  included 

22  on  such  list  for  7  years. 

23  "(2)  Lists  which  would  be  required  to  be 

24  MAINTAINED  BY  2  OR  MORE  PERSONS. — The  Secre- 

25  tary  shall  prescribe  regulations  which  provide  that,  in 
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1  cases  in  which  2  or  more  persons  are  required  under 

2  subsection  (a)  to  maintain  the  same  list  (or  portion 

3  thereof),  only  1  person  shall  be  required  to  maintain 

4  such  list  (or  portion)." 

5  (b)  Penalty  foe  Failuee  To  Maintain  List. — 

6  Subchapter  B  of  chapter  68  (relating  to  assessable  penalties) 

7  is  amended  by  adding  at  the  end  thereof  the  following  new 

8  section: 

9  "SEC.  6706.  FAILURE  TO  MAINTAIN  LISTS  OF  INVESTORS  IN 

10  POTENTIALLY  ABUSIVE  TAX  SHELTERS. 

11  "(a)  In  Geneeal. — Any  person  who  fails  to  meet  any 

12  requirement  imposed  by  section  6111  shall  pay  a  penalty  of 

13  $50  for  each  person  with  respect  to  whom  there  is  such  a 

14  failure,  unless  it  is  shown  that  such  failure  is  due  to  reason- 

15  able  cause  and  not  due  to  willful  neglect.  The  maximum  pen- 

16  alty  imposed  under  this  subsection  for  any  calendar  year  shall 

17  not  exceed  $50,000. 

18  "(b)  Penalty  in  Addition  to  Othee  Penalties. — 

19  The  penalty  imposed  by  this  section  shall  be  in  addition  to 

20  any  other  penalty  provided  by  law." 

21  (c)  CONFOEMING  AMENDMENTS. — 

22  (1)  The  table  of  sections  for  subchapter  B  of  chap- 

23  ter  61  is  amended  by  striking  out  the  item  relating  to 

24  section  6111  and  inserting  in  lieu  thereof  the  following 

25  new  items: 

"Sec.  6111.  Organizers  and  sellers  of  potentially  abusive  tax  shel- 


ters  must  keep  lists  of  investors. 
"Sec.  6112.  Cross  reference." 

1  (2)  The  table  of  sections  for  subchapter  B  of  chap- 

2  ter  68  is  amended  by  adding  at  the  end  thereof  the  fol- 

3  lowing  new  item: 

"Sec.  6706.  Failure  to  maintain  lists  of  investors  in  potentially  abu- 
sive tax  shelters." 

4  (d)  Effective  Date. — The  amendments  made  by  this 

5  section  shall  take  effect  on  the  date  of  the  enactment  of  this 

6  Act. 

7  SEC.  152.  RETURNS  RELATING  TO  MORTGAGE  INTEREST  RE- 

8  CEIVED  IN  TRADE  OR  BUSINESS. 

9  (a)  In  Geneeal. — Subpart  B  of  part  HE  of  subchapter 

10  A  of  chapter  61  (relating  to  information  concerning  transac- 

11  tions  with  other  persons)  is  amended  by  adding  at  the  end 

12  thereof  the  following  new  section: 

13  "SEC.  6050H.  RETURNS  RELATING  TO  RECEIPT  OF  MORTGAGE 


14  INTEREST  IN  TRADE  OR  BUSINESS. 

15  "(a)  Moetgage  Inteeest  OF  $600  OR  Moee. — Any 

16  person — 

17  "(1)  who  is  engaged  in  a  trade  or  business,  and 

18  "(2)  who,  in  the  course  of  such  trade  or  business, 

19  receives  from  any  other  person  interest — 

20  "(A)  on  1  or  more  obligations  which  are  se- 

21  cured  by  the  same  real  property,  and 

22  "(B)  aggregating  $600  or  more  for  any  cal- 

23  endar  year, 
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1  shall  make  the  return  described  in  subsection  (b)  with  respect 

2  to  each  person  from  whom  such  interest  was  received  at  such 

3  time  as  the  Secretary  may  by  regulations  prescribe. 

4  "(b)  Fokm  and  Mannee  of  Retuens. — A  return  is 

5  described  in  this  subsection  if  such  return — 

6  "(1)  is  in  such  form  as  the  Secretary  may  pre- 

7  scribe, 

8  "(2)  contains— 

9  "(A)  the  name  and  address  of  the  person 

10  from  whom  the  interest  was  received, 

11  "(B)  the  amount  of  interest  received  for  the 

12  calendar  year,  and 

13  "(C)  such  other  information  as  the  Secretary 

14  may  prescribe. 

15  "(c)  Application  to  Goveenmental  Units. — For 

16  purposes  of  subsection  (a) — 

17  "(1)  Teeated  as  peesons. — The  term  'person' 

18  includes  any  governmental  unit  (and  any  agency  or  in- 

19  strumentality  thereof). 

20  "(2)  Special  eules. — In  the  case  of  a  govern- 

21  mental  entity  or  any  agency  or  instrumentality  there- 

22  of— 

23  "(A)  subsection  (a)  shall  be  applied  without 

24  regard  to  the  trade  or  business  requirement  con- 

25  tained  therein,  and 
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1  "(B)  any  return  required  under  subsection  (a) 

2  shall  be  made  by  the  officer  or  employee  appropri- 

3  ately  designated  for  the  purpose  of  making  such 

4  return. 

5  "(d)  Statements  To  Be  Furnished  to  Persons 


6  With   Respect   to   Whom   Information  Is  Fur- 

7  nished. — Every  person  making  a  return  under  subsection 

8  (a)  shall  furnish  to  each  person  whose  name  is  set  forth  in 

9  such  return  a  written  statement  showing — 


10  "(1)  the  name  and  address  of  the  person  making 

11  such  return,  and 

12  "(2)  the  aggregate  amount  of  interest  received  by 

13  the  person  making  such  return. 


14  The  written  statement  required  under  the  preceding  sentence 

15  shall  be  furnished  on  or  before  January  31  of  the  year  follow- 

16  ing  the  calendar  year  for  which  the  return  under  subsection 

17  (a)  was  made.,, 


18  (b)  Penalties. — 

19  (1)  Subparagraph  (B)  of  section  6652(a)(1)  (relat- 

20  ing  to  failure  to  file  certain  information  returns,  etc.)  is 

21  amended— 

22  (A)  by  striking  out  "or"  at  the  end  of  clause 

23  (iii), 

24  (B)  by  inserting  "or"  at  the  end  of  clause 

25  (iv),  and 
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1  (C)  by  inserting  after  clause  (iv)  the  following 

2  new  clause: 

3  "(v)  section  6050H(a)  (relating  to  mort- 

4  gage  interest  received  in  trade  or  business),". 

5  (2)  Clause  (iii)  of  section  6652(a)(3)(A)  (relating  to 

6  penalty  in  case  of  intentional  disregard)  is  amended  by 

7  inserting     "or     section     6050H"     after  "section 

8  6041A(b)". 

9  (3)  Paragraph  (1)  of  section  6678(a)  (relating  to 

10  failure  to  furnish  certain  statements)  is  amended — 

11  (A)  by  striking  out  "or  6052(b)"  and  insert- 

12  ing  in  lieu  thereof  "6052(b),  or  6050H(d)",  and 

13  (B)  by  striking  out  "or  6052(a)"  and  insert- 

14  ing  in  lieu  thereof  "6052(a),  or  6050H(a)". 

15  (c)  Confoeming  Amendment. — The  table  of  sections 


16  for  subpart  B  of  part  III  of  subchapter  A  of  chapter  61  is 

17  amended  by  adding  at  the  end  thereof  the  following  new 

18  item: 

"Sec.  6050H.  Returns  relating  to  mortgage  interest  received  in  trade 
or  business." 

19  (d)  Effective  Date. — The  amendments  made  by  this 

20  section  shall  apply  to  amounts  received  after  December  31, 

21  1984. 
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1  SEC.  153.  RETURNS  RELATING  TO  FORECLOSURES  AND  ABAN- 

2  DONMENTS  OF  SECURITY. 

3  (a)  In  Geneeal. — Subpart  B  of  part  HE  of  subchapter 

4  A  of  chapter  61  (relating  to  information  concerning  transac- 

5  tions  with  other  persons)  is  amended  by  adding  at  the  end 

6  thereof  the  following  new  section: 

7  "SEC.  60501.  RETURNS  RELATING  TO  FORECLOSURES  AND 


8  ABANDONMENTS  OF  SECURITY. 

9  "(a)  In  Geneeal. — Any  person  who,  in  connection 

10  with  a  trade  or  business  conducted  by  such  person,  lends 

1 1  money  secured  by  property  and  who — 

12  "(1)  in  full  or  partial  satisfaction  of  any  indebted- 

13  ness,  acquires  an  interest  in  any  property  which  is 

14  security  for  such  indebtedness,  or 

15  "(2)  has  reason  to  know  that  the  property  in 

16  which  such  person  has  a  security  interest  has  been 

17  abandoned, 

18  shall  make  a  return  described  in  subsection  (c)  with  respect  to 

19  each  of  such  acquisitions  or  abandonments,  at  such  time  as 

20  the  Secretary  may  by  regulations  prescribe. 

21  "(b)  Exceptions.— 

22  "(1)  Indebtedness  less  than  $15,000. — Sub- 

23  section  (a)  shall  not  apply  if  the  indebtedness  is  less 

24  than  $15,000.  For  purposes  of  the  preceding  sentence, 

25  all  indebtedness  arising  out  of  any  transaction  (or 

26  series  of  related  transactions)  shall  be  aggregated. 
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1  "(2)  Consumee  loans. — Subsection  (a)  shall  not 

2  apply  to  any  loan  to  an  individual  secured  by  an  inter- 

3  est  in  tangible  personal  property  which  is  not  held  for 

4  investment  and  which  is  not  used  in  a  trade  or  busi- 

5  ness. 

6  "(c)  Form  and  Mannee  of  Return. — The  return  re- 

7  quired  under  subsection  (a)  with  respect  to  any  acquisition  or 

8  abandonment  of  property — 

9  "(1)  shall  be  in  such  form  as  the  Secretary  may 

10  prescribe, 

11  "(2)  shall  contain— 

12  "(A)  the  name  and  address  of  each  person 

13  who  is  a  borrower  with  respect  to  the  indebted- 

14  ness  which  is  secured, 

15  "(B)  a  general  description  of  the  nature  of 

16  such  property  and  such  indebtedness, 

17  "(C)  in  the  case  of  a  return  required  under 

18  subsection  (a)(1) — 

19  "(i)  the  amount  of  such  indebtedness  at 

20  the  time  of  such  acquisition,  and 

21  "(ii)  the  amount  of  indebtedness  satis- 

22  fied  in  such  acquisition, 

23  "(D)  in  the  case  of  a  return  required  under 

24  subsection  (a)(2),  the  amount  of  such  indebtedness 

25  at  the  time  of  such  abandonment,  and 
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1  "(E)  such  other  information  as  the  Secretary 

2  may  prescribe. 

3  "(d)  Applications  to  Goveenmental  Units. — For 

4  purposes  of  this  section — 

5  "(1)  Teeated  as  peesons. — The  term  'person' 

6  includes  any  governmental  unit  (and  any  agency  or  in- 

7  strumentality  thereof). 

8  "(2)  Special  eules. — In  the  case  of  a  govern- 

9  mental  entity  or  any  agency  or  instrumentality  there- 

10  of— 

11  "(A)  subsection  (a)  shall  be  applied  without 

12  regard  to  the  trade  or  business  requirement  con- 

13  tained  therein,  and 

14  "(B)  any  return  under  this  section  shall  be 

15  made  by  the  officer  or  employee  appropriately 

16  designated  for  the  purpose  of  making  such  return. 

17  "(e)  Statements  To  Be  Ftjenished  to  Peesons 


18  With  Respect  to  Whom  Infoemation  Is  Reqtjieed  To 

19  Be  Fuenished. — Every  person  required  to  make  a  return 

20  under  subsection  (a)  shall  furnish  to  each  person  whose  name 

21  is  required  to  be  set  forth  in  such  return  a  written  statement 

22  showing  the  name  and  address  of  the  person  required  to 

23  make  such  return.  The  written  statement  required  under  the 

24  preceding  sentence  shall  be  furnished  to  the  person  on  or 
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1  before  January  31  of  the  year  following  the  calendar  year  for 

2  which  the  return  under  subsection  (a)  was  made. 

3  "(f)  Treatment  of  Other  Dispositions. — To  the 

4  extent  provided  by  regulations  prescribed  by  the  Secretary, 

5  any  transfer  of  the  property  which  secures  the  indebtedness 

6  to  a  person  other  than  the  lender  shall  be  treated  as  an 

7  abandonment  of  such  property." 

8  (b)  Penalties. — 

9  (1)  Subparagraph  (B)  of  section  6652(a)(1)  (relat- 

10  ing  to  failure  to  file  certain  information  returns,  etc.)  is 

1 1  amended — 

12  (A)  by  striking  out  "or"  at  the  end  of  clause 

13  (iv), 

14  (B)  by  adding  "or"  at  the  end  of  clause  (v), 

15  and 

16  (C)  by  inserting  after  clause  (v)  the  following 

17  new  clause: 

18  "(yi)  section  60501  (relating  to  foreclo- 

19  sures  and  abandonments  of  security),". 

20  (2)  Clause  (hi)  of  section  6652(a)(3)(A)  (relating  to 

21  penalty  in  case  of  intentional  disregard)  is  amended  by 

22  striking  out  "or  section  6050H"  and  inserting  in  lieu 

23  thereof  ",  section  6050H,  or  section  60501". 

24  (3)  Paragraph  (1)  of  section  6678(a)  (relating  to 

25  failure  to  furnish  certain  statements)  is  amended — 
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1  (A)  by  striking  out  "or  6050H(d)"  and  in- 

2  serting  in  lieu  thereof  "6050H(d),  or  60501(6)", 

3  and 

4  (B)  by  striking  out  "or  6050H(a)"  and  in- 

5  serting  in  lieu  thereof  "6050H(a),  or  60501(a)". 

6  (c)  Conforming  Amendment. — The  table  of  sections 


7  for  subpart  B  of  part  HE  of  subchapter  A  of  chapter  61  is 

8  amended  by  adding  at  the  end  thereof  the  following  new 

9  item: 

"Sec.  60501.  Returns  relating  to  foreclosures  and  abandonments  of 
security." 

10  (d)  Effective  Date. — The  amendments  made  by  this 

11  section  shall  apply  with  respect  to  acquisitions  of  property 

12  and  abandonments  of  property  after  December  31,  1984. 

13  SEC.  154.  INCREASE  IN  PENALTY  FOR  PROMOTING  ABUSIVE 

14  TAX  SHELTERS. 

15  (a)  In  General. — Subsection  (a)  of  section  6700  (relat- 

16  ing  to  promotion  of  abusive  tax  shelters)  is  amended  by  strik- 

17  ing  out  "10  percent"  and  inserting  in  lieu  thereof  "20  per- 

18  cent". 

19  (b)  Effective  Date. — The  amendment  made  by  this 

20  section  shall  take  effect  on  the  date  of  the  enactment  of  this 

21  Act. 


1  SEC.  155.  REPORTING  OF  STATE  AND  LOCAL  REFUNDS  NOT 

2  REQUIRED  WITH  RESPECT  TO  NON-ITEMIZERS. 

3  (a)  In  General. — Subsection  (a)  of  section  6050E  (re- 

4  lating  to  State  and  local  income  tax  refunds)  is  amended  by 

5  adding  at  the  end  thereof  the  following:  "No  return  shall  be 

6  required  under  the  preceding  sentence  with  respect  to  any 

7  individual  if  it  is  determined  (in  the  manner  provided  by  regu- 

8  lations)  that  such  individual  did  not  claim  itemized  deductions 

9  under  chapter  1  for  the  taxable  year  giving  rise  to  the  refund, 

10  credit,  or  offset." 

11  (b)  Effective  Date. — The  amendment  made  by  sub- 

12  section  (a)  shall  apply  to  payments  of  refunds,  and  credits  and 

13  offsets  made,  after  December  31,  1982. 

14  SEC.  156.  AUTHORIZATION  TO  DISREGARD  APPRAISALS  OF 

15  PERSONS  PENALIZED  FOR  AIDING  IN  UNDER- 

16  STATEMENTS  OF  TAX  LIABILITY. 

17  (a)  In  General. — Section  330  of  title  31,  United 

18  States  Code,  is  amended  by  adding  at  the  end  thereof  the 

19  following  new  subsection: 

20  "(c)  After  notice  and  opportunity  for  a  hearing  to  any 

21  appraiser  with  respect  to  whom  a  penalty  has  been  assessed 

22  under  section  6701(a)  of  the  Internal  Revenue  Code  of  1954, 

23  the  Secretary  may — 

24  "(1)  provide  that  appraisals  by  such  appraiser 

25  shall  not  have  any  probative  effect  in  any  administra- 
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1  tive  proceeding  before  the  Department  of  the  Treasury 

2  or  the  Internal  Revenue  Service,  and 

3  "(2)  bar  such  appraiser  from  presenting  evidence 

4  or  testimony  in  any  such  proceeding." 

5  (b)  Effective  Date. — The  amendment  made  by  sub- 

6  section  (a)  shall  apply  to  penalties  assessed  after  the  date  of 

7  the  enactment  of  this  Act. 

8  SEC.  157.  PROVISIONS  RELATING  TO  INDIVIDUAL  RETIRE- 

9  MENT  ACCOUNTS. 

10  (a)  Claeification  That  Regulations  May  Re- 

11  quiee  Repoets  To  Identify  Yeaes  to  Which  Contei- 

12  butions  Relate. — Subsection  (i)  of  section  408  (relating  to 

13  individual  retirement  accounts)  is  amended  by  inserting  "(and 

14  the  years  to  which  they  relate)"  after  " contributions". 

15  (b)  Inceease  in  Penalty  foe  Failuee  To  File  Re- 

16  poets. — Subsection  (a)  of  section  6693  (relating  to  failure  to 

17  provide  reports  on  individual  retirement  accounts  and  annu- 

18  ities)  is  amended  by  striking  out  "$10"  and  inserting  in  lieu 

19  thereof  "$50". 

20  (c)  Effective  Dates. — 

21  (1)  Subsection  (a). — The  amendment  made  by 

22  subsection  (a)  shall  apply  to  contributions  made  after 

23  April  15,  1984,  for  taxable  years  beginning  after  De- 

24  cember  31,  1983. 
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1  (2)  Subsection  (b). — The  amendment  made  by 

2  subsection  (b)  shall  apply  to  failures  occurring  after  the 

3  date  of  the  enactment  of  this  Act. 

4  SEC.  158.  RETURNS  RELATING  TO  EXCHANGES  OF  PARTNER- 

5  SHIP  INTERESTS  WHERE  UNREALIZED  RECEIV- 

6  ABLES,  ETC.,  INVOLVED. 

7  (a)  In  Geneeal. — Subpart  B  of  part  III  of  subchapter 


8  A  of  chapter  61  (relating  to  information  and  returns)  is 

9  amended  by  adding  at  the  end  thereof  the  following  new  sec- 

10  tion: 

11  "SEC.  6050J.  RETURNS  RELATING  TO  EXCHANGES  OF  CERTAIN 

12  PARTNERSHIP  INTERESTS. 

13  "(a)  In  Geneeal. — Except  as  provided  in  regulations 

14  prescribed  by  the  Secretary,  if  there  is  an  exchange  described 

15  in  section  751(a)  of  any  interest  in  a  partnership  during  any 

16  calendar  year,  such  partnership  shall  make  a  return  for  such 

17  calendar  year  stating — 


18  "(1)  the  name  and  address  of  the  transferee  and 

19  transferor  in  such  exchange,  and 

20  "(2)  such  other  information  as  the  Secretary  may 

21  by  regulations  prescribe. 

22  Such  return  shall  be  made  at  such  time  and  in  such  manner 

23  as  the  Secretary  may  require  by  regulations. 

24  "(b)  Statement  To  Be  Fuenished  to  Teansfeeoe 

25  and  Teansfeeee. — Every  partnership  making  a  return 
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1  under  subsection  (a)  shall  furnish  to  each  person  whose  name 

2  is  set  forth  in  such  return  a  written  statement  showing — 


3  "(1)  the  name  and  address  of  the  partnership 

4  making  the  return,  and 

5  "(2)  the  information  shown  on  the  return  with  re- 

6  spect  to  such  person. 


7  The  statement  required  under  the  preceding  sentence  shall  be 

8  furnished  to  the  person  on  or  before  January  31  following  the 

9  calendar  year  for  which  the  return  under  subsection  (a)  was 
10  made." 


11  (b)  Penalties. — 

12  (1)  Subparagraph  (B)  of  section  6652(a)(1)  (relat- 

13  ing  to  failure  to  file  certain  information  returns,  etc.)  is 

14  amended  by  striking  out  "or"  at  the  end  of  clause  (v), 

15  by  adding  "or"  at  the  end  of  clause  (vi),  and  by  insert- 

16  ing  after  clause  (vi)  the  following  new  clause: 

17  "(vii)  section  6050 J  (relating  to  ex- 

18  changes  of  certain  partnership  interests),". 

19  (2)  Paragraph  (1)  of  section  6678(a)  (relating  to 

20  failure  to  furnish  certain  statements)  is  amended — 

21  (A)  by  striking  out  "or  60501(e)"  and  insert- 

22  ing  in  lieu  thereof  "60501(e),  or  6050J(b)",  and 

23  (B)  by  striking  out  "or  60501(a)"  and  insert- 

24  ing  in  lieu  thereof  "60501(a),  or  6050J(a)". 
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1  (c)  Conforming  Amendment. — The  table  of  sections 

2  for  subpart  B  of  part  III  of  subchapter  A  of  chapter  61  is 

3  amended  by  adding  at  the  end  thereof  the  following  new 

4  item: 

"Sec.  6050J.  Returns  relating  to  exchanges  of  certain  partnership 
interests." 

5  (d)  Effective  Date. — The  amendments  made  by  this 

6  section  shall  apply  with  respect  to  exchanges  after  December 

7  31,  1984. 

8  SEC.  159.  STATEMENTS  REQUIRED  IN  CASE  OF  CERTAIN  SUB- 

9  STITUTE  DIVIDEND  PAYMENTS. 

10  (a)  General  Rule. — Section  6045  (relating  to  returns 

11  of  brokers)  is  amended  by  adding  at  the  end  thereof  the  fol- 

12  lowing  new  subsection: 

13  "(d)  Statements  Required  in  Case  of  Certain 

14  Substitute  Dividend  Payments. — If — 

15  "(1)  any  broker  in  stocks  or  securities  lends  stock 

16  of  a  corporate  customer  for  use  in  a  short  sale,  and 

17  "(2)  receives  (on  behalf  of  the  customer)  a  pay- 

18  ment  in  lieu  of  a  dividend  on  such  stock  during  the 

19  period  such  short  sale  is  open, 

20  such  broker  shall  furnish  such  customer  a  written  statement 

21  (at  the  time  and  in  the  manner  prescribed  by  regulations) 

22  identifying  such  payment  as  being  in  lieu  of  a  dividend  pay- 

23  ment." 
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1  (b)  Effective  Date. — The  amendment  made  by  sub- 

2  section  (a)  shall  apply  to  payments  received  after  December 

3  31,  1984. 

4  Subtitle  L — Miscellaneous  Provisions 

5  SEC.  161.  INCLUSION  OF  TAX  BENEFIT  ITEMS  IN  INCOME. 


6  (a)  In  General. — Section  111  (relating  to  recovery  of 

7  bad  debts,  prior  taxes,  and  delinquency  amounts)  is  amended 

8  to  read  as  follows: 

9  "SEC.  111.  RECOVERY  of  tax  benefit  items. 

10  "(a)  Deductions. — Gross  income  does  not  include 

1 1  income  attributable  to  the  recovery  during  the  taxable  year  of 

12  any  amount  deducted  in  any  prior  taxable  year  to  the  extent 

13  such  amount  did  not  reduce  income  subject  to  tax. 

14  "(b)  Credits.— 

15  "(1)  In  general. — If — 

16  "(A)  a  credit  was  allowable  with  respect  to 

17  any  amount  for  any  prior  taxable  year,  and 

18  "(B)  such  amount  is  recovered  during  the 

19  taxable  year, 

20  the  tax  imposed  by  this  chapter  for  the  taxable  year 

21  shall  be  increased  by  the  amount  of  the  credit  attribut- 

22  able  to  the  recovered  amount. 

23  "(2)   Exception   where    credit   did  not 

24  reduce  tax. — Paragraph  (1)  shall  not  apply  to  the 

25  extent  that  the  credit  allowable  for  the  recovered 
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1  amount  did  not  reduce  the  amount  of  tax  imposed  by 

2  this  chapter. 

3  "(3)  Exception  for  investment  tax  credit 

4  and  foreign  tax  credit. — This  subsection  shall  not 

5  apply  with  respect  to  the  investment  tax  credit  and  the 

6  foreign  tax  credit. 

7  "(c)  Treatment  of  Carryovers. — For  purposes  of 

8  this  section,  an  increase  in  a  carryover  which  has  not  expired 

9  before  the  beginning  of  the  taxable  year  in  which  the  recov- 

10  ery  takes  place  shall  be  treated  as  reducing  income  subject  to 

11  tax  or  reducing  tax  imposed  by  this  chapter,  as  the  case  may 

12  be. 

13  "(d)  Special  Rules  for  Accumulated  Earnings 

14  Tax  and  for  Personal  Holding  Company  Tax. — In 

15  applying  subsection  (a)  for  the  purpose  of  determining  the 

16  accumulated  earnings  tax  under  section  531  or  the  tax  under 

17  section  541  (relating  to  personal  holding  companies) — 

18  "(1)  any  excluded  amount  under  subsection  (a)  al- 

19  lowed  for  the  purposes  of  this  subtitle  (other  than  sec- 

20  tion  531  or  section  541)  shall  be  allowed  whether  or 

21  not  such  amount  resulted  in  a  reduction  of  the  tax 

22  under  section  531  or  the  tax  under  section  541  for  the 

23  prior  taxable  year;  and 

24  "(2)  where  any  excluded  amount  under  subsection 

25  (a)  was  not  allowable  as  a  deduction  for  the  prior  tax- 
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1  able  year  for  purposes  of  this  subtitle  other  than  of  sec- 

2  tion  531  or  section  541  but  was  allowable  for  the  same 

3  taxable  year  under  section  531  or  section  541,  then 

4  such  excluded  amount  shall  be  allowable  if  it  did  not 

5  result  in  a  reduction  of  the  tax  under  section  531  or 

6  the  tax  under  section  541." 

7  (b)  Clerical  Amendment. — The  table  of  sections  for 

8  part  HI  of  subchapter  B  of  chapter  1  (relating  to  items  spe- 

9  cifically  excluded  from  gross  income)  is  amended  by  striking 

10  out  the  item  relating  to  section  111  and  inserting  in  lieu 

1 1  thereof: 

"Sec.  111.  Recovery  of  tax  benefit  items." 

12  (c)  Effective  Date. — The  amendments  made  by  this 

13  section  shall  apply  to  amounts  recovered  after  December  31, 

14  1983,  in  taxable  years  ending  after  such  date. 

15  SEC.  162.  LOANS  WITH  BELOW-MARKET  INTEREST  RATES. 

16  (a)  General  Rule. — Subchapter  C  of  chapter  80  (re- 

17  lating  to  provisions  affecting  more  than  1  subtitle)  is  amended 

18  by  adding  at  the  end  thereof  the  following  new  section: 

19  "SEC.  7872.  TREATMENT  OF  LOANS  WITH  BELOW-MARKET  IN- 

20  TEREST  RATES. 

21  "(a)  Treatment  of  Family  Loans  and  Demand 

22  Loans. — 

23  "(1)  In  general. — For  purposes  of  this  title,  in 

24  the  case  of  any  below-market  loan  which  is  a  family 
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1  loan  or  a  demand  loan,  the  foregone  interest  shall  be 

2  treated  as — 

3  "(A)  transferred  from  the  lender  to  the  bor- 

4  rower,  and 

5  "(B)  re  transferred  by  the  borrower  to  the 

6  lender  as  interest. 

7  "(2)  Time  when  teansfees  made. — Except  as 

8  otherwise  provided  in  regulations  prescribed  by  the 

9  Secretary,  any  foregone  interest  attributable  to  periods 

10  during  any  calendar  year  shall  be  treated  as  transferred 

11  (and  retransferred)  under  paragraph  (1)  on  the  last  day 

12  of  such  calendar  year. 

13  "(b)    Teeatment    of    Othee  Below-Maeket 

14  Loans. — 

15  "(1)  In  geneeal. — For  purposes  of  this  title,  in 

16  the  case  of  any  below-market  loan  to  which  subsection 

17  (a)(1)  does  not  apply,  the  excess  of — 

18  "(A)  the  amount  loaned,  over 

*19  "(B)  the  present  value  of  all  payments  due 

20  under  such  loan, 

21  shall  be  treated  as  property  transferred  by  the  lender 

22  to  the  borrower  on  the  date  the  loan  was  made. 

23  "(2)  Teeatment  of  excess. — For  purposes  of 

24  this  title,  any  excess  described  in  paragraph  (1)  shall 
be— 


276 

1  "(A)  deductible  to  the  borrower  as  interest, 

2  and 

3  "(B)  included  in  the  gross  income  of  the 

4  lender  as  interest, 

5  under  principles  similar  to  the  principles  of  section 

6  1272(a). 

7  "(c)  Below-Market  Loan. — For  purposes  of  this  sec- 

8  tion,  the  term  'below-market  loan'  means  any  loan  if — 

9  "(1)  in  the  case  of  a  demand  loan,  interest  is  pay- 

10  able  on  the  loan  at  a  rate  less  than  the  applicable  Fed- 

11  eral  rate,  or 

12  "(2)  in  the  case  of  a  term  loan,  the  amount  loaned 

13  exceeds  the  present  value  of  all  payments  due  under 

14  the  loan. 

15  "(d)  Foregone  Interest. — For  purposes  of  this  sec- 

16  tion,  the  term  'foregone  interest'  means,  with  respect  to  any 

17  period  during  which  the  loan  is  outstanding,  the  excess  of — 

18  "(1)  the  amount  of  interest  which  would  have  ac- 

19  crued  on  the  loan  during  the  period  if  interest  accrued 

20  on  the  loan  at  the  applicable  Federal  rate,  over 

21  "(2)  any  interest  payable  on  the  loan  properly  al- 

22  locable  to  such  period. 

23  "(e)  Special  Rules  for  Family  Loans. — In  the 

24  case  of  a  family  loan — 
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1  "(1)  the  amount  treated  as  retransferred  by  the 

2  borrower  to  the  lender  shall  not  exceed  any  income  re- 

3  alized  by  the  borrower  which  is  attributable  to  the 

4  loan;  and 

5  "(2)  subsection  (b)  shall  apply  for  purposes  of 

6  chapter  12. 

7  "(f)  Other  Definitions  and  Special  Rules. — For 

8  purposes  of  this  section — 

9  "(1)  Present  value. — The  present  value  of  any 

10  payment  shall  be  determined  in  the  manner  provided 

11  by  regulations  prescribed  by  the  Secretary — 

12  "(A)  as  of  the  date  of  the  loan,  and 

13  "(B)  by  using  a  discount  rate  equal  to  the 

14  applicable  Federal  rate. 

15  "(2)  Applicable  federal  rate. — In  the  case 

16  of  any  loan,  the  applicable  Federal  rate  shall  be  the 

17  applicable  Federal  rate  in  effect  under  section  1274(d) 

18  (as  of  the  day  on  which  the  loan  was  made),  com- 

19  pounded  semiannually. 

20  "(3)  Family  loan.— The  term   'family  loan' 

21  means  any  below-market  loan  where  the  foregone  in- 

22  terest  is  a  gift  (within  the  meaning  of  section  2501). 

23  "(4)    Amount    loaned. — The    term  'amount 

24  loaned'  means  the  amount  received  by  the  borrower. 

25  "(g)  Exceptions. — 
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1  "(1)  Where  tax  avoidance  not  a  principal 

2  purpose. — Under  regulations  prescribed  by  the  Secre- 

3  tary,  this  section  shall  not  apply  if  it  is  established  to 

4  the  satisfaction  of  the  Secretary  that  the  loan  did  not 

5  have  as  1  of  its  principal  purposes  the  avoidance  of  any 

6  Federal  tax. 

7  "(2)  Loans  to  which  section  483  or  1274 

8  applies. — This  section  shall  not  apply  to  any  loan  to 

9  which  section  483  or  1274  applies. 

10  "(h)  Regulations. — The  Secretary  shall  prescribe 


1 1  such  regulations  as  may  be  necessary  or  appropriate  to  carry 

12  out  the  purposes  of  this  section,  including  regulations  provid- 

13  ing  that  where,  by  reason  of  varying  rates  of  interest,  condi- 

14  tional  interest  payments,  waivers  of  interest,  or  other  circum- 

15  stances,  the  provisions  of  this  section  do  not  carry  out  the 

16  purposes  of  this  section,  adjustments  to  the  provisions  of  this 

17  section  will  be  made  to  the  extent  necessary  to  carry  out  the 

18  purposes  of  this  section.' ' 


19  (b)  Clerical  Amendment. — The  table  of  sections  for 

20  subchapter  C  of  chapter  80  is  amended  by  adding  at  the  end 

21  thereof  the  following  new  item: 

"Sec.  7872.  Treatment  of  loans  with  below-market  interest  rates." 

22  (c)  Effective  Dates. — 

23  (1)  In  general. — Except  as  provided  in  para- 

24  graph  (2),  the  amendments  made  by  this  section  shall 

25  apply  to — 
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1  (A)  term  loans  made  after  March  1,  1984, 

2  and 

3  (B)  demand  loans  outstanding  after  March  1, 

4  1984. 

5  (2)  Exception  for  demand  loans  outstand- 

6  ing  on  maech  1,  19  84,  and  repaid  within  60 

7  DAYS    AFTER    DATE    OF    ENACTMENT. — The  amend- 

8  ments  made  by  this  section  shall  not  apply  to  any 

9  demand  loan  which — 

10  (A)  was  outstanding  on  March  1,  1984,  and 

11  (B)  was  repaid  before  the  date  60  days  after 

12  the  date  of  the  enactment  of  this  Act. 

13  (3)  Treatment  of  renegotiations,  etc. — 

14  For  purposes  of  this  subsection,  any  loan  renegotiated, 

15  extended,  or  revised  after  March  1,  1984,  shall  be 

16  treated  as  a  loan  made  after  such  date. 

17  SEC.    163.   LIFO   CONFORMITY   RULES   APPLIED    ON  CON- 

18  TROLLED  GROUP  BASIS. 

19  (a)  General  Rule. — Section  472  (relating  to  last-in, 

20  first-out  inventories)  is  amended  by  adding  at  the  end  thereof 

21  the  following  new  subsection: 

22  "(g)  Conformity  Rules  Applied  on  Controlled 

23  Group  Basis. — 

24  "(1)  In  general. — Except  as  otherwise  provided 

25  in  regulations,  all  members  of  the  same  group  of  finan- 
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1  cially  related  corporations  shall  be  treated  as  1  taxpay- 

2  er  for  purposes  of  subsections  (c)  and  (e)(2). 

3  "(2)  Group  of  financially  related  corpo- 

4  rations. — For  purposes  of  paragraph  (1),  the  term 

5  'group  of  financially  related  corporations 1  means — 

6  "(A)  any  affiliated  group  as  defined  in  sec- 

7  tion  1504  determined  by  substituting  '50  percent' 

8  for  '80  percent'  each  place  it  appears  in  section 

9  1504(a)  and  without  regard  to  section  1504(b), 

10  and 

11  "(B)  any  other  group  of  corporations  which 

12  consolidate  for  purposes  of  financial  statements. " 

13  (b)  Effective  Date. — The  amendment  made  by  sub- 

14  section  (a)  shall  apply  to  taxable  years  beginning  after  the 

15  date  of  the  enactment  of  this  Act. 

16  SEC.  164.  TREATMENT  OF  COLLAPSIBLE  CORPORATIONS. 

17  (a)  Amount  of  Gain  Required  To  Be  Recog- 


18  nized. — Subparagraph  (A)  of  section  341(b)(1)  (defining  col- 

19  lapsible  corporation)  is  amended  by  striking  out  "a  substan- 

20  tial  party"  and  inserting  in  lieu  thereof 

21  (b)   Aggregation   for   Purposes   of  Section 

22  341(d)(2). — Subsection  (d)  of  section  341  (relating  to  limita- 

23  tions  on  application  of  section)  is  amended  by  adding  at  the 

24  end  thereof  the  following  sentence:  "In  determining  whether 

25  property  is  described  in  subsection  (b)(1)  for  purposes  of  ap- 
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1  plying  paragraph  (2),  all  property  described  in  section 

2  1221(1)  shall,  to  the  extent  provided  in  regulations  prescribed 

3  by  the  Secretary,  be  treated  as  one  item  of  property." 

4  (c)  Conforming  Amendment. — Paragraph  (2)  of  sec- 

5  tion  341(d)  is  amended  by  striking  out  "so  manufactured, 

6  constructed,  produced,  or  purchased"  and  inserting  in  lieu 

7  thereof  "described  in  subsection  (b)(1)". 

8  (d)  Effective  Date. — The  amendments  made  by  this 

9  section  shall  apply  with  respect  to  sales,  exchanges,  and  dis- 

10  tributions  after  the  date  of  the  enactment  of  this  Act  in  tax- 

11  able  years  ending  after  such  date. 

12  SEC.  165.  ELIGIBILITY  FOR  INCOME  AVERAGING. 

13  (a)  Base  Period  Shortened  to  3  Years. — Para- 

14  graph  (2)  of  section  1302(c)  (relating  to  definition  of  averag- 

15  able  income;  related  definitions)  is  amended  by  striking  out 

16  "4  taxable  years"  and  inserting  in  lieu  thereof  "3  taxable 

17  years". 

18  (b)  Increase  in  Percentage  of  Average  Base 

19  Income  Taken  Into  Account. — Section  1301  (relating  to 

20  limitation  on  tax)  is  amended  by  striking  out  "120  percent" 

21  and  inserting  in  lieu  thereof  "140  percent". 

22  (c)  Technical  and  Conforming  Amendments. — 

23  (1)  Section  1301  (relating  to  limitation  on  tax)  is 

24  amended — 
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1  (A)  by  striking  out  "5  times"  and  inserting 

2  in  lieu  thereof  "4  times",  and 

3  (B)  by  striking  out  "20  percent"  and  insert- 

4  ing  in  lieu  thereof  "25  percent". 

5  (2)  Paragraph  (1)  of  section  1302(a)  (defining 

6  averagable  income)  is  amended  by  striking  out  "120 

7  percent"  and  inserting  in  lieu  thereof  "140  percent". 

8  (3)  Paragraph  (1)  of  section  1302(b)  (defining 

9  average  base  period  income)  is  amended  by  striking  out 

10  "one-fourth"  and  inserting  in  lieu  thereof  "V3". 

11  (4)  Paragraph  (3)  of  section  1302(c)  is  amended 

12  by  striking  out  "4  taxable  years"  and  inserting  in  lieu 

13  thereof  "3  taxable  years". 

14  (d)  Effective  Date. — The  amendments  made  by  this 


15  section  shall  apply  to  computation  years  beginning  after  De- 

16  cember  31,  1983,  and  to  base  period  years  applicable  to  such 

17  computation  years. 

18  SEC.  166.  LIMITATION  ON  AMOUNT  OF  DEPRECIATION  AND  IN- 


19  VESTMENT    TAX    CREDIT    ALLOWABLE  FOR 

20  LUXURY  AUTOMOBILES. 

21  (a)  General  Rule. — Subsection  (d)  of  section  168  (re- 

22  lating  to  unadjusted  basis;  adjustments)  is  amended  by  adding 

23  at  the  end  thereof  the  following  new  paragraph: 

24  "(3)  Limitation  in  case  of  luxury  auto- 

25  mobiles. — 
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1  "(A)  In  geneeal. — In  the  case  of  a  passen- 

2  ger  automobile,  the  aggregate  basis  of  such  auto- 

3  mobile  taken  into  account  by  all  persons  holding 

4  interests  in  the  automobile — 

5  "(i)  for  purposes  of  determining  the 

6  amount  of  the  deduction  allowable  under  this 

7  section  (and  any  other  deduction  allowable 

8  for  depreciation  or  amortization), 

9  "(ti)  for  purposes  of  determining  the 

10  amount  of  the  credit  allowable  under  section 

11  38,  and 

12  "(iii)  for  purposes  of  section  179, 

13  shall  not  exceed  $21,000  increased  by  the  auto- 

14  mobile  price  inflation  adjustment  (if  any)  for  the 

15  calendar  year  in  which  the  automobile  is  placed  in 

16  service. 

17  "(B)  Passengee  automobile. — For  pur- 

18  poses  of  this  paragraph — 

19  "(i)  In  geneeal. — Except  as  provided 

20  in  clause  (ii),  the  term  'passenger  automobile' 

21  means  any  4-wheeled  vehicle — 

22  "(I)  which  is  manufactured  primar- 

23  ily  for  use  on  public  streets,  roads,  and 

24  highways,  and 
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1  "(ID   which   is   rated   at  6,000 

2  pounds  gross  vehicle  weight  or  less. 

3  "(ii)  Exception  foe  ceetain  vehi- 

4  cles. — The    term    'passenger  automobile' 

5  shall  not  include — 

6  "(I)   any   ambulance,   hearse,  or 

7  combination  ambulance-hearse  used  by 

8  the  taxpayer  directly  in  a  trade  or  busi- 

9  ness, 

10  "(II)  any  vehicle  used  by  the  tax- 

11  payer  directly  in  the  trade  or  business 

12  of  transporting  persons  or  property  for 

13  compensation  or  hire,  and 

14  "(HQ  under  regulations,  any  truck 

15  or  van. 

16  "(C)  Automobile  peice  inflation  ad- 

17  justment. — For  purposes  of  this  paragraph — 

18  "(i)    In    geneeal. — The  automobile 

19  price  inflation  adjustment  for  any  calendar 

20  year  is  the  percentage  (if  any)  by  which — 

21  "(I)  the  CPI  automobile  compo- 

22  nent  for  November  of  the  preceding  cal- 

23  endar  year,  exceeds 

24  "(II)  the  CPI  automobile  compo- 

25  nent  for  November  of  1983. 
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1  In  the  case  of  calendar  year  1984,  the  auto- 

2  mobile  price  inflation  adjustment  shall  be 

3  zero. 

4  "(ii)  CPI  AUTOMOBILE  COMPONENT. — 

5  The    term    'CPI    automobile  component' 

6  means  the  automobile  component  of  the  Con- 

7  sumer  Price  Index  for  All  Urban  Consumers 

8  published  by  the  Department  of  Labor. 

9  "(D)       COORDINATION       WITH  SECTION 

10  1031. — In  the  case  of  an  exchange  described  in 

11  section  1031  where  the  property  received  in  the 

12  exchange  is  a  passenger  automobile,  the  excess  of 

13  the  fair  market  value  of  such  property  over  the 

14  limitation  of  subparagraph  (A)  shall  be  treated  as 

15  an  amount  received  in  cash  for  purposes  of  section 

16  1031. 

17  "(E)  Treatment  of  leases. — 

18  "(i)  Exception  for  lessors. — This 

19  paragraph  shall  not  apply  to  any  passenger 

20  automobile  leased  or  held  for  leasing  by  any 

21  person  regularly  engaged  in  the  business  of 

22  leasing  passenger  automobiles. 

23  "(ii)  Treatment  of  lessees. — For 

24  purposes  of  determining  the  amount  allow- 

25  able  as  a  deduction  under  this  chapter  for 
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1  rentals  or  other  payments  under  a  lease  for  a 

2  period  of  30  days  or  more  of  a  passenger 

3  automobile,  only  the  allowable  portion  of 

4  such  payments  shall  be  taken  into  account. 

5  "(hi)     Allowable     poetion. — The 

6  term  'allowable  portion'  means,  with  respect 

7  to  any  lease  of  an  automobile,  the  fraction — 

8  "(I)  the  numerator  of  which  is  the 

9  limitation  of  subparagraph  (A)  in  effect 

10  for  the  calendar  year  in  which  the  auto- 

11  mobile  is  placed  in  service  under  the 

12  lease,  and 

13  "(IT)  the  denominator  of  which  is 

14  the  fair  market  value  of  such  automobile 

15  when  so  placed  in  service." 

16  (b)  Pee  sumption  That  at  Least  50  Peecent  of 


17  Use  of  Automobile  Is  foe  Peesonal  Pueposes. — Sec- 

18  tion  162  (relating  to  trade  or  business  expenses)  is  amended 

19  by  redesignating  subsection  (j)  as  subsection  (k)  and  by  insert- 

20  ing  after  subsection  (i)  the  following  new  subsection: 


21  "(j)  Peesumption  That  at  Least  50  Peecent  of 

22  Use  of  Automobile  Is  foe  Peesonal  Pueposes. — 

23  "(1)  In  geneeal. — For  purposes  of  this  title,  at 

24  least  50  percent  of  the  use  of  any  passenger  auto- 

25  mobile  during  any  taxable  year  shall  be  treated  as  per- 
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1  sonal  use  unless  the  taxpayer  establishes  otherwise  by 

2  adequate  records  or  by  sufficient  evidence  corroborat- 

3  ing  his  own  statement. 

4  "(2)  Definitions. — For  purposes  of  this  sec- 

5  tion — 

6  "(A)  Passengee  automobile. — The  term 

7  'passenger  automobile'  has  the  meaning  given 

8  such  term  by  section  168(d)(3)(B). 

9  "(B)  Personal  use. — The  term  'personal 

10  use'  means  any  use  which  is  not  in  a  trade  or 

11  business  and  is  not  in  any  activity  described  in 

12  section  212." 

13  (c)  Effective  Dates. — 

14  (1)  Subsection  (a). — The  amendment  made  by 

15  subsection  (a)  shall  apply  to  property  placed  in  service 

16  after  March  1,  1984,  in  taxable  years  ending  after  such 

17  date. 

18  (2)  Subsection  (b). — The  amendment  made  by 

19  subsection  (b)  shall  apply  to  taxable  years  beginning 

20  after  December  31,  1984. 

21  SEC.  167.  AMENDMENTS  TO  SECTION  1239. 

22  (a)  Patent  Applications  Treated  as  Deprecia- 

23  ble  Property. — Section  1239  (relating  to  gain  from  sale  of 

24  depreciable  property  between  certain  related  taxpayers)  is 
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1  amended  by  adding  at  the  end  thereof  the  following  new  sub- 

2  section: 

3  "(e)  Patent  Applications  Teeated  as  Depeecia- 

4  ble  Peopeety. — For  purposes  of  this  section,  a  patent  ap- 

5  plication  shall  be  treated  as  property  which,  in  the  hands  of 

6  the  transferee,  is  of  a  character  which  is  subject  to  the  allow- 

7  ance  for  depreciation  provided  in  section  167." 

8  (b)  Taxpayee  and  Ceetain  Teusts  Teeated  as 

9  Related  Peesons. — Subsection  (b)  of  section  1239  is 

10  amended  to  read  as  follows: 

11  "(b)  Related  Peesons. — For  purposes  of  subsection 

12  (a),  the  term  'related  person'  means — 

13  "(1)  a  husband  and  wife, 

14  "(2)  a  person  and  all  entities  which  are  80-per- 

15  cent  owned  entities  with  respect  to  such  person, 

16  "(3)  a  taxpayer  and  any  trust  in  which  such  tax- 

17  payer  (or  his  spouse)  is  a  beneficiary,  unless  such  bene- 

18  ficiary's  interest  in  the  trust  is  a  remote  contingent  in- 

19  terest  (within  the  meaning  of  section  318(a)(3)(B)(i))." 

20  (c)  Effective  Date. — The  amendments  made  by  this 

21  section  shall  apply  to  sales  or  exchanges  after  March  1, 

22  1984,  in  taxable  years  ending  after  such  date. 
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1  SEC.  168.  AMENDMENTS  TO  SECTION  267. 

2  (a)  Allowance  of  Deduction  Where  Expenses 

3  and  Interest  Are  Paid  to  Related  Cash-Basis  Tax- 

4  payers  After  2  V2 -Month  Period. — 

5  (1)  In  general. — Subsection  (a)  of  section  267 

6  (relating  to  losses,  expenses,  and  interest  with  respect 

7  to  transactions  between  related  taxpayers)  is  amended 

8  to  read  as  follows: 

9  "(a)  In  General. — 

10  "(1)  Deduction  for  losses  disallowed. — No 

11  deduction  shall  be  allowed  in  respect  of  any  loss  from 

12  the  sale  or  exchange  of  property  (other  than  a  loss  in 

13  case  of  a  distribution  in  corporate  liquidation),  directly 

14  or  indirectly,  between  persons  specified  in  any  of  the 

15  paragraphs  of  subsection  (b). 

16  "(2)  Matching  of  deduction  and  payee 

17  income  item  in  the  case  of  expenses  and  in- 

18  TEREST. — If — 

19  "(A)  by  reason  of  the  method  of  accounting 

20  of  the  person  to  whom  the  payment  is  to  be  made, 

21  the  amount  thereof  is  not  (unless  paid)  includible 

22  in  the  gross  income  of  such  person,  and 

23  "(B)  at  the  close  of  the  taxable  year  of  the 

24  taxpayer  for  which  (but  for  this  paragraph)  the 

25  amount  would  be  deductible  under  this  chapter, 

26  both  the  taxpayer  and  the  person  to  whom  the 
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1  payment  is  to  be  made  are  persons  specified  in 

2  any  of  the  paragraphs  of  subsection  (b), 

3  then  any  deduction  allowable  under  this  chapter  in  re- 

4  spect  of  such  amount  shall  be  allowable  as  of  the  day 

5  as  of  which  such  amount  is  includible  in  the  gross 

6  income  of  the  person  to  whom  the  payment  is  made 

7  (or,  if  later,  as  of  the  day  on  which  it  would  be  so  al- 

8  lowable  but  for  this  paragraph)." 

9  (2)  Conforming  amendment. — Subsection  (e)  of 

10  section  267  (relating  to  rule  where  last  day  of  2V2- 

11  month  period  falls  on  Sunday,  etc.)  is  hereby  repealed. 

12  (b)  Extension  of  Section  267  to  Certain  Relat- 

13  ed  Entries. — 

14  (1)    Pass-thru    entities. — Section    267  is 

15  amended  by  striking  out  subsection  (f)  and  inserting  in 

16  lieu  thereof  the  following: 

17  "(e)  Special  Rules  for  Pass-Thru  Entities. — 

18  "(1)  In  general. — In  the  case  of  any  amount 

19  paid  or  incurred  by,  to,  or  on  behalf  of,  a  pass-thru 

20  entity,  for  purposes  of  applying  subsection  (a)(2) — 

21  "(A)  such  entity, 

22  "(B)  in  the  case  of— 

23  "(i)  a  partnership,  any  person  who  owns 

24  (directly  or  indirectly)  any  capital  interest  or 

25  profits  interest  of  such  partnership,  or 
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"(ii)  an  S  corporation,  any  person  who 
owns  (directly  or  indirectly)  any  of  the  stock 
of  such  corporation, 

"(C)  any  person  who  owns  (directly  or  indi- 
rectly) any  capital  interest  or  profits  interest  of  a 
partnership  in  which  such  entity  owns  (directly  or 
indirectly)  any  capital  interest  or  profits  interest, 
and 

"(D)  any  person  related  (within  the  meaning 
of  subsection  (b)  of  this  section  or  section 
707(b)(1))  to  a  person  described  in  subparagraph 
(B)  or  (C), 

shall  be  treated  as  persons  specified  in  a  paragraph  of 
subsection  (b).  Subparagraph  (C)  shall  apply  to  a  trans- 
action only  if  such  transaction  is  related  either  to  the 
operations  the  partnership  described  in  such  subpara- 
graph or  to  an  interest  in  such  partnership. 

"(2)  Pass-thru  entity. — For  purposes  of  this 
section,  the  term  'pass-thru  entity'  means — 
"(A)  a  partnership,  and 
"(B)  an  S  corporation. 

"(3)  Constructive  ownership  in  the  case 
of  partnerships. — For  purposes  of  determining 
ownership  of  a  capital  interest  or  profits  interest  of  a 
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1  partnership,  the  principles  of  subsection  (c)  (other  than 

2  paragraph  (3))  shall  apply. 

3  "(4)  Subsection  (a)(2)  not  to  apply  to  cer- 

4  TAIN  GUARANTEED  PAYMENTS  OF  PARTNERSHIPS.— 

5  In  the  case  of  any  amount  paid  or  incurred  by  a  part- 

6  nership,  subsection  (a)(2)  shall  not  apply  to  the  extent 

7  that  section  707(c)  applies  to  such  amount.' ' 

8  (2)  Certain  controlled  groups. — 

9  (A)  Paragraph  (3)  of  section  267(b)  is  amend- 

10  ed  to  read  as  follows: 

11  "(3)  Two  corporations  which  are  members  of  the 

12  same  controlled  group  (as  defined  in  subsection  (f));". 

13  (B)  Section  267  is  amended  by  adding  at  the 

14  end  thereof  the  following  new  subsection: 

15  "(f)  Controlled  Group  Defined. 

16  "(1)  In  general. — For  purposes  of  subsection 

17  (b)(3),  the  term  'controlled  group'  has  the  meaning 

18  given  to  such  term  by  section  1563(a),  except  that — 

19  "(A)  'more  than  50  percent'  shall  be  substiL 

20  tuted  for  'at  least  80  percent'  each  place  it  ap- 

21  pears  in  section  1563(a),  and 

22  "(B)  the  determination  shall  be  made  without 

23  regard  to  subsections  (a)(4)  and  (e)(3(C)  of  section 

24  1563. 
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1  "(2)  LOSS  DISALLOWANCE  EULE  NOT  TO  APPLY 

2  to  A  teansfee  to  A  disc. — For  purposes  of  apply- 

3  ing  subsection  (a)(1),  the  term  'controlled  group'  shall 

4  not  include  a  DISC." 

5  (3)  COEPOEATION  AND  PAETNEESHIP  OWNED  BY 

6  same  peesons. — Paragraph  (10)  of  section  267(b)  is 

7  amended — 

8  (A)  by  striking  out  "An  S  corporation"  and 

9  inserting  in  lieu  thereof  "A  corporation",  and 

10  (B)  by  striking  out  "the  S  corporation"  and 

11  inserting  in  lieu  thereof  "the  corporation". 

12  (4)     S     COEPOEATION     AND     C  COEPOEATION 

13  owned  by  same  peesons. — Paragraph  (12)  of  sec- 

14  tion  267(b)  is  amended  by  striking  out  "the  same  indi- 

15  vidual"  and  inserting  in  lieu  thereof  "the  same  per- 

16  sons". 

17  (5)  Technical  amendments. — 

18  (A)  Paragraph  (3)  of  section  170(a)  is  amend- 

19  ed  by  striking  out  "section  267(b)"  and  inserting 

20  in  lieu  thereof  "section  267(b)  or  707(b)". 

21  (B)  Clause  (iii)  of  section  514(c)(9)(B)  is 

22  amended  by  striking  out  "section  267(b)"  and  in- 

23  serting  in  lieu  thereof  "section  267(b)  or  707(b)". 

24  (C)    Subsection    (d)    of    section    1235  is 

25  amended — 
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1  (i)  by  striking  out  "section  267(b)"  in 

2  the  matter  preceding  paragraph  (1)  and  in- 

3  serting  in  lieu  thereof  "section  267(b)  or  per- 

4  sons  described  in  section  707(b)", 

5  (ii)  by  striking  out  "section  267  (b)  and 

6  (c)"  and  inserting  in  lieu  thereof  "section 

7  267  (b)  and  (c)  and  section  707(b)",  and 

8  (hi)  by  striking  out  "section  267(b)"  in 

9  paragraph  (1)  and  inserting  in  lieu  thereof 

10  "section  267(b)  or  707(b)". 

11  (D)  Subparagraph  (F)  of  section  368(a)(2)  is 

12  amended  by  striking  out  clause  (viii). 

13  (c)  Effective  Dates. — 

14  (1)  Subsection  (a). — The  amendments  made  by 

15  subsection  (a)  shall  apply  to  amounts  allowable  as  de- 

16  ductions  under  chapter  1  of  the  Internal  Eevenue  Code 

17  of  1954  for  taxable  years  beginning  after  December 

18  31,  1983.  For  purposes  of  the  preceding  sentence,  the 

19  allowability  of  a  deduction  shall  be  determined  without 

20  regard  to  any  disallowance  or  the  postponement  of  de- 

21  ductions  under  section  267  of  such  Code. 

22  (2)  Subsection  (b). — 

23  (A)  In  general. — Except  as  provided  in 

24  subparagraph  (B),  the  amendments  made  by  sub- 

25  section  (b)  shall  apply  to  transactions  after  Sep- 
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tember  29,  1983,  in  taxable  years  ending  after 
such  date. 

(B)  Exception  foe  transfers  to  for- 
eign COEPOEATIONS  ON  OR  BEFORE  MARCH  1, 

1984. — The  amendments  made  by  subsection 
(b)(2)  shall  not  apply  to  property  transferred  to  a 
foreign  corporation  on  or  before  March  1,  1984. 
(3)  Exception  for  existing  indebtedness, 
etc. — 

(A)  In  general. — The  amendments  made 
by  this  section  shall  not  apply  to  any  amount  paid 
or  incurred — 

(i)  on  indebtedness  incurred  on  or  before 
September  29,  1983,  or 

(ii)  pursuant  to  a  contract  which  was 
binding  on  September  29,  1983,  and  at  all 
times  thereafter  before  the  amount  is  paid  or 
incurred. 

(B)  Treatment  of  renegotiations,  ex- 
tensions, etc. — If  any  indebtedness  (or  contract 
described  in  subparagraph  (A))  is  renegotiated,  ex- 
tended, renewed,  or  revised  after  September  29, 
1983,  subparagraph  (A)  shall  not  apply  to  any 
amount  paid  or  incurred  on  such  indebtedness  (or 
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1  pursuant  to  such  contract)  after  the  date  of  such 

2  renegotiation,  extension,  renewal,  or  revision. 

3  TITLE  II— LIFE  INSURANCE 

4  PROVISIONS 

5  SEC.  201.  SHORT  TITLE;  ETC. 

6  (a)  Shoet  Title. — This  title  may  be  cited  as  the  "Life 

7  Insurance  Tax  Act  of  1984". 

8  (b)  Table  of  Contents. — 

title  n— life  insurance  provisions 

Sec.  201.  Short  title;  etc. 

Subtitle  A — Taxation  of  Life  Insurance  Companies 
Paet  I — Amendment  of  Subchapter  L 
Sec.  211.  Amendment  of  subchapter  L. 

Paet  II — Effective  Date;  Transitional  Rules 

SUBPART  A — EFFECTIVE  DATE 

Sec.  215.  Effective  date. 

SUBPART  B — TRANSITIONAL  RULES 

Sec.  216.  Reserves  computed  on  new  basis;  fresh  start. 
Sec.  217.  Other  special  rules. 

Subtitle  B — Taxation  of  Life  Insurance  Products 

Sec.  221.  Definition  of  life  insurance  contract. 

Sec.  222.  Treatment  of  certain  annuity  contracts. 

Sec.  223.  Limitation  on  interest  deduction  in  case  of  life  insurance  loans. 

Sec.  224.  Group-term  life  insurance  purchased  for  employees. 

Subtitle  C — Nondeductible  Contributions  to  Individual  Retirement  Plans 

Sec.  231.  Nondeductible  contributions  permitted  to  individual  retirement  plans. 

Subtitle  D— Studies 

Sec.  241.  Studies. 

9  (c)  Table  of  Sections  for  Part  I  of  Subchapter 
10  L. — Under  the  amendment  to  part  I  of  subchapter  L  made  by 


297 


1  section  211(a),  the  subparts  and  sections  of  such  part  I  will 

2  be  as  follows: 

Paet  I — Life  Insueance  Companies 

SUBPART  A — TAX  IMPOSED 

Sec.  801.  Tax  imposed. 

SUBPART  B — LIFE  INSUEANCE  GEOSS  INCOME 

Sec.  803.  Life  insurance  gross  income. 

SUBPART  C — LIFE  INSUEANCE  DEDUCTIONS 

Sec.  804.  Life  insurance  deductions. 

Sec.  805.  General  deductions. 

Sec.  806.  Special  deductions. 

Sec.  807.  Rules  for  certain  reserves. 

Sec.  808.  Policyholder  dividends  deduction. 

Sec.  809.  Reduction  in  certain  deductions  of  mutual  life  insurance  companies. 

Sec.  810.  Operations  loss  deduction. 

SUBPART  D — ACCOUNTING,  ALLOCATION,  AND  FOEEIGN  PEOVISIONS 

Sec.  811.  Accounting  provisions. 

Sec.  812.  Definition  of  company's  share  and  policyholders'  share. 
Sec.  813.  Foreign  life  insurance  companies. 

Sec.  814.  Contiguous  country  branches  of  domestic  life  insurance  companies. 
Sec.  815.  Distributions  to  shareholders  from  pre-1984  policyholders  surplus  ac- 
count. 

SUBPART  E — DEFINITIONS  AND  SPECIAL  RULES 

Sec.  816.  Life  insurance  company  defined. 
Sec.  817.  Treatment  of  variable  contracts. 
Sec.  818.  Other  definitions  and  special  rules. 

3  Subtitle  A — Taxation  of  Life 

4  Insurance  Companies 

5  PART  I— AMENDMENT  OF 

6  SUBCHAPTER  L 

7  SEC.  211.  AMENDMENT  OF  SUBCHAPTER  L. 

8  (a)  Geneeal  Rule. — Part  I  of  subchapter  L  of  chapter 

9  1  is  amended  to  read  as  follows: 

10  "PART  I— LIFE  INSURANCE  COMPANIES 

"Subpart  A.  Tax  imposed. 
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"Subpart  B.  Life  insurance  gross  income. 

"Subpart  C.  Life  insurance  deductions. 

"Subpart  D.  Accounting,  allocation,  and  foreign  provisions. 

"Subpart  E.  Definitions  and  special  rules. 

1  "Subpart  A — Tax  Imposed 

"Sec.  801.  Tax  imposed. 

2  "SEC.  801.  TAX  IMPOSED. 

3  "(a)  Tax  Imposed. — 

4  "(1)  In  geneeal. — A  tax  is  hereby  imposed  for 

5  each  taxable  year  on  the  life  insurance  company  tax- 

6  able  income  of  every  life  insurance  company.  Such  tax 

7  shall  consist  of  a  tax  computed  as  provided  in  section 

8  11   as  though  the  life  insurance  company  taxable 

9  income  were  the  taxable  income  referred  to  in  section 

10  11. 

11  "(2)  Alternative  tax  in  case  of  capital 

12  gains. — 

13  "(A)  In  general. — If  a  life  insurance  com- 

14  pany  has  a  net  capital  gain  for  the  taxable  year, 

15  then  (in  lieu  of  the  tax  imposed  by  paragraph  (1)), 

16  there  is  hereby  imposed  a  tax  (if  such  tax  is  less 

17  than  the  tax  imposed  by  paragraph  (1)). 

18  "(B)  Amount  of  tax. — The  amount  of  the 

19  tax  imposed  by  this  paragraph  shall  be  the  sum 

20  of— 

21  "(i)  a  partial  tax,  computed  as  provided 

22  by  paragraph  (1),  on  the  life  insurance  com- 
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1  pany  taxable  income  reduced  by  the  amount 

2  of  the  net  capital  gain,  and 

3  "(ii)  an  amount  determined  as  provided 

4  in  section  1201(a)  on  such  net  capital  gain. 

5  "(C)  Net  capital  gain  not  taken  into 

6  ACCOUNT  IN  DETEEMINING  SPECIAL  LIFE  INSUR- 

7  ANCE    COMPANY   DEDUCTION  AND   SMALL  LIFE 

8  INSURANCE     COMPANY    DEDUCTION. — For  pur- 

9  poses  of  subparagraph  (B)(i),  the  amounts  allow- 

10  able  as  deductions  under  paragraphs  (2)  and  (3)  of 

11  section  804  shall  be  determined  by  reducing  the 

12  tentative  LICTI  by  the  amount  of  the  net  capital 

13  gain  (determined  without  regard  to  items  attribut- 

14  able  to  noninsurance  businesses). 

15  "(b)  Life  Insurance  Company  Taxable  Income. — 

16  For  purposes  of  this  part,  the  term  'life  insurance  company 

17  taxable  income'  means — 

18  "(1)  life  insurance  gross  income,  reduced  by 

19  "(2)  life  insurance  deductions. 

20  "(c)  Life  Insurance  Company  Taxable  Income 


21  Increased  by  Distributions  From  Pre-1984  Policy- 

22  holders  Surplus  Account. — 

"For  provision  increasing  life  insurance  company  tax- 
able income  for  distributions  to  shareholders  from  pre- 
1984  policyholders  surplus  account,  see  section  815. 

23  "Subpart  B — Life  Insurance  Gross  Income 

''Sec.  803.  Life  insurance  gross  income. 
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1  "SEC.  803.  LIFE  INSURANCE  GROSS  INCOME. 

2  "(a)  In  Geneeal. — For  purposes  of  this  part,  the  term 

3  'life  insurance  gross  income'  means  the  sum  of  the  following 

4  amounts: 

5  "(1)  Pkemiums. — 

6  "(A)  The  gross  amount  of  premiums  and 

7  other  consideration  on  insurance  and  annuity  con- 

8  tracts,  less 

9  "(B)  return  premiums,  and  premiums  and 

10  other  consideration  arising  out  of  indemnity  rein- 

11  surance. 

12  "(2)  Deceeases  in  ceetain  eeseeves. — Each 

13  net  decrease  in  reserves  which  is  required  by  section 

14  807(a)  to  be  taken  into  account  under  this  paragraph. 

15  "(3)  Othee  amounts. — All  amounts  not  includi- 

16  ble  under  paragraph  (1)  or  (2)  which  under  this  subtitle 

17  are  includible  in  gross  income. 

18  "(b)  Special  Rules  foe  Peemiums. — 

19  "(1)  Ceetain  items  included. — For  purposes 

20  of  subsection  (a)(1)(A),  the  term  'gross  amount  of  pre- 

21  miums  and  other  consideration'  includes — 

22  "(A)  advance  premiums, 

23  "(B)  deposits, 

24  "(C)  fees, 

25  "(D)  assessments, 
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1  "(E)  consideration  in  respect  of  assuming  li- 

2  abilities  under  contracts  not  issued  by  the  taxpay- 

3  er,  and 

4  "(F)  the  amount  of  policyholder  dividends 

5  reimbursable  to  the  taxpayer  by  a  reinsurer  in  re- 

6  spect  of  reinsured  policies, 

7  on  insurance  and  annuity  contracts. 

8  "(2)    Policyholder    dividends  excluded 

9  from  return  premiums. — For  purposes  of  subsec- 

10  tion  (a)(1)(B)— 

11  "(A)  In  general. — Except  as  provided  in 

12  subparagraph  (B),  the  term  'return  premiums' 

13  does  not  include  any  policyholder  dividends. 

14  "(B)  Exception  for  indemnity  reinsur- 

15  ance. — Subparagraph   (A)   shall   not   apply  to 

16  amounts  of  premiums  or  other  consideration  re- 

17  turned  to  another  life  insurance  company  in  re- 

18  spect  of  indemnity  reinsurance. 

19  "Subpart  C — Life  Insurance  Deductions 


"Sec.  804.  Life  insurance  deductions. 
"Sec.  805.  General  deductions. 
"Sec.  806.  Special  deductions. 
"Sec.  807.  Rules  for  certain  reserves. 
"Sec.  808.  Policyholder  dividends  deduction. 

"Sec.  809.  Reduction  in  certain  deductions  of  mutual  life  insurance 

companies. 
"Sec.  810.  Operations  loss  deduction. 
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1  "SEC.  804.  LIFE  INSURANCE  DEDUCTIONS. 

2  'Tor  purposes  of  this  part,  the  term  'life  insurance  de- 

3  ductions'  means — 

4  "(1)  the  general  deductions  provided  in  section 

5  805, 

6  "(2)  the  special  life  insurance  company  deduction 

7  determined  under  section  806(a),  and 

8  "(3)  the  small  life  insurance  company  deduction  (if 

9  any)  determined  under  section  806(b). 

10  "SEC.  805.  GENERAL  DEDUCTIONS. 

11  "(a)  General  Rule. — For  purposes  of  this  part,  there 

12  shall  be  allowed  the  following  deductions: 

13  "(1)  Death  benefits,  etc. — All  claims  and 

14  benefits  accrued,  and  all  losses  incurred  (whether  or 

15  not  ascertained),  during  the  taxable  year  on  insurance 

16  and  annuity  contracts. 

17  "(2)  Increases  in  certain  reserves. — The 

18  net  increase  in  reserves  which  is  required  by  section 

19  807(b)  to  be  taken  into  account  under  this  paragraph. 

20  "(3)  Policyholder  dividends. — The  deduction 

21  for  policyholder  dividends  (determined  under  section 

22  808(c)). 

23  "(4)  Dividends  received  by  company. — 

24  "(A)  In  general. — The  deductions  pro- 

25  vided  by  sections  243,  244,  and  245  (as  modified 

26  by  subparagraph  (B)) — 
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1  "(J)  for  100  percent  dividends  received, 

2  and 

3  "(ii)  for  the  life  insurance  company's 

4  share  of  the  dividends  (other  than  100  per- 

5  cent  dividends)  received. 

6  "(B)  Application  of  section  246(b). — In 

7  applying  section  246(b)  (relating  to  limitation  on 

8  aggregate  amount  of  deductions  for  dividends  re- 

9  ceived)  for  purposes  of  subparagraph  (A),  the  limit 
10  on  the  aggregate  amount  of  the  deductions  al- 
ii lowed  by  sections  243(a)(1),  244(a),  and  245  shall 

12  be  85  percent  of  the  life  insurance  company  tax- 

13  able  income,  computed  without  regard  to — 

14  "(i)  the  special  life  insurance  company 

15  deduction  and  the  small  life  insurance  com- 

16  pany  deduction, 

17  "(ii)  the  operations  loss  deduction  pro- 

18  vided  by  section  810, 

19  "(iii)  the  deductions  allowed  by  sections 

20  243(a)(1),  244(a),  and  245,  and 

21  "(iv)  any  capital  loss  carryback  to  the 

22  taxable  year  under  section  1212(a)(1), 

23  but  such  limit  shall  not  apply  for  any  taxable  year 

24  for  which  there  is  a  loss  from  operations. 


304 

1  "(C)   100  peecent  dividend. — For  pur- 

2  poses  of  subparagraph  (A),  the  term  '100  percent 

3  dividend'  means  any  dividend  if  the  percentage 

4  used  for  purposes  of  determining  the  deduction  al- 

5  lowable  under  section  243  or  244  is  100  percent. 

6  Such  term  does  not  include  any  dividend  to  the 

7  extent  it  is  a  distribution  out  of  tax-exempt  inter- 

8  est  or  out  of  dividends  which  are  not  100  percent 

9  dividends  (determined  with  the  application  of  this 

10  sentence). 

11  "(D)  Certain  dividends  received  in  the 

12  case   of  foreign  corporations. — Subpara- 

13  graph  (A)(i)  (and  not  subparagraph  (A)(ii))  shall 

14  aPply  to  any  dividend  which  would  be  a  100  per- 

15  cent  dividend  if  section  1504(b)(3)  did  not  apply 

16  for  purposes  of  applying  section  243(b)(5). 

17  "(5)  Operations  loss  deduction. — The  oper- 

18  ations  loss  deduction  (determined  under  section  810). 

19  "(6)  Assumption  by  another  person  of  li- 

20  abilities  under  insurance,  etc.,  contracts.— 

21  The  consideration  (other  than  consideration  arising  out 

22  of  indemnity  reinsurance)  in  respect  of  the  assumption 

23  by  another  person  of  liabilities  under  insurance  and  an- 

24  nuity  contracts. 


1  "(7)  Eeimbuesable  dividends. — The  amount  of 

2  policyholder  dividends  which — 

3  "(A)  are  paid  or  accrued  by  another  insur- 

4  ance  company  in  respect  of  policies  the  taxpayer 

5  has  reinsured,  and 

6  1  '(B)  are  reimbursable  by  the  taxpayer  under 

7  the  terms  of  the  reinsurance  contract. 

8  "(8)  Othek  deductions. — Subject  to  the  modifi- 

9  cations  provided  by  subsection  (b),  all  other  deductions 

10  allowed  under  this  subtitle  for  purposes  of  computing 

11  taxable  income. 

12  Except  as  provided  in  paragraph  (3),  no  amount  shall  be  al- 

13  lowed  as  a  deduction  under  this  part  in  respect  of  policy- 

14  holder  dividends. 

15  "(b)  Modifications. — The  modifications  referred  to  in 

16  subsection  (a)(8)  are  as  follows: 

17  "(1)  Inteeest. — In  applying  section  163  (relat- 

18  ing  to  deduction  for  interest),  no  deduction  shall  be 

19  allowed  for  interest  in  respect  of  items  described  in 

20  section  807(c). 

21  "(2)  Bad  debts.— Section  166(c)  (relating  to 

22  reserve  for  bad  debts)  shall  not  apply. 

23  "(3)  Chaeitable,  etc.,  conteibutions  and 

24  gifts. — In  applying  section  170 — 
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1  "(A)  the  limit  on  the  total  deductions  under 

2  such  section  provided  by  section  170(b)(2)  shall  be 

3  10  percent  of  the  life  insurance  company  taxable 

4  income  computed  without  regard  to — 

5  "(i)  the  deduction  provided  by  section 

6  170, 

7  "(ii)  the  deductions  provided  by  para- 

8  graphs  (3)  and  (4)  of  subsection  (a), 

9  "(iii)  the  special  life  insurance  company 

10  deduction  and  the  small  life  insurance  com- 

11  pany  deduction, 

12  "(iv)  any  operations  loss  carryback  to 

13  the  taxable  year  under  section  810,  and 

14  "(v)  any  capital  loss  carryback  to  the 

15  taxable  year  under  section  1212(a)(1),  and 

16  "(B)  under  regulations  prescribed  by  the  Sec- 

17  retary,  a  rule  similar  to  the  rule  contained  in  sec- 

18  tion  170(d)(2)(B)  (relating  to  special  rule  for  net 

19  operating  loss  carryovers)  shall  be  applied. 

20  "(4)  Amoetizable  bond  premium. — 

21  "(A)  In  general. — Section  171  shall  not 

22  apply. 

23  "(B)  Cross  reference. — 
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"For  rules  relating  to  amortizable  bond  premium,  see 
section  811(b). 

1  "(5)  Net  opeeating  loss  deduction. — Except 

2  as  provided  by  section  844,  the  deduction  for  net  oper- 

3  ating  losses  provided  in  section  172  shall  not  be 

4  allowed. 

5  "(6)  Dividends  eeceived  deduction. — Except 

6  as  provided  in  subsection  (a)(4),  the  deductions  for  divi- 

7  dends  received  provided  by  sections  243,  244,  and  245 

8  shall  not  be  allowed. 

9  "SEC.  806.  SPECIAL  DEDUCTIONS. 

10         "(a)  Special  Life  Insueance  Company  Deduc- 


11  tion. — For  purposes  of  section  804,  the  special  life  insur- 

12  ance  company  deduction  for  any  taxable  year  is  25  percent  of 

13  the  excess  of  the  tentative  LICTI  for  such  taxable  year  over 

14  the  small  life  insurance  company  deduction  (if  any). 


15  "(b)  Small  Life  Insueance  Company  Deduc- 

16  tion. — 

17  "(1)  In  geneeal. — For  purposes  of  section  804, 

18  the  small  life  insurance  company  deduction  for  any  tax- 

19  able  year  is  60  percent  of  so  much  of  the  tentative 

20  LICTI  for  such  taxable  year  as  does  not  exceed 

21  $3,000,000. 

22  "(2)    Phaseout    between    $3,000,000  and 

23  $15,000,000. — The  amount  of  the  small  life  insurance 

24  company  deduction  determined  under  paragraph  (1)  for 
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1  any  taxable  year  shall  be  reduced  (but  not  below  zero) 

2  by  15  percent  of  so  much  of  the  tentative  LICTI  for 

3  such  taxable  year  as  exceeds  $3,000,000. 

4  "(3)  Small  life  insueance  company  deduc- 

5  tion  not  allowable  to  company  with  assets 

6  of  $500,000,000  or  moee. — 

7  "(A)  In  general. — The  small  life  insurance 

8  company  deduction  shall  not  be  allowed  for  any 

9  taxable  year  to  any  life  insurance  company  which, 

10  at  the  close  of  such  taxable  year,  has  assets  equal 

11  to  or  greater  than  $500,000,000. 

12  "(B)  Assets. — For  purposes  of  this  para- 

13  graph,  the  term  "assets'  means  all  assets  of  the 

14  company. 

15  "(C)  Valuation  of  assets. — For  pur- 

16  poses  of  this  paragraph,  the  amount  attributable 

17  to— 

18  "(i)  real  property  and  stock  shall  be  the 

19  fair  market  value  thereof,  and 

20  "(ii)  any  other  asset  shall  be  the  adjust- 

21  ed  basis  of  such  asset  for  purposes  of  deter- 

22  mining  gain  on  sale  or  other  disposition. 

23  "(D)  Special  rule  for  interests  in 

24  partnerships  and  trusts. — For  purposes  of 

25  this  paragraph — 
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1  "(i)  an  interest  in  a  partnership  or  trust 

2  shall  not  be  treated  as  an  asset  of  the  com- 

3  pany,  but 

4  "(ii)  the  company  shall  be  treated  as  ac- 

5  tually  owning  its  proportionate  share  of  the 

6  assets  held  by  the  partnership  or  trust  (as 

7  the  case  may  be). 

8  "(c)  Tentative  LICTI. — For  purposes  of  this  part — 

9  "(1)  In  geneeal.— The  term  'tentative  LICTI' 

10  means  life  insurance  company  taxable  income  deter- 

1 1  mined  without  regard  to — 

12  "(A)  the  special  life  insurance  company  de- 

13  duction,  and 

14  "(B)  the  small  life  insurance  company  deduc- 

15  tion. 

16  "(2)  Exclusion  of  items  atteibutable  to 

17  noninsueance  businesses. — The  amount  of  the  ten- 

18  tative  LICTI  for  any  taxable  year  shall  be  determined 

19  without  regard  to  all  items  attributable  to  noninsurance 

20  businesses. 

21  "(3)  Noninsueance  business. — 

22  "(A)  In  geneeal. — The  term  'noninsurance 

23  business'  means  any  trade  or  business  which  is 

24  not  an  insurance  business. 
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1  "(B)  Ceetain  businesses  teeated  as  in- 

2  surance  businesses. — For  purposes  of  subpar- 

3  agraph  (A),  any  business  which  is  not  an  insur- 

4  ance  business  but  is  of  a  type  traditionally  carried 

5  on  by  life  insurance  companies  for  investment  pur- 

6  poses  shall  be  treated  as  an  insurance  business. 

7  "(d)  Special  Rule  for  Controlled  Groups. — 

8  "(1)  Special  life  insurance  company  de- 

9  duction  and  small  life  insurance  company  de- 

10  duction    determined    on    controlled  group 

11  basis. — For  purposes  of  subsections  (a)  and  (b) — 

12  "(A)  all  life  insurance  companies  which  are 

13  members  of  the  same  controlled  group  shall  be 

14  treated  as  1  life  insurance  company,  and 

15  "(B)  any  special  life  insurance  company  de- 

16  duction  and  any  small  life  insurance  company  de- 

17  duction  determined  with  respect  to  such  group 

18  shall  be  allocated  among  the  life  insurance  compa- 

19  nies  which  are  members  of  such  group  in  propor- 

20  tion  to  their  respective  tentative  LICTI's. 

21  "(2)  NONLIFE  INSURANCE  MEMBERS  INCLUDED 

22  for  asset  test. — For  purposes  of  subsection  (b)(3), 

23  all  members  of  the  same  controlled  group  (whether  or 

24  not  life  insurance  companies)  shall  be  treated  as  1  com- 

25  pany. 


"(3)  Conteolled  group. — For  purposes  of  this 
subsection,  the  term  'controlled  group'  means  any  con- 
trolled group  of  corporations  (as  defined  in  section 
1563(a));  except  that  subsections  (a)(4)  and  (b)(2)(D)  of 
section  1563  shall  not  apply. 

"(4)  No  double  counting  of  loss. — Under 
regulations  prescribed  by  the  Secretary,  proper  adjust- 
ments shall  be  made  in  the  application  of  this  subsec- 
tion so  that  a  loss  from  operations  of  any  member  of  a 
controlled  group  will  reduce  the  tentative  LICTI  of 
such  group  only  once. 

"SEC.  807.  RULES  FOR  CERTAIN  RESERVES. 

"(a)  Decrease  Treated  as  Gross  Income. — If  for 
any  taxable  year — 

"(1)  the  opening  balance  for  the  items  described 
in  subsection  (c),  exceeds 

"(2)(A)  the  closing  balance  for  such  items,  re- 
duced by 

"(B)  the  sum  of  (i)  the  amount  of  the  policyhold- 
ers' share  of  tax-exempt  interest,  plus  (ii)  any  excess 
described  in  section  809(a)(2)  for  the  taxable  year, 

such  excess  shall  be  included  in  gross  income  under  section 

803(a)(2). 

"(b)  Increase  Treated  as  Deduction. — If  for  any 
taxable  year — 
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1  "(1)(A)  the  closing  balance  for  the  items  described 

2  in  subsection  (c),  reduced  by 

3  "(B)  the  sum  of  (i)  the  amount  of  the  policyhold- 

4  ers'  share  of  tax-exempt  interest,  plus  (ii)  any  excess 

5  described  in  section  809(a)(2)  for  the  taxable  year,  ex- 

6  ceeds 

7  "(2)  the  opening  balance  for  such  items, 

8  such  excess  shall  be  taken  into  account  as  a  deduction  under 

9  section  805(a)(2). 

10  "(c)  Items  Taken  Into  Account. — The  items  re- 

11  ferred  to  in  subsections  (a)  and  (b)  are  as  follows: 

12  "(1)  The  life  insurance  reserves  (as  defined  in  sec- 

13  tion  816(b)). 

14  "(2)  The  unearned  premiums  and  unpaid  losses  in- 

15  eluded  in  total  reserves  under  section  816(c)(2). 

16  "(3)  The  amounts  (discounted  at  the  appropriate 

17  rate  of  interest)  necessary  to  satisfy  the  obligations 

18  under  insurance  and  annuity  contracts,  but  only  if  such 

19  obligations  do  not  involve  (at  the  time  with  respect  to 

20  which  the  computation  is  made  under  this  paragraph) 

21  life,  accident,  or  health  contingencies. 

22  "(4)  Dividend  accumulations,  and  other  amounts, 

23  held  at  interest  in  connection  with  insurance  and  annu- 

24  ity  contracts. 


313 

1  "(5)  Premiums  received  in  advance,  and  liabilities 

2  for  premium  deposit  funds. 

3  "(6)   Reasonable    special   contingency  reserves 

4  under  contracts  of  group  term  life  insurance  or  group 

5  accident  and  health  insurance  which  are  established 

6  and  maintained  for  the  provision  of  insurance  on  retired 

7  lives,  for  premium  stabilization,  or  for  a  combination 

8  thereof. 


9  For  purposes  of  paragraph  (3),  the  appropriate  rate  of  inter- 

10  est  for  any  obligation  is  the  higher  of  the  prevailing  State 

11  assumed  interest  rate  as  of  the  time  such  obligation  first  did 

12  not  involve  life,  accident,  or  health  contingencies  or  the  rate 

13  of  interest  assumed  by  the  company  (as  of  such  time)  in  de- 

14  termining  the  guaranteed  benefit. 


15  "(d)  Method  of  Computing  Reseeves  foe  Pue- 

16  poses  of  Deteemining  Income. — 

17  "(1)  In  geneeal. — For  purposes  of  this  part 

18  (other  than  section  816),  the  amount  of  the  life  insur- 

19  ance  reserves  for  any  contract  shall  be  the  greater  of — 

20  "(A)  the  net  surrender  value  of  such  con- 

21  tract,  or 

22  "(B)  the  reserve  determined  under  paragraph 

23  (2). 

24  In  no  event  shall  the  reserve  determined  under  the 

25  preceding  sentence  for  any  contract  as  of  any  time 
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1  exceed  the  amount  which  would  be  taken  into  account 

2  with  respect  to  such  contract  as  of  such  time  in  deter- 

3  mining    statutory   reserves    (as    defined   in  section 

4  809(b)(4)(B)). 

5  "(2)  Amount  of  eeseeve. — The  amount  of  the 

6  reserve  determined  under  this  paragraph  with  respect 

7  to  any  contract  shall  be  determined  by  using — 

8  "(A)  the  tax  reserve  method  applicable  to 

9  such  contract, 

10  "(B)  the  prevailing  State  assumed  interest 

11  rate,  and 

12  "(C)  the  prevailing  commissioners'  standard 

13  tables  for  mortality  and  morbidity  adjusted  as  ap- 

14  propriate  to  reflect  the  risks  (such  as  substandard 

15  risks)  incurred  under  the  contract  which  are  not 

16  otherwise  taken  into  account. 

17  "(3)  Tax  eeseeve  method. — For  purposes  of 

18  this  subsection — 

19  "(A)  In  geneeal. — The  term  'tax  reserve 

20  method'  means — 

21  "(i)  Life  insueance  conteacts. — 

22  The  CRVM  in  the  case  of  a  contract  covered 

23  by  the  CRVM. 


315 

1 

"(ii)     Annuity     contracts. — The 

2 

CAEVM  in  the  case  of  a  contract  covered  by 

3 

the  CAEVM. 

4 

"(hi)      NONCANCELLABLE  ACCIDENT 

5 

AND  HEALTH  INSURANCE  CONTRACTS. — In 

6 

the  case  of  any  noncancellable  accident  and 

7 

health  insurance  contract,  a  2-year  full  pre- 

8 

liminary  term  method. 

9 

"(iv)  Other  contracts. — In  the  case 

10 

of  any  contract  not  described  in  clause  (i), 

11 

(ii),  or  (hi)— 

12 

"(I)  the  reserve  method  prescribed 

13 

by  the  National  Association  of  Insur- 

14 

ance  Commissioners  which  covers  such 

15 

contract  (as  of  the  date  of  issuance),  or 

16 

"(II)  if  no  reserve  method  has 

17 

been  prescribed  by  the  National  Associ- 

18 

ation  of  Insurance  Commissioners  which 

19 

covers  such  contract,  a  reserve  method 

20 

which  is  consistent  with  the  reserve 

21 

method  required  under  clause  (i),  (ii),  or 

22 

(hi)  or  under  subclause  (I)  of  this  clause 

23 

as  of  the  date  of  the  issuance  of  such 

24 

contract  (whichever  is  most  appropri- 

25 

ate). 
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1  "(B)  Definition  of  crvm  and  carvm. — 

2  For  purposes  of  this  paragraph — 

3  "(i)  CEVM.— The  term  'CRVM'  means 

4  the     Commissioners'     Reserve  Valuation 

5  Method  prescribed  by  the  National  Associ- 

6  ation  of  Insurance  Commissioners  which  is  in 

7  effect  on  the  date  of  the  issuance  of  the  con- 

8  tract. 

9  "(ii)   CARVM.— The   term  'CARVM' 

10  means  the  Commissoners'  Annuities  Reserve 

11  Valuation  Method  prescribed  by  the  National 

12  Association    of    Insurance  Commissioners 

13  which  is  in  effect  on  the  date  of  the  issuance 

14  of  the  contract. 

15  "(4)  Prevailing  state  assumed  interest 

16  rate. — For  purposes  of  this  subsection — 

17  "(A)  In  general. — The  term  'prevailing 

18  State  assumed  interest  rate'  means,  with  respect 

19  to  any  contract,  the  highest  assumed  interest  rate 

20  permitted  to  be  used  in  computing  life  insurance 

21  reserves  for  insurance  contracts  or  annuity  con- 

22  tracts  (as  the  case  may  be)  under  the  insurance 

23  laws  of  at  least  26  States.  For  purposes  of  the 

24  preceding  sentence,  the  effect  of  the  nonforfeiture 
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1  laws  of  a  State  on  interest  rates  for  reserves  shall 

2  not  be  taken  into  account. 

3  "(B)  When  bate  determined. — Except  as 

4  provided  in  subparagraph  (C),  the  prevailing  State 

5  assumed  rate  with  respect  to  any  contract  shall  be 

6  determined  as  of  the  beginning  of  the  calendar 

7  year  in  which  the  contract  was  issued. 

8  "(C)  Election  foe  nonannuity  con- 

9  teacts. — In  the  case  of  a  contract  other  than  an 

10  annuity  contract,  the  issuer  may  elect  (at  such 

11  time  and  in  such  manner  as  the  Secretary  shall  by 

12  regulations  prescribe)  to  determine  the  prevailing 

13  State  assumed  rate  as  of  the  beginning  of  the  cal- 

14  endar  year  preceding  the  calendar  year  in  which 

15  the  contract  was  issued. 

16  "(5)  Peevailing  commissionees'  standaed 

17  tables. — For  purposes  of  this  subsection — 

18  "(A)  In  geneeal. — The  term  'prevailing 

19  commissioners'  standard  tables'  means,  with  re- 

20  spect  to  any  contract,  the  most  recent  commis- 

21  sioners'  standard  tables  prescribed  by  the  National 

22  Association  of  Insurance  Commissioners  which 

23  are  permitted  to  be  used  in  computing  reserves  for 

24  that  type  of  contract  under  the  insurance  laws  of 

25  at  least  26  States  when  the  contract  was  issued. 


31-409  O  -  84  -  22  BK  1 


318 

1  "(B)  Insueee  may  use  old  TABLES  FOR  3 

2  yeaes  when  tables  change. — If  the  prevail- 

3  ing  commissioners'  standard  tables  as  of  the  be- 

4  ginning  of  any  calendar  year  (hereinafter  in  this 

5  subparagraph  referred  to  as  the  'year  of  change') 

6  is  different  from  the  prevailing  commissioners' 

7  standard  tables  as  of  the  beginning  of  the  preced- 

8  ing  calendar  year,  the  issuer  may  use  the  prevail- 

9  ing  commissioners'  standard  tables  as  of  the  be- 

10  ginning  of  the  preceding  calendar  year  with  re- 

11  spect  to  any  contract  issued  after  the  change  and 

12  before  the  close  of  the  3-year  period  beginning  on 

13  the  first  day  of  the  year  of  change. 

14  "(C)  Special  eule  foe  conteacts  foe 

15  which  theee  aee  no  commissionees'  stand- 

16  aed  tables. — If  there  are  no  commissioners' 

17  standard  tables  applicable  to  any  contract  when  it 

18  is  issued,   the  mortality  and  morbidity  tables 

19  used  for  purposes  of  paragraph  (2)(C)  shall  be  de- 

20  termined  under  regulations  prescribed  by  the  Sec- 

21  retary. 

22  "(D)    Special    eule    foe  conteacts 

23  ISSUED  BEFOEE  1948. — If — 

24  "(i)  a  contract  was  issued  before  1948, 

25  and 
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1  "(ii)    there    were    no  commissioners' 

2  standard  tables  applicable  to  such  contract 

3  when  it  was  issued, 

4  the  mortality  and  morbidity  tables  used  in  com- 

5  puting  statutory  reserves  for  such  contracts  shall 

6  be  used  for  purposes  of  paragraph  (2)(C). 

7  "(E)  Special  eule  wheee  more  than  i 

8  TABLE    OR   OPTION   APPLICABLE. — If,   with  re- 

9  spect  to  any  category  of  risks,  there  are  2  or 

10  more  tables  (or  options  under  1  or  more  tables) 

11  which  meet  the  requirements  of  subparagraph  (A) 

12  (or,  where  applicable,  subparagraph  (B)  or  (C)), 

13  the  table  (and  option  thereunder)  which  generally 

14  yields  the  lowest  reserves  shall  be  used  for  pur- 

15  poses  of  paragraph  (2)(C). 

16  "(e)  Special  Rules  for  Computing  Eeserves. — 

17  "(1)  Net  surrender  value. — For  purposes  of 

18  this  section — 

19  "(A)  In  general. — The  net  surrender  value 

20  of  any  contract  shall  be  determined — 

21  "(i)  with  regard  to   any  penalty  or 

22  charge  which  would  be  imposed  on  surren- 

23  der,  but 

24  "(ii)  without  regard  to  any  market  value 

25  adjustment  on  surrender. 
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1  "(B)  Special  eule  for  pension  plan 

2  contracts. — In  the  case  of  a  pension  plan  con- 

3  tract,  the  balance  in  the  policyholder's  fund  (de- 

4  termined  without  regard  to  any  market  value  ad- 

5  justment)  shall  be  treated  as  the  net  surrender 

6  value  of  such  contract. 

7  "(2)  Issuance  date  in  case  of  group  con- 

8  tracts. — For  purposes  of  this  section,  in  the  case  of  a 

9  group  contract,  the  date  on  which  such  contract  is 

10  issued  shall  be  the  date  as  of  which  the  master  plan  is 

11  issued  (or,  with  respect  to  a  benefit  guaranteed  to  a 

12  participant  after  such  date,  the  date  as  of  which  such 

13  benefit  is  guaranteed). 

14  "(3)  Supplemental  benefits. — 

15  "(A)  Qualified  supplemental  benefits 

16  TREATED    SEPARATELY. — For    purposes    of  this 

17  part,  the  amount  of  the  life  insurance  reserve  for 

18  any  qualified  supplemental  benefit — 

19  "(i)  shall  be  computed  separately  as 

20  though  such  benefit  were  under  a  separate 

21  contract,  and 

22  "(ii)  shall,  except  to  the  extent  other- 

23  wise  provided  in  regulations,  be  the  reserve 

24  taken  into  account  for  purposes  of  the  annual 
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1  statement  approved  by  the  National  Associ- 

2  ation  of  Insurance  Commissioners. 

3  "(B)  Supplemental  benefits  which  aee 

4  NOT  QUALIFIED  SUPPLEMENTAL  BENEFITS. — In 

5  the  case  of  any  supplemental  benefit  described  in 

6  subparagraph  (D)  which  is  not  a  qualified  supple- 

7  mental  benefit,  the  amount  of  the  reserve  deter- 

8  mined  under  paragraph  (2)  of  subsection  (d)  shall, 

9  except  to  the  extent  otherwise  provided  in  regula- 

10  tions,  be  the  reserve  taken  into  account  for  pur- 

11  poses  of  the  annual  statement  approved  by  the 

12  National  Association  of  Insurance  Commissioners. 

13  "(C)    Qualified    supplemental  bene- 

14  fit. — For  purposes  of  this  paragraph,  the  term 

15  'qualified  supplemental  benefit'  means  any  supple- 

16  mental  benefit  described  in  subparagraph  (D)  if — 

17  "(i)  there  is  a  separately  identified  pre- 

18  mium  or  charge  for  such  benefit,  and 

19  "(ii)  any  net  surrender  value  under  the 

20  contract  attributable  to  any  other  benefit  is 

21  not  available  to  fund  such  benefit. 

22  "(D)  Supplemental  benefits. — For  pur- 

23  poses  of  this  paragraph,  the  supplemental  benefits 

24  described  in  this  subparagraph  are  any — 

25  "(i)  guaranteed  insurability, 
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1  "(ii)  accidental  death  or  disability  bene- 

2  fit, 

3  "(hi)  convertibility, 

4  "(iv)  disability  waiver  benefit,  or 

5  "(v)  other  benefit  prescribed  by  regula- 

6  tions, 

7  which  is  supplemental  to  a  contract  for  which 

8  there  is  a  reserve  described  in  subsection  (c). 

9  "(4)  Certain  conteacts  issued  by  foreign 

10  branches  of  domestic  life  insurance  compa- 

11  NIES. — 

12  "(A)  In  general. — In  the  case  of  any 

13  qualified  foreign  contract,  the  amount  of  the  re- 

14  serve  shall  be  not  less  than  the  minimum  reserve 

15  required  by  the  laws,  regulations,  or  administra- 

16  tive  guidance  of  the  regulatory  authority  of  the 

17  foreign  country  referred  to  in  subparagraph  (B) 

18  (but  not  to  exceed  the  net  level  reserves  for  such 

19  contract). 

20  "(B)  Qualified  foreign  contract. — For 

21  purposes  of  subparagraph  (A),  the  term  'qualified 

22  foreign  contract'  means  any  contract  issued  by  a 

23  foreign  life  insurance  branch  (which  has  its  princi- 

24  pal  place  of  business  in  a  foreign  country)  of  a  do- 

25  mestic  life  insurance  company  if — 
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1  "(i)  such  contract  is  issued  on  the  life  or 

2  health  of  a  resident  of  such  country, 

3  "(ii)  such  domestic  life  insurance  compa- 

4  ny  was  required  by  such  foreign  country  (as 

5  of  the  time  it  began  operations  in  such  coun- 

6  try)  to  operate  in  such  country  through  a 

7  branch,  and 

8  "(iii)  such  foreign  country  is  not  contig- 

9  uous  to  the  United  States. 

10  "(5)  Treatment  of  substandard  risks. — 

11  "(A)  Separate  computation. — Except  to 

12  the  extent  provided  in  regulations,  the  amount  of 

13  the  life  insurance  reserve  for  any  qualified  sub- 

14  standard  risk  shall  be  computed  separately  under 

15  subsection  (d)(1)  from  any  other  reserve  under  the 

16  contract. 

17  "(B)  Qualified  substandard  risk — For 

18  purposes  of  subparagraph  (A),  the  term  'qualified 

19  substandard  risk'  means  any  substandard  risk  if — 

20  "(i)  the  insurance  company  maintains  a 

21  separate  reserve  for  such  risk, 

22  "(ii)  there  is  a  separately  identified  pre- 

23  mium  or  charge  for  such  risk, 
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1  "(iii)  the  amount  of  the  net  surrender 

2  value  under  the  contract  is  not  increased  or 

3  decreased  by  reason  of  such  risk,  and 

4  "(iv)  the  net  surrender  value  under  the 

5  contract  is  not  regularly  used  to  pay  premi- 

6  um  charges  for  such  risk. 

7  "(C)  Limitation  on  amount  of  life  in- 

8  sueance  reserve. — The  amount  of  the  life  in- 

9  surance  reserve  determined  for  any  qualified  sub- 

10  standard  risk  shall  in  no  event  exceed  the  sum  of 

11  the  separately  identified  premiums  charged  for 

12  such  risk  plus  interest  less  mortality  charges  for 

13  such  risk. 

14  "(D)  Limitation  on  amount  of  con- 

15  TRACTS  TO  WHICH  PARAGRAPH  APPLIES. — The 

16  aggregate  amount  of  insurance  in  force  under  con- 

17  tracts  to  which  this  paragraph  applies  shall  not 

18  exceed  10  percent  of  the  insurance  in  force  (other 

19  than  term  insurance)  under  life  insurance  con- 

20  tracts  of  the  company. 

21  "(f)  Adjustment  for  Change  in  Computing  Ee- 

22  serves. — 

23  "(1)  10-YEAR  SPREAD.— 

24  "(A)  In  general. — For  purposes  of  this 

25  part,  if  the  basis  for  determining  any  item  referred 
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to  in  subsection  (c)  as  of  the  close  of  any  taxable 
year  differs  from  the  basis  for  such  determination 
as  of  the  close  of  the  preceding  taxable  year,  then 
so  much  of  the  difference  between — 

"(i)  the  amo,unt  of  the  item  at  the  close 

of  the  taxable  year,  computed  on  the  new 

basis,  and 

"(ii)  the  amount  of  the  item  at  the  close 
of  the  taxable  year,  computed  on  the  old 
basis, 

as  is  attributable  to  contracts  issued  before  the 

taxable  year  shall  be  taken  into  account  under  the 

method  provided  in  subparagraph  (B). 

"(B)  Method. — The  method  provided  in  this 

subparagraph  is  as  follows: 

"(i)  if  the  amount  determined  under  sub- 
paragraph (A)(i)  exceeds  the  amount  deter- 
mined under  subparagraph  (A)(ii),  Vio  of 
such  excess  shall  be  taken  into  account,  for 
each  of  the  succeeding  10  taxable  years,  as  a 
deduction  under  section  805(a)(2);  or 

"(ii)  if  the  amount  determined  under 
subparagraph  (A)(ii)  exceeds  the  amount  de- 
termined under  subparagraph  (A)(i),  Vio  of 
such   excess    shall   be   included   in  gross 
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1  income,  for  each  of  the  10  succeeding  tax- 

2  able  years,  under  section  803(a)(2). 

3  "(2)  Teemination  as  life  insueance  com- 

4  pany. — Except  as  provided  in  section  381(c)(22)  (re- 

5  lating  to  carryovers  in  certain  corporate  readjust- 

6  ments),  if  for  any  taxable  year  the  taxpayer  is  not  a 

7  life  insurance  company,  the  balance  of  any  adjustments 

8  under  this  subsection  shall  be  taken  into  account  for 

9  the  preceding  taxable  year. 

10  "SEC.  808.  POLICYHOLDER  DIVIDENDS  DEDUCTION. 

11  "(a)  Policyholdee  Dividend  Defined. — For  pur- 

12  poses  of  this  part,  the  term  'policyholder  dividend'  means  any 

13  dividend  or  similar  distribution  to  policyholders  in  their  ca- 

14  pacity  as  such. 

15  "(b)  Ceetain  Amounts  Included. — For  purposes  of 

16  this  part,  the  term  'policyholder  dividend'  includes — 

17  "(1)  any  amount  paid  or  credited  (including  as  an 

18  increase  in  benefits)  where  the  amount  is  not  fixed  in 

19  the  contract  but  depends  on  the  experience  of  the  com- 

20  pany  or  the  discretion  of  the  management, 

21  "(2)  excess  interest, 

22  "(3)  premium  adjustments,  and 

23  "(4)  experience-rated  refunds. 

24  "(c)  Amount  of  Deduction. — 
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1  "(1)  In  geneeal. — Except  as  limited  by  para- 

2  graph  (2),  the  deduction  for  policyholder  dividends  for 

3  any  taxable  year  shall  be  an  amount  equal  to  the  poli- 

4  cyholder  dividends  paid  or  accrued  during  the  taxable 

5  year. 

6  "(2)  Reduction  in  case  of  mutual  compa- 

7  nies. — In  the  case  of  a  mutual  life  insurance  company, 

8  the  deduction  for  policyholder  dividends  for  any  taxable 

9  year  shall  be  reduced  by  the  amount  determined  under 

10  section  809. 

11  "(d)  Definitions. — For  purposes  of  this  section — 

12  "(1)  Excess  inteeest. — The  term  'excess  inter- 

13  est'  means  any  amount  in  the  nature  of  interest — 

14  "(A)  paid  or  credited  to  a  policyholder  in  his 

15  capacity  as  such,  and 

16  "(B)  determined  at  a  rate  in  excess  of  the 

17  prevailing  State  assumed  interest  rate  for  such 

18  contract. 

19  "(2)  Peemium  adjustment. — The  term  'premi- 

20  um  adjustment'  means  any  reduction  in  the  premium 

21  under  an  insurance  or  annuity  contract  which  (but  for 

22  the  reduction)  would  have  been  required  to  be  paid 

23  under  the  contract. 

24  "(3)  Expeeience-eated  EE  fund. — The  term 

25  'experience-rated  refund'  means  any  refund  or  credit 


1  based  on  the  experience  of  the  contract  or  group 

2  involved. 

3  "(e)  Teeatment  of  Policyholdee  Dividends. — 

4  For  purposes  of  this  part,  any  policyholder  dividend  which — 

5  "(1)  increases  the  cash  surrender  value  of  the 

6  contract  or  other  benefits  payable  under  the  contract, 

7  or 

8  "(2)  reduces  the  premium  otherwise  required  to  be 

9  paid, 

10  shall  be  treated  as  paid  to  the  policyholder  and  returned  by 

1 1  the  policyholder  to  the  company  as  a  premium. 

12  "SEC.  809.  REDUCTION  IN  CERTAIN  DEDUCTIONS  OF  MUTUAL 

13  LIFE  INSURANCE  COMPANIES. 

14  "(a)  Geneeal  Rule. — 

15  "(1)  Policyholdee  dividends. — In  the  case  of 

16  any  mutual  life  insurance  company,  the  amount  of  the 

17  deduction  allowed  under  section  808  shall  be  reduced 

18  (but  not  below   zero)  by  the   differential  earnings 

19  amount. 

20  "(2)  Reduction  in  eeseeve  deduction  in 

21  ceetain  cases. — In  the  case  of  any  mutual  life  insur- 

22  ance  company,  if  the  differential  earnings  amount  ex- 

23  ceeds  the  amount  allowable  as  a  deduction  under  sec- 

24  tion  808  for  the  taxable  year  (determined  without 
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1  regard  to  this  section),  such  excess  shall  be  taken  into 

2  account  under  subsections  (a)  and  (b)  of  section  807. 

3  "(3)  Differential  earnings  amount. — For 

4  purposes  of  this  section,  the  term  'differential  earnings 

5  amount'  means,  with  respect  to  any  taxable  year,  an 

6  amount  equal  to  the  product  of — 

7  "(A)  the  life  insurance  company's  average 

8  equity  base  for  the  taxable  year,  multiplied  by 

9  "(B)  the  differential  earnings  rate  for  such 

10  taxable  year. 

11  "(b)  Average  Equity  Base. — For  purposes  of  this 

12  section — 

13  "(1)  In  general. — The  term  'average  equity 

14  base'  means,  with  respect  to  any  taxable  year,  the 

15  average  of — 

16  "(A)  the  equity  base  determined  as  of  the 

17  close  of  the  taxable  year,  and 

18  "(B)  the  equity  base  determined  as  of  the 

19  close  of  the  preceding  taxable  year. 

20  "(2)  Equity  base. — The   term   'equity  base' 

21  means  an  amount  equal  to — 

22  "(A)  the  surplus  and  capital, 

23  "(B)  adjusted  as  provided  in  paragraphs  (3), 

24  (4),  (5),  and  (6)  of  this  subsection. 
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1  "(3)  Inceease  for  nonadmitted  financial 

2  ASSETS. — 

3  "(A)  In  general. — The  amount  of  the  sur- 

4  plus  and  capital  shall  be  increased  by  the  amount 

5  of  the  nonadmitted  financial  assets. 

6  "(B)  Nonadmitted  financial  assets. — 

7  For  purposes  of  subparagraph  (A),  the  term  'non- 

8  admitted  financial  asset'  means  any  nonadmitted 

9  asset  of  the  company  which  is — 

10  "(i)  a  bond, 

11  "(ii)  stock, 

12  "(iii)  real  estate, 

13  "(iv)  a  mortgage  loan  on  real  estate,  or 

14  "(v)  any  other  invested  asset. 

15  "(4)  Increase  where  statutory  reserves 

16  exceed  tax  reserves. — 

17  "(A)  In  general.— If— 

18  "(i)  the  aggregate  amount  of  statutory 

19  reserves,  exceeds 

20  "(ii)    the    aggregate    amount    of  tax 

21  reserves, 

22  the  amount  of  the  surplus  and  capital  shall  be  in- 

23  creased  by  the  amount  of  such  excess. 

24  "(B)  Definitions. — For  purposes  of  this 

25  paragraph — 
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1  "(i)  Statutory  reserves. — The  term 

2  'statutory  reserves'   means   the  aggregate 

3  amount  set  forth  in  the  annual  statement 

4  with  respect  to  items  described  in  section 

5  807(c).  Such  term  shall  not  include  any  re- 

6  serve  attributable  to  a  deferred  and  uncol- 

7  lected  premium  if  the  establishment  of  such 

8  reserve  is  not  permitted  under  section  811(c). 

9  "(ii)  Tax  reserves. — The  term  'tax 

10  reserves'  means  the  aggregate  of  the  items 

11  described  in  section  807(c)  as  determined  for 

12  purposes  of  section  807. 

13  "(5)  Increase  by  amount  of  certain  other 

14  reserves.- — The  amount  of  the  surplus  and  capital 

15  shall  be  increased  by  the  sum  of — 

16  "(A)  the  amount  of  any  mandatory  securities 

17  valuation  reserve, 

18  "(B)  the  amount  of  any  deficiency  reserve, 

19  and 

20  "(C)  the  amount  of  any  voluntary  reserve  not 

21  described  in  subparagraph  (A)  or  (B). 

22  "(6)  Adjustment  for  next  year's  policy- 

23  holder  dividends. — The  amount  of  the  surplus  and 

24  capital  shall  be  increased  by  50  percent  of  the  amount 
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1  of  any  provision  for  policyholder  dividends  (or  other 

2  similar  liability)  payable  in  the  following  taxable  year. 

3  "(c)  Differential  Earnings  Rate. — For  purposes 

4  of  this  section,  the  differential  earnings  rate  for  any  taxable 

5  year  is  the  excess  of — 

6  "(1)  the  imputed  earnings  rate  for  the  taxable 

7  year,  over 

8  "(2)  the  average  mutual  earnings  rate  for  the 

9  second  calendar  year  preceding  the  calendar  year  in 

10  which  the  taxable  year  begins. 

11  "(d)  Imputed  Earnings  Rate. — 

12  "(1)  In  general. — For  purposes  of  this  section, 

13  the  imputed  earnings  rate  for  any  taxable  year  is — 

14  "(A)  16.5  percent  in  the  case  of  taxable 

15  years  beginning  in  1984,  and 

16  "(B)  in  the  case  of  taxable  years  beginning 

17  after  1984,  an  amount  which  bears  the  same  ratio 

18  to  16.5  percent  as  the  current  stock  earnings  rate 

19  for  the  taxable  year  bears  to  the  base  period  stock 

20  earnings  rate. 

21  "(2)  Current  stock  earnings  rate. — For 

22  purposes  of  this  subsection,  the  term  'current  stock 

23  earnings  rate'  means,  with  respect  to  any  taxable  year, 

24  the  average  of  the  stock  earnings  rates  determined 
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1  under  paragraph  (4)  for  the  3  calendar  years  preceding 

2  the  calendar  year  in  which  the  taxable  year  begins. 

3  "(3)  Base  period  stock  eaenings  rate. — For 

4  purposes  of  this  subsection,  the  base  period  stock  earn- 

5  ings  rate  is  the  average  of  the  stock  earnings  rates  de- 

6  termined  under  paragraph  (4)  for  calendar  years  1981, 

7  1982,  and  1983. 

8  "(4)  Stock  earnings  rate. — 

9  "(A)  In  general. — For  purposes  of  this 

10  subsection,  the  stock  earnings  rate  for  any  calen- 

11  dar  year  is  the  numerical  average  of  the  earnings 

12  rates  of  the  50  largest  stock  companies. 

13  "(B)  Earnings  rate. — For  purposes  of 

14  subparagraph  (A),  the  earnings  rate  of  any  stock 

15  company  is  the  percentage  (determined  by  the 

16  Secretary)  which — 

17  "(i)  the  statement  gain  or  loss  from  op- 

18  erations  for  the  calendar  year  of  such  compa- 

19  ny,  is  of 

20  "(ii)   such   company's   average  equity 

21  base  for  such  year. 

22  "(C)  50  LARGEST  STOCK  COMPANIES. — For 

23  purposes  of  this  paragraph,  the  term  '50  largest 

24  stock  companies '  means  a  group  (as  determined 

25  by  the  Secretary)  of  stock  life  insurance  compa- 
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1  nies  which  consists  of  the  50  largest  stock  life  in- 

2  surance  companies  which  are  subject  to  tax  under 

3  this  chapter. 

4  "(D)      Teeatment      of  affiliated 

5  geoups. — For  purposes  of  this  paragraph,  all 

6  stock  life  insurance  companies  which  are  members 

7  of  the  same  affiliated  group  shall  be  treated  as 

8  one  stock  life  insurance  company. 

9  "(e)  Aveeage  Mutual  Eaenings  Rate. — For  pur- 

10  poses  of  this  section,  the  average  mutual  earnings  rate  for 

11  any  calendar  year  is  the  percentage  (determined  by  the  Sec- 

12  retary)  which — 

13  "(1)  the  aggregate  statement  gain  or  loss  from  op- 

14  erations  for  such  year  of  mutual  life  insurance  compa- 

15  nies,  is  of 

16  "(2)  their  aggregate  average  equity  bases  for  such 

17  year. 

18  "(f)  Eecomputation  in  Subsequent  Yeae. — 

19  "(1)  Inclusion  in  income  wheee  eecomput- 

20  ed  amount  geeatee. — In  the  case  of  any  mutual  life 

21  insurance  company,  if — 

22  "(A)  the  recomputed  differential  earnings 

23  amount  for  any  taxable  year,  exceeds 

24  "(B)  the  differential  earnings  amount  deter- 

25  mined  under  this  section  for  such  taxable  year, 
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1  such  excess  shall  be  included  in  life  insurance  gross 

2  income  for  the  succeeding  taxable  year. 

3  "(2)  Deduction  wheee  eecomputed  amount 

4  smallee. — In  the  case  of  any  mutual  life  insurance 

5  company,  if— 

6  "(A)  the  differential  earnings  amount  deter- 

7  mined  under  this  section  for  any  taxable  year, 

8  exceeds 

9  "(B)   the  recomputed  differential  earnings 

10  amount  for  such  taxable  year, 

11  such  excess  shall  be  allowed  as  a  life  insurance  deduc- 

12  tion  for  the  succeeding  taxable  year. 

13  "(3)   Eecomputed   diffeeential  eaenings 

14  amount. — For  purposes  of  this  subsection,  the  term 

15  'recomputed  differential  earnings  amount'  means,  with 

16  respect  to  any  taxable  year,  the  amount  which  would 

17  be  the  differential  earnings  amount  for  such  taxable 

18  year  if  the  average  mutual  earnings  rate  taken  into  ac- 

19  count  under  subsection  (c)(2)  were  the  average  mutual 

20  earnings  rate  for  the  calendar  year  in  which  the  tax- 

21  able  year  begins. 

22  "(4)  Special  eule  wheee  company  ceases 

23  TO  BE  MUTUAL  LIFE  INSUEANCE  COMPANY. — Except 

24  as  provided  in  section  381(c)(22),  if — 
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1  "(A)  a  life  insurance  company  is  a  mutual 

2  life  insurance  company  for  any  taxable  year,  but 

3  "(B)  such  life  insurance  company  is  not  a 

4  mutual  life  insurance  company  for  the  succeeding 

5  taxable  year, 

6  any  adjustment  under  paragraph  (1)  or  (2)  by  reason  of 

7  the  recomputed  differential  earnings  amount  for  the 

8  first  of  such  taxable  years  shall  be  taken  into  account 

9  for  the  first  of  such  taxable  years. 

10  "(g)  Definitions  and  Special  Rules. — For  pur- 

11  poses  of  this  section — 

12  "(1)  Statement  gain  ok  loss  feom  opee- 

13  ations. — The  term  'statement  gain  or  loss  from  oper- 

14  ations'  means  the  net  gain  or  loss  from  operations  re- 

15  quired  to  be  set  forth  in  the  annual  statement — 

16  "(A)  determined  with  regard  to  policyholder 

17  dividends  (as  defined  in  section  808)  but  without 

18  regard  to  Federal  income  taxes, 

19  "(B)  determined  on  the  basis  of  the  tax  re- 

20  serves  rather  than  statutory  reserves,  and 

21  "(C)  properly  adjusted  for  realized  capital 

22  gains  and  losses  and  other  relevant  items. 

23  "(2)  Othee  teems. — Except  as  otherwise  pro- 

24  vided  in  this  section,  the  terms  used  in  this  section 
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1  shall  have  the  same  respective  meanings  as  when  used 

2  in  the  annual  statement. 

3  "(3)  Determinations  based  on  amount  set 

4  forth  in  annual  statement. — Except  as  other- 

5  wise  provided  in  this  section  or  in  regulations,  all  de- 

6  terminations  under  this  section  shall  be  made  on  the 

7  basis  of  the  amounts  required  to  be  set  forth  on  the 

8  annual  statement. 

9  "(4)  Annual  statement. — The  term  'annual 

10  statement'  means  the  annual  statement  for  life  insur- 

11  ance  companies  approved  by  the  National  Association 

12  of  Insurance- Commissioners. 

13  "(5)  Reduction  in  equity  base  for  portion 

14  of  equity  allocable  to  life  insurance  busi- 

15  ness  in  noncontiguous  western  hemisphere 

16  countries. — The  equity  base  of  any  mutual  life  insur- 

17  ance  company  shall  be  reduced  by  an  amount  equal  to 

18  the  portion  of  the  equity  base  attributable  to  the  life 

19  insurance  business  multiplied  by  a  fraction — 

20  "(A)  the  numerator  of  which  is  the  portion  of 

21  the  tax  reserves  which  is  allocable  to  life  insur- 

22  ance  contracts  issued  on  the  life  of  residents  of 

23  countries  in  the  Western  Hemisphere  which  are 

24  not  contiguous  to  the  United  States,  and 
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1  "(B)  the  denominator  of  which  is  the  amount 

2  of  the  tax  reserves  allocable  to  life  insurance 

3  contracts. 

4  The  preceding  sentence  shall  not  apply  unless  the  frac- 

5  tion  determined  under  the  preceding  sentence  exceeds 

6  y2o. 

7  "(h)  Treatment  of  Stock  Companies  Owned  by 

8  Mutual  Life  Insurance  Companies. — 

9  "(1)  Treatment  as  mutual  life  insurance 

10  companies  for  purposes  of  determining  stock 

11  earnings  rates  and  mutual  earnings  rates. — 

12  Solely  for  purposes  of  subsections  (d)  and  (e),  a  stock 

13  life  insurance  company  shall  be  treated  as  a  mutual  life 

14  insurance  company  if  stock  possessing — 

15  "(A)  at  least  80  percent  of  the  total  com- 

16  bined  voting  power  of  all  classes  of  stock  of  such 

17  stock  life  insurance  company  entitled  to  vote,  or 

18  "(B)  at  least  80  percent  of  the  total  value  of 

19  shares  of  all  classes  of  stock  of  such  stock  life  in- 

20  surance  company, 

21  is  owned  at  any  time  during  the  calendar  year  directly 

22  (or  through  the  application  of  section  318)  by  1  or 

23  more  mutual  life  insurance  companies. 

24  "(2)  Treatment  of  affiliated  group  which 

25  includes  mutual  parent  and  stock  subsidi- 
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1  ary. — In  the  case  of  an  affiliated  group  of  corporations 

2  which  includes  a  common  parent  which  is  a  mutual  life 

3  insurance  company  and  one  or  more  stock  life  insur- 

4  ance  companies,  for  purposes  of  determining  the  aver- 

5  age  equity  base  of  such  common  parent  (and  the  state- 

6  ment  gain  or  loss  from  operations) — 

7  "(A)  stock  in  such  stock  life  insurance  com- 

8  panies  held  by  such  common  parent  (and  divi- 

9  dends  on  such  stock)  shall  not  be  taken  into  ac- 

10  count,  and 

11  "(B)  such  common  parent  and  such  stock  life 

12  insurance  companies  shall  be  treated  as  though 

13  they  were  one  mutual  life  insurance  company. 

14  "(3)  Adjustment  where  stock  company  not 

15  member  of  affiliated  group. — In  the  case  of  any 

16  stock  life  insurance  company  which  is  described  in 

17  paragraph  (1)  but  is  not  a  member  of  an  affiliated 

18  group  described  in  paragraph  (2),  under  regulations, 

19  proper  adjustments  shall  be  made  in  the  average  equity 

20  bases  (and  statement  gains  or  losses  from  operations)  of 

21  mutual  life  insurance  companies  owning  stock  in  such 

22  company  as  may  be  necessary  or  appropriate  to  carry 

23  out  the  purposes  of  this  section. 

24  "(i)  Transitional  Rule  for  Certain  High  Sur- 


25  plus  Mutual  Life  Insurance  Companies. — 
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"(1)  In  geneeal. — For  purposes  of  subsection 
(a)(3),  the  average  equity  base  of  a  high  surplus  mutual 
life  insurance  company  for  any  taxable  year  shall  not 
include  the  applicable  percentage  of  the  excess  equity 
base  of  such  company  for  such  taxable  year. 

"(2)  Definitions. — For  purposes  of  this  subsec- 
tion— 

"(A)  Excess  equity  base. — The  term 
'excess  equity  base'  means  the  lesser  of — 
"(i)  the  excess  of — 

"(I)  the  average  equity  base  of  the 
company  for  the  taxable  year,  over 

"(II)  the  amount  which  would  be 


its  average  equity  base  if  its  equity  per- 
centage equaled  130  percent  of  the  nu- 
merical average  of  the  equity  percent- 
ages for  all  mutual  life  insurance  com- 
panies for  such  taxable  year,  or 


"(ii)  $50,000,000. 
"(B)  Applicable  peecentage. — The  term 
'applicable  percentage'  means  the  percentage  de- 
termined in  accordance  with  the  following  table: 


For  taxable  years 
beginning  in: 


The  applicable 
percentage  is: 


1984 
1985 
1986 
1987 
1988 


100 
80 
60 
40 
20 
0. 


1989  or  thereafter 
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1  "(C)  High  sueplus  mutual  life  insue- 

2  ance  company. — The  term  'high  surplus  mutual 

3  life  insurance  company'  means  any  mutual  life  in- 

4  surance  company  if,  for  the  taxable  year  begin- 

5  ning  in  1984,  its  equity  percentage  exceeded  130 

6  percent  of  the  numerical  average  of  the  equity 

7  percentages  for  all  mutual  life  insurance  compa- 

8  nies  for  such  taxable  year. 

9  "(D)    Equity    peecentage. — The  term 

10  'equity  percentage'  means,  with  respect  to  any 

11  mutual  life  insurance  company,  the  percentage 

12  which — 

13  "(i)  the  average  equity  base  of  such 

14  company  (determined  under  this  section  with- 

15  out  regard  to  this  subsection)  for  a  taxable 

16  year  bears  to 

17  "(ii)  the  average  of — 

18  "(I)  the  assets  of  such  company  as 

19  of  the  close  of  the  preceding  taxable 

20  year,  and 

21  "(II)  the  assets  of  such  company 

22  as  of  the  close  of  the  taxable  year. 

23  For  purposes  of  the  preceding  sentence,  the  assets 

24  of  a  company  shall  include  all  assets  included 

25  under  this  section  in  its  equity  base. 
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1  "(3)  Determination  of  average  of  equity 

2  percentages  for  all  companies. — The  average  of 

3  the  equity  percentages  for  all  mutual  life  insurance 

4  companies  for  any  taxable  year  shall  be  such  average 

5  as  determined  by  the  Secretary  using  the  most  recent 

6  data  available  as  of  the  close  of  such  taxable  year. 

7  "SEC.  810.  OPERATIONS  LOSS  DEDUCTION. 

8  "(a)  Deduction  Allowed. — There  shall  be  allowed 

9  as  a  deduction  for  the  taxable  year  an  amount  equal  to  the 

10  aggregate  of — 

11  "(1)  the  operations  loss  carryovers  to  such  year, 

12  plus 

13  "(2)  the  operations  loss  carrybacks  to  such  year. 

14  For  purposes  of  this  part,  the  term  'operations  loss  deduction' 

15  means  the  deduction  allowed  by  this  subsection. 

16  "(b)  Operations  Loss  Carrybacks  and  Car- 

17  ryovers. — 

18  "(1)  Years  to  which  loss  may  be  car- 

19  ried. — The  loss  from  operations  for  any  taxable  year 

20  (hereinafter  in  this  section  referred  to  as  the  'loss 

21  year')  shall  be — 

22  "(A)  an  operations  loss  carryback  to  each  of 

23  the  3  taxable  years  preceding  the  loss  year, 

24  "(B)  an  operations  loss  carryover  to  each  of 

25  the  15  taxable  years  following  the  loss  year,  and 
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1  "(C)  if  the  life  insurance  company  is  a  new 

2  company  for  the  loss  year,  an  operations  loss  car- 

3  ryover  to  each  of  the  3  taxable  years  following 

4  the  15  taxable  years  described  in  subparagraph 

5  (B). 

6  "(2)   Amount    of    carrybacks   and  car- 

7  ryovers. — The  entire  amount  of  the  loss  from  oper- 

8  ations  for  any  loss  year  shall  be  carried  to  the  earliest 

9  of  the  taxable  years  to  which  (by  reason  of  paragraph 

10  (1))  such  loss  may  be  carried.  The  portion  of  such  loss 

11  which  shall  be  carried  to  each  of  the  other  taxable 

12  years  shall  be  the  excess  (if  any)  of  the  amount  of  such 

13  loss  over  the  sum  of  the  offsets  (as  defined  in  subsec- 

14  tion  (d))  for  each  of  the  prior  taxable  years  to  which 

15  such  loss  may  be  carried. 

16  "(3)  Election  for  operations  loss  carry- 

17  backs. — In  the  case  of  a  loss  from  operations  for  any 

18  taxable  year,  the  taxpayer  may  elect  to  relinquish  the 

19  entire  carryback  period  for  such  loss.  Such  election 

20  shall  be  made  by  the  due  date  (including  extensions  of 

21  time)  for  filing  the  return  for  the  taxable  year  of  the 

22  loss  from  operations  for  which  the  election  is  to  be  in 

23  effect,  and,  once  made  for  any  taxable  year,  such  elec- 

24  tion  shall  be  irrevocable  for  that  taxable  year. 
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1  "(c)  Computation  of  Loss  From  Opeeations. — 

2  For  purposes  of  this  section — 

3  "(1)  In  general. — The  term  'loss  from  oper- 

4  ations'  means  the  excess  of  the  life  insurance  deduc- 

5  tions  for  any  taxable  year  over  the  life  insurance  gross 

6  income  for  such  taxable  year. 

7  "(2)  Modifications. — For  purposes  of  para- 

8  graph  (1) — 

9  "(A)  the  operations  loss  deduction  shall  not 

10  be  allowed,  and 

11  "(B)  the  deductions  allowed  by  sections  243 

12  (relating  to  dividends  received  by  corporations), 

13  244  (relating  to  dividends  received  on  certain  pre- 

14  f erred  stock  of  public  utilities),  and  245  (relating 

15  to  dividends  received  from  certain  foreign  corpora- 

16  tions)  shall  be  computed  without  regard  to  section 

17  246(b)  as  modified  by  section  805(a)(4). 

18  "(d)  Offset  Defined. — 

19  "(1)  In  general. — For  purposes  of  subsection 

20  (b)(2),  the  term  'offset'  means,  with  respect  to  any  tax- 

21  able  year,  an  amount  equal  to  that  increase  in  the  op- 

22  erations  loss  deduction  for  the  taxable  year  which  re- 

23  duces  the  life  insurance  company  taxable  income  (com- 

24  puted  without  regard  to  paragraphs  (2)  and  (3)  of  sec- 

25  tion  804)  for  such  year  to  zero. 
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1  ''(2)  Opekations  loss  deduction. — For  pur- 

2  poses  of  paragraph  (1),  the  operations  loss  deduction 

3  for  any  taxable  year  shall  be  computed  without  regard 

4  to  the  loss  from  operations  for  the  loss  year  or  for  any 

5  taxable  year  thereafter. 

6  "(e)  New  Company  Defined. — For  purposes  of  this 

7  part,  a  life  insurance  company  is  a  new  company  for  any 

8  taxable  year  only  if  such  taxable  year  begins  not  more  than  5 

9  years  after  the  first  day  on  which  it  (or  any  predecessor,  if 

10  section  381(c)(22)  applies)  was  authorized  to  do  business  as 

11  an  insurance  company. 

12  "(f)  Application  of  Subtitles  A  and  F  in  Re- 

13  spect  of  Opeeation  Losses. — Except  as  provided  in  sec- 

14  tion  805(b)(5),  subtitles  A  and  F  shall  apply  in  respect  of 

15  operation  loss  carrybacks,  operation  loss  carryovers,  and  the 

16  operations  loss  deduction  under  this  part,  in  the  same  manner 

17  and  to  the  same  extent  as  such  subtitles  apply  in  respect  of 

18  net  operating  loss  carrybacks,  net  operating  loss  carryovers, 

19  and  the  net  operating  loss  deduction. 

20  "(g)  Teansitional  Eule. — For  purposes  of  this  sec- 

21  tion  and  section  812  (as  in  effect  before  the  enactment  of  the 

22  Life  Insurance  Tax  Act  of  1984),  this  section  shall  be  treated 

23  as  a  continuation  of  such  section  812. 
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1  "Subpart  D — Accounting,  Allocation,  and  Foreign 

2  Provisions 

"Sec.  811.  Accounting  provisions. 

"Sec.  812.  Definition  of  company's  share  and  policyholders'  share. 
"Sec.  813.  Foreign  life  insurance  companies. 

"Sec.  814.  Contiguous  country  branches  of  domestic  life  insurance 
companies. 

"Sec.  815.  Distributions  to  shareholders  from  pre-1984  policyhold- 
ers surplus  account. 

3  "SEC.  811.  ACCOUNTING  PROVISIONS. 


4  "(a)  Method  of  Accounting. — All  computations  en- 

5  tering  into  the  determination  of  the  taxes  imposed  by  this 

6  part  shall  be  made — 

7  "(1)  under  an  accrual  method  of  accounting,  or 

8  "(2)  to  the  extent  permitted  under  regulations 

9  prescribed  by  the  Secretary,  under  a  combination  of  an 

10  accrual  method  of  accounting  with  any  other  method 

11  permitted  by  this  chapter  (other  than  the  cash  receipts 

12  and  disbursements  method). 


13  To  the  extent  not  inconsistent  with  the  preceding  sentence  or 

14  any  other  provision  of  this  part,  all  such  computations  shall 

15  be  made  in  a  manner  consistent  with  the  manner  required  for 

16  purposes  of  the  annual  statement  approved  by  the  National 

17  Association  of  Insurance  Commissioners. 


18  "(b)  Amortization  of  Premium  and  Accrual  of 

19  Discount. — 

20  "(1)  In  general. — The  appropriate  items  of 

21  income,  deductions,  and  adjustments  under  this  part 

22  shall  be  adjusted  to  reflect  the  appropriate  amortization 
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1  of  premium  and  the  appropriate  accrual  of  discount  at- 

2  tributable  to  the  taxable  year  on  bonds,  notes,  deben- 

3  tures,  or  other  evidences  of  indebtedness  held  by  a  life 

4  insurance  company.   Such  amortization  and  accrual 

5  shall  be  determined — 

6  "(A)  in  accordance  with  the  method  regular- 

7  ly  employed  by  such  company,  if  such  method  is 

8  reasonable,  and 

9  "(B)  in  all  other  cases,  in  accordance  with 

10  regulations  prescribed  by  the  Secretary. 

11  "(2)  Special  rules. — 

12  "(A)  Amortization  of  bond  premium. — 

13  In  the  case  of  any  bond  (as  defined  in  section 

14  171(d)),  the  amount  of  bond  premium,  and  the 

15  amortizable  bond  premium  for  the  taxable  year, 

16  shall  be  determined  under  section  171(b)  as  if  the 

17  election  set  forth  in  section  171(c)  had  been  made. 

18  "(B)  Convertible  evidence  of  indebt- 

19  edness. — In  no  case  shall  the  amount  of  premi- 

20  um  on  a  convertible  evidence  of  indebtedness  in- 

21  elude  any  amount  attributable  to  the  conversion 

22  features  of  the  evidence  of  indebtedness. 

23  "(3)  Exception. — No  accrual  of  discount  shall 

24  be  required  under  paragraph  (1)  on  any  bond  (as  de- 
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1  fined  in  section  171(d)),  except  in  the  case  of  discount 

2  which  is — 

3  "(A)  interest  to  which  section  103  applies,  or 

4  "(B)  original  issue  discount  (as  defined  in 

5  section  1232(b)). 

6  "(c)  No  Double  Counting. — Nothing  in  this  part 

7  shall  permit — 

8  "(1)  a  reserve  to  be  established  for  any  item 

9  unless  the  gross  amount  of  premiums  and  other  consid- 

10  eration  attributable  to  such  item  are  required  to  be  in- 

11  eluded  in  life  insurance  gross  income, 

12  "(2)  the  same  item  to  be  counted  more  than  once 

13  for  reserve  purposes,  or 

14  "(3)  any  item  to  be  deducted  (either  directly  or  as 

15  an  increase  in  reserves)  more  than  once. 

16  "(d)  Allocation  in  Case  of  Reinsurance  Agree- 


17  ment  Involving  Tax  Avoidance  or  Evasion. — In  the 

18  case  of  2  or  more  related  persons  (within  the  meaning  of 

19  section  482)  who  are  parties  to  a  reinsurance  agreement  (or 

20  where  one  of  the  parties  to  a  reinsurance  agreement  is,  with 

21  respect  to  any  contract  covered  by  the  agreement,  in  effect 

22  an  agent  of,  or  conduit  for,  another  party  to  such  agreement), 

23  the  Secretary  may — 

24  "(1)  allocate  between  or  among  such  persons 

25  income  (whether  investment  income,  premium,  or  oth- 
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1  erwise),  deductions,  assets,  reserves,  credits,  and  other 

2  items  related  to  such  agreement,  or 

3  "(2)  recharacterize  any  such  items, 


4  if  he  determines  that  such  allocation  or  recharacterization  is 

5  necessary  to  reflect  the  proper  source  and  character  of  the 

6  taxable  income  (or  any  item  described  in  paragraph  (1)  relat- 

7  ing  to  such  taxable  income)  of  each  such  person. 

8  "(e)  Method  of  Computing  Reserves  on  Con- 

9  tract  Where  Interest  Is  Guaranteed  Beyond  End 

10  of  Taxable  Year. — For  purposes  of  this  part  (other  than 

11  section  816),  amounts  in  the  nature  of  interest  to  be  paid  or 

12  credited  under  any  contract  for  any  period  which  is  computed 

13  at  a  rate  which — 

14  "(1)  exceeds  the  prevailing  State  assumed  interest 

15  rate  for  the  contract  for  such  period,  and 

16  "(2)  is  guaranteed  beyond  the  end  of  the  taxable 

17  year  on  which  the  reserves  are  being  computed, 

18  shall  be  taken  into  account  in  computing  the  reserves  with 

19  respect  to  such  contract  as  if  such  interest  were  guaranteed 

20  only  up  to  the  end  of  the  taxable  year. 

21  "(f)  Short  Taxable  Years. — If  any  return  of  a  cor- 

22  poration  made  under  this  part  is  for  a  period  of  less  than  the 

23  entire  calendar  year  (referred  to  in  this  subsection  as  'short 

24  period'),  then  section  443  shall  not  apply  in  respect  to  such 

25  period,  but  life  insurance  company  taxable  income  shall  be 
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1  determined,  under  regulations  prescribed  by  the  Secretary, 

2  on  an  annual  basis  by  a  ratable  daily  projection  of  the  appro- 

3  priate  figures  for  the  short  period. 

4  "SEC.  812.  DEFINITION  OF  COMPANY'S  SHARE  AND  POLICY- 

5  HOLDERS'  SHARE. 

6  "(a)  General  Rule. — 

7  "(1)  Company's  share. — For  purposes  of  sec- 

8  tion  805(a)(4),  the  term  'company's  share'  means,  with 

9  respect  to  any  taxable  year,  the  percentage  obtained  by 

10  dividing — 

11  "(A)  the  company's  share  of  the  net  invest- 

12  ment  income  for  the  taxable  year,  by 

13  "(B)  the  net  investment  income  for  the  tax- 

14  able  year. 

15  "(2)  Policyholders'  share. — For  purposes  of 

16  section  807,  the  term  'policyholders'  share'  means, 

17  with  respect  to  any  taxable  year,  the  excess  of  100 

18  percent  over  the  percentage  determined  under  para- 

19  graph  (1). 

20  "(b)    Company's    Share    of   Net  Investment 

21  Income. — For  purposes  of  this  section,  the  company's  share 

22  of  net  investment  income  is  the  excess  (if  any)  of — 

23  "(1)  the  net  investment  income  for  the  taxable 

24  year,  over 

25  "(2)  the  sum  of— 
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1  "(A)  the  deduction  for  policyholders'  divi- 

2  dends  determined  under  sections  808  and  809  for 

3  the  taxable  year,  and 

4  "(B)  all  amounts  in  the  nature  of  interest 

5  paid  or  credited  to  customers  pursuant  to  insur- 

6  ance  or  annuity  contracts. 

7  For  purposes  of  paragraph  (2)(B),  the  term  'insurance  or  an- 

8  nuity  contract'  shall  include  any  pension  plan  contract. 

9  "(c)  Net  Investment  Income. — For  purposes  of  this 

10  section,  the  term  'net  investment  income'  means  the  excess 

11  of— 

12  "(1)  gross  investment  income,  over 

13  "(2)  investment  expenses. 

14  "(d)  Gross  Investment  Income. — For  purposes  of 

15  this  section,  the  term  'gross  investment  income'  means  the 

16  sum  of  the  following: 

17  "(1)  Interest,   etc. — The   gross   amount  of 

18  income  from — 

19  "(A)  interest  (including  tax-exempt  interest), 

20  dividends,  rents,  and  royalties, 

21  "(B)  the  entering  into  of  any  lease,  mort- 

22  gage,  or  other  instrument  or  agreement  from 

23  which  the  life  insurance  company  derives  interest, 

24  rents,  or  royalties,  and 
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1  '  '(C)  the  alteration  or  termination  of  any  in- 

2  strument  or  agreement  described  in  subparagraph 

3  (B). 

4  "(2)  Short-teem  capital  gain. — The  amount 

5  (if  any)  by  which  the  net  short-term  capital  gain  ex- 

6  ceeds  the  net  long-term  capital  loss. 

7  "(3)  Trade  or  business  income. — The  gross 

8  income  from  any  trade  or  business  (other  than  an  in- 

9  surance  business)  carried  on  by  the  life  insurance  com- 

10  pany,  or  by  a  partnership  of  which  the  life  insurance 

11  company  is  a  partner.  In  computing  gross  income 

12  under  this  paragraph,  there  shall  be  excluded  any  item 

13  described  in  paragraph  (1). 


14  Except  as  provided  in  paragraph  (2),  in  computing  gross  in- 

15  vestment  income  under  this  subsection,  there  shall  be  ex- 

16  eluded  any  gain  from  the  sale  or  exchange  of  a  capital  asset, 

17  and  any  gain  considered  as  gain  from  the  sale  or  exchange  of 

18  a  capital  asset. 


19  "(e)  Investment  Expenses. — For  purposes  of  this 

20  section,  the  term  'investment  expenses'  means  the  sum  of — 

21  "(1)  the  deductions  allowable  which  are  directly 

22  connected  with  the  production  of  investment  income 

23  (other  than  the  deductions  under  sections  243,  244, 

24  and  245),  and 
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1  "(2)  an  amount  equal  to  the  general  expenses  of 

2  the  life  insurance  company  for  the  taxable  year  multi- 

3  plied  by  a  fraction — 

4  "(A)  the  numerator  of  which  is  the  gross  in- 

5  vestment  income  for  the  taxable  year,  and 

6  "(B)  the  denominator  of  which  is  the  gross 

7  receipts  of  the  life  insurance  company  for  the  tax- 

8  able  year. 

9  "(f)  Dividends  Fkom  Certain  Subsidiaries  Not 

10  Included  in  Gross  Investment  Income. — For  purposes 

11  of  this  section,  the  term  'gross  investment  income'  shall  not 

12  include  any  dividend  received  by  the  life  insurance  company 

13  which  is  a  100-percent  dividend  (as  defined  in  section 

14  805(a)(4)(C)).  Such  term  also  shall  not  include  any  dividend 

15  described  in  section  804(a)(4)(D)  (relating  to  certain  dividends 

16  in  the  case  of  foreign  corporations). 

17  "(g)  No  Double   Counting. — Under  regulations, 

18  proper  adjustments  shall  be  made  in  the  application  of  this 

19  section  to  prevent  an  item  from  being  counted  more  than 

20  once. 

21  "SEC.  813.  FOREIGN  LIFE  INSURANCE  COMPANIES. 


22  "(a)  Adjustment  Where  Surplus  Held  in  the 

23  United  States  Is  Less  Than  Specified  Minimum. — 

24  "(1)  In  general. — In  the  case  of  any  foreign 

25  company  taxable  under  this  part,  if — 
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1  "(A)  the  required  surplus  determined  under 

2  paragraph  (2),  exceeds 

3  "(B)  the  surplus  held  in  the  United  States, 

4  then  its  income  effectively  connected  with  the  conduct 

5  of  an  insurance  business  within  the  United  States  shall 

6  be  increased  by  an  amount  determined  by  multiplying 

7  such  excess  by  such  company's  current  investment 

8  yield. 

9  "(2)  Kequired  surplus. — For  purposes  of  this 

10  subsection — 

11  "(A)  In  general. — The  term  'required  sur- 

12  plus'  means  the  amount  determined  by  multiplying 

13  the  taxpayer's  total  insurance  liabilities  on  United 

14  States  business  by  a  percentage  for  the  taxable 

15  year  determined  and  proclaimed  by  the  Secretary 

16  under  subparagraph  (B). 

17  "(B)  Determination  of  percentage. — 

18  The  percentage  determined  and  proclaimed  by  the 

19  Secretary  under  this  subparagraph  shall  be  based 

20  on  such  data  with  respect  to  domestic  life  insur- 

21  ance  companies  for  the  preceding  taxable  year  as 

22  the  Secretary  considers  representative.  Such  per- 

23  centage  shall  be  computed  on  the  basis  of  a  ratio 

24  the  numerator  of  which  is  the  excess  of  the  assets 

25  over    the    total   insurance    liabilities,    and  the 
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1  denominator   of  which   is   the   total  insurance 

2  liabilities. 

3  "(3)    CUEEENT    INVESTMENT    YIELD. — For  pw- 

4  poses  of  this  subsection — 

5  "(A)  In  geneeal. — The  term  'current  in- 

6  vestment  yield'  means  the  percent  obtained  by 

7  dividing — 

8  "(i)  the  net  investment  income  on  assets 

9  held  in  the  United  States,  by 

10  "(ii)  the  mean  of  the  assets  held  in  the 

11  United  States  during  the  taxable  year. 

12  "(B)  Deteeminations  based  on  amount 

13  SET    FOETH    IN    THE    ANNUAL    STATEMENT. — 

14  Except  as  otherwise  provided  in  regulations,  de- 

15  terminations  under  subparagraph  (A)   shall  be 

16  made  on  the  basis  of  the  amounts  required  to  be 

17  set  forth  on  the  annual  statement  approved  by  the 

18  National  Association  of  Insurance  Commissioners. 

19  "(4)  Othee  definitions. — For  purposes  of  this 

20  subsection — 

21  "(A)     SUEPLUS     HELD     IN     THE  UNITED 

22  states. — The  surplus  held  in  the  United  States 

23  is  the  excess  of  the  assets  (determined  under  sec- 

24  tion  806(b)(3)(C))  held  in  the  United  States  over 
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1  the  total  insurance  liabilities  on  United  States 

2  business. 

3  "(B)  Total  insueance  liabilities. — For 

4  purposes  of  this  subsection,  the  term  'total  insur- 

5  ance  liabilities'  means  the  sum  of  the  total  re- 

6  serves  (as  defined  in  section  816(c))  plus  (to  the 

7  extent  not  included  in  total  reserves)  the  items  re- 

8  ferred  to  in  paragraphs  (3),  (4),  (5),  and  (6)  of  sec- 

9  tion  807(c). 

10  "(5)  Keduction  OF  SECTION  88 1  TAXES. — In 

11  the  case  of  any  foreign  company  taxable  under  this 

12  part,  there  shall  be  determined — 

13  "(A)  the  amount  which  would  be  subject  to 

14  taxes  under  section  881  if  the  amount  taxable 

15  under   such   section   were   determined  without 

16  regard  to  sections  103  and  894,  and 

17  "(B)  the  amount  of  the  increase  provided  by 

18  paragraph  (1). 

19  The  tax  under  section  881  (determined  without  regard 

20  to  this  paragraph)  shall  be  reduced  (but  not  below  zero) 

21  by  an  amount  which  is  the  same  proportion  of  such  tax 

22  as  the  amount  referred  to  in  subparagraph  (B)  is  of  the 

23  amount  referred  to  in  subparagraph  (A);  but  such  re- 

24  duction  in  taxes  shall  not  exceed  the  increase  in  taxes 
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1  under  this  part  by  reason  of  the  increase  provided  by 

2  paragraph  (1). 

3  "(b)  Adjustment  to  Limitation  on  Deduction 

4  for  Policyholder  Dividends  in  the  Case  of  Foreign 

5  Mutual  Life  Insurance  Companies. — For  purposes  of 

6  section  809,  the  equity  base  of  any  foreign  mutual  life  insur- 

7  ance  company  as  of  the  close  of  any  taxable  year  shall  be 

8  increased  by  the  amount  of  any  excess  determined  under 

9  paragraph  (1)  of  subsection  (a)  with  respect  to  such  taxable 

10  year. 

11  "(c)  Cross  Reference. — 

"For  taxation  of  foreign  corporations  carrying  on  life 
insurance  business  within  the  United  States,  see  section 
842. 

12  "SEC.  814.  CONTIGUOUS  COUNTRY  BRANCHES  OF  DOMESTIC 

13  LIFE  INSURANCE  COMPANIES. 

14  "(a)  Exclusion  of  Items. — In  the  case  of  a  domestic 

15  mutual  insurance  company  which — 

16  "(1)  is  a  life  insurance  company, 

17  "(2)  has   a  contiguous   country  life  insurance 

18  branch,  and 

19  "(3)  makes  the  election  provided  by  subsection  (g) 

20  with  respect  to  such  branch, 

21  there  shall  be  excluded  from  each  item  involved  in  the  deter- 

22  mination  of  life  insurance  company  taxable  income  the  items 

23  separately  accounted  for  in  accordance  with  subsection  (c). 
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1  "(b)    Contiguous    Countey    Life  Insurance 

2  Branch. — For  purposes  of  this  section,  the  term  contiguous 

3  country  life  insurance  branch  means  a  branch  which — 

4  "(1)  issues  insurance  contracts  insuring  risks  in 

5  connection  with  the  lives  or  health  of  residents  of  a 

6  country  which  is  contiguous  to  the  United  States, 

7  "(2)  has  its  principal  place  of  business  in  such 

8  contiguous  country,  and 

9  "(3)  would  constitute  a  mutual  life  insurance  com- 

10  pany  if  such  branch  were  a  separate  domestic  insur- 

11  ance  company. 

12  For  purposes  of  this  section,  the  term  'insurance  contract' 

13  means  any  life,  health,  accident,  or  annuity  contract  or  rein- 

14  surance  contract  or  any  contract  relating  thereto. 

15  "(c)  Separate  Accounting  Required. — Any  tax- 


16  payer  which  makes  the  election  provided  by  subsection  (g) 

17  shall  establish  and  maintain  a  separate  account  for  the  var- 

18  ious  income,  exclusion,  deduction,  asset,  reserve,  liability, 

19  and  surplus  items  properly  attributable  to  the  contracts  de- 

20  scribed  in  subsection  (b).  Such  separate  accounting  shall  be 

21  made — 


22  "(1)  in  accordance  with  the  method  regularly  em- 

23  ployed  by  such  company,  if  such  method  clearly  re- 

24  fleets  income  derived  from,  and  the  other  items  attrib- 

25  utable  to,  the  contracts  described  in  subsection  (b),  and 
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1  "(2)  in  all  other  cases,  in  accordance  with  regula- 

2  tions  prescribed  by  the  Secretary. 

3  "(d)  Recognition  of  Gain  on  Assets  in  Beanch 

4  Account. — If  the  aggregate  fair  market  value  of  all  the  in- 

5  vested  assets  and  tangible  property  which  are  separately  ac- 

6  counted  for  by  the  domestic  life  insurance  company  in  the 

7  branch  account  established  pursuant  to  subsection  (c)  exceeds 

8  the  aggregate  adjusted  basis  of  such  assets  for  purposes  of 

9  determining  gain,  then  the  domestic  life  insurance  company 

10  shall  be  treated  as  having  sold  all  such  assets  on  the  first  day 

11  of  the  first  taxable  year  for  which  the  election  is  in  effect  at 

12  their  fair  market  value  on  such  first  day.  Notwithstanding 

13  any  other  provision  of  this  chapter,  the  net  gain  shall  be  rec- 

14  ognized  to  the  domestic  life  insurance  company  on  the 

15  deemed  sale  described  in  the  preceding  sentence. 

16  "(e)  Teansactions  Between  Contiguous  Coun- 

17  tey  Beanch  and  Domestic  Life  Insueance  Com- 

18  pant. — 

19  "(1)  Reimbuesement  foe  home  office  seev- 

20  ices,  etc. — Any  payment,  transfer,  reimbursement, 

21  credit,  or  allowance  which  is  made  from  a  separate  ac- 

22  count  established  pursuant  to  subsection  (c)  to  one  or 

23  more  other  accounts  of  a  domestic  life  insurance  com- 

24  pany  as  reimbursement  for  costs  incurred  for  or  with 

25  respect  to  the  insurance  (or  reinsurance)  of  risks  ac- 
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1  counted  for  in  such  separate  account  shall  be  taken 

2  into  account  by  the  domestic  life  insurance  company  in 

3  the  same  manner  as  if  such  payment,  transfer,  reim- 

4  bursement,  credit,  or  allowance  had  been  received  from 

5  a  separate  person. 

6  "(2)  Eepateiation  of  income. — 

7  "(A)  In  geneeal. — Except  as  provided  in 

8  subparagraph  (B),  any  amount  directly  or  indirect- 

9  ly  transferred  or  credited  from  a  branch  account 

10  established  pursuant  to  subsection  (c)  to  one  or 

11  more  other  accounts  of  such  company  shall,  unless 

12  such  transfer  or  credit  is  a  reimbursement  to 

13  which  paragraph  (1)  applies,  be  added  to  the 

14  income  of  the  domestic  life  insurance  company. 

15  "(B)  Limitation. — The  addition  provided 

16  by  subparagraph  (A)  for  the  taxable  year  with  re- 

17  spect  to  any  contiguous  country  life  insurance 

18  branch  shall  not  exceed  the  amount  by  which — 

19  "(i)  the  aggregate  decrease  in  the  tenta- 

20  tive  LICTI  of  the  domestic  life  insurance 

21  company  for  the  taxable  year  and  for  all 

22  prior  taxable  years  resulting  solely  from  the 

23  application  of  subsection  (a)  of  this  section 

24  with  respect  to  such  branch,  exceeds 
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1  "(ii)  the  amount  of  additions  to  tentative 

2  LICTI  pursuant  to  subparagraph  (A)  with 

3  respect  to  such  contiguous  country  branch 

4  for  all  prior  taxable  years. 

5  "(C)  Transitional  rule. — For  purposes 

6  of  this  paragraph,  in  the  case  of  a  prior  taxable 

7  year  beginning  before  January  1,  1984,  the  term 

8  'tentative  LICTI'  means  life  insurance  company 

9  taxable  income  determined  under  this  part  (as  in 

10  effect  for   such  year)   without  regard  to  this 

1 1  paragraph. 

12  "(f)  Other  Rules.— 

13  "(1)  Treatment  of  foreign  taxes. — 

14  "(A)  In  general. — No  income,  war  profits, 

15  or  excess  profits  taxes  paid  or  accrued  to  any  for- 

16  eign  country  or  possession  of  the  United  States 

17  which  is  attributable  to  income  excluded  under 

18  subsection  (a)  shall  be  taken  into  account  for  pur- 

19  poses  of  subpart  A  of  part  HI  of  subchapter  N 

20  (relating  to  foreign  tax  credit)  or  allowable  as  a 

21  deduction. 

22  "(B)     Treatment     of  repatriated 

23  amounts. — For  purposes  of  sections  78  and  902, 

24  where  any  amount  is  added  to  the  life  insurance 

25  company  taxable  income  of  the  domestic  life  in- 
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1  surance  company  by  reason  of  subsection  (e)(2), 

2  the  contiguous  country  life  insurance  branch  shall 

3  be  treated  as  a  foreign  corporation.  Any  amount 

4  so  added  shall  be  treated  as  a  dividend  paid  by  a 

5  foreign  corporation,  and  the  taxes  paid  to  any  for- 

6  eign  country  or  possession  of  the  United  States 

7  with  respect  to  such  amount  shall  be  deemed  to 

8  have  been  paid  by  such  branch. 

9  "(2)  United  states  source  income  alloca- 

10  BLE   TO   CONTIGUOUS   COUNTRY  BRANCH. — For  pur- 

11  poses  of  sections  881,  882,  and  1442,  each  contiguous 

12  country  life  insurance  branch  shall  be  treated  as  a  for- 

13  eign  corporation.  Such  sections  shall  be  applied  to  each 

14  such  branch  in  the  same  manner  as  if  such  sections 

15  contained  the  provisions  of  any  treaty  to  which  the 

16  United  States  and  the  contiguous  country  are  parties, 

17  to  the  same  extent  such  provisions  would  apply  if  such 

18  branch  were  incorporated  in  such  contiguous  country. 

19  "(g)  Election. — A  taxpayer  may  make  the  election 


20  provided  by  this  subsection  with  respect  to  any  contiguous 

21  country  for  any  taxable  year.  An  election  made  under  this 

22  subsection  for  any  taxable  year  shall  remain  in  effect  for  all 

23  subsequent  taxable  years,  except  that  it  may  be  revoked  with 

24  the  consent  of  the  Secretary.  The  election  provided  by  this 

25  subsection  shall  be  made  not  later  than  the  time  prescribed 


1  by  law  for  filing  the  return  for  the  taxable  year  (including 

2  extensions  thereof)  with  respect  to  which  such  election  is 

3  made,  and  such  election  and  any  approved  revocation  thereof 

4  shall  be  made  in  the  manner  provided  by  the  Secretary. 

5  "(h)  Special  Rule  for  Domestic  Stock  Life  In- 

6  surance  Companies. — At  the  election  of  a  domestic  stock 

7  life  insurance  company  which  has  a  contiguous  country  life 

8  insurance  branch  described  in  subsection  (b)  (without  regard 

9  to  the  mutual  requirement  in  subsection  (b)(3)),  the  assets  of 

10  such  branch  may  be  transferred  to  a  foreign  corporation  orga- 

11  nized  under  the  laws  of  the  contiguous  country  without  the 

12  application  of  section  367  or  1491.  Subsection  (a)  shall  apply 

13  to  the  stock  of  such  foreign  corporation  as  if  such  domestic 

14  company  were  a  mutual  company  and  as  if  the  stock  were  an 

15  item  described  in  subsection  (c).  Subsection  (e)(2)  shall  apply 

16  to  amounts  transferred  or  credited  to  such  domestic  company 

17  as  if  such  domestic  company  and  such  foreign  corporation 

18  constituted  one  domestic  mutual  life  insurance  company.  The 

19  insurance  contracts  which  may  be  transferred  pursuant  to 

20  this  subsection  shall  include  only  those  which  are  similar  to 

21  the  types  of  insurance  contracts  issued  by  a  mutual  life  insur- 

22  ance  company.  Notwithstanding  the  first  sentence  of  this  sub- 

23  section,  if  the  aggregate  fair  market  value  of  the  invested 

24  assets  and  tangible  property  which  are  separately  accounted 

25  for  by  the  domestic  life  insurance  company  in  the  branch  ac- 
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1  count  exceeds  the  aggregate  adjusted  basis  of  such  assets  for 

2  purposes  of  determining  gain,  the  domestic  life  insurance 

3  company  shall  be  deemed  to  have  sold  all  such  assets  on  the 

4  first  day  of  the  taxable  year  for  which  the  election  under  this 

5  subsection  applies  and  the  net  gain  shall  be  recognized  to  the 

6  domestic  life  insurance  company  on  the  deemed  sale,  but  not 

7  in  excess  of  the  proportion  of  such  net  gain  which  equals  the 

8  proportion  which  the  aggregate  fair  market  value  of  such 

9  assets  which  are  transferred  pursuant  to  this  subsection  is  of 

10  the  aggregate  fair  market  value  of  all  such  assets. 

11  "SEC.  815.  DISTRIBUTIONS  TO  SHAREHOLDERS  FROM  PRE-1984 

12  POLICYHOLDERS  SURPLUS  ACCOUNT. 

13  "(a)  General  Rule. — The  life  insurance  company 

14  taxable  income  (within  the  meaning  of  section  801(b))  for  any 

15  taxable  year  of  any  stock  life  insurance  company  which  has 

16  an  existing  policyholders  surplus  account  shall  be  increased 

17  by  any  direct  or  indirect  distribution  to  shareholders  from 

18  such  account.  For  purposes  of  the  preceding  sentence,  the  life 

19  insurance  company  taxable  income  (within  the  meaning  of 

20  section  801(b))  shall  be  treated  as  not  less  than  zero. 

21  "(b)  Ordering  Rule. — For  purposes  of  this  section, 

22  any  distribution  to  shareholders  shall  be  treated  as  made — 

23  ''(1)  first  out  of  the  shareholders  surplus  account, 

24  to  the  extent  thereof, 


1  "(2)  then  out  of  the  policyholders  surplus  account, 

2  to  the  extent  thereof,  and 

3  "(3)  finally,  out  of  other  accounts. 

4  "(c)  Shareholders  Surplus  Account. — 

5  "(1)  In  general. — Each  stock  life  insurance 

6  company  which  has  an  existing  policyholders  surplus 

7  account  shall  continue  its  shareholders  surplus  account 

8  for  purposes  of  this  part. 

9  "(2)  Additions   to   account. — The  amount 

10  added  to  the  shareholders  surplus  account  for  any  tax- 

11  able  year  beginning  after  December  31,  1983,  shall  be 

12  the  excess  of — 

13  "(A)  the  sum  of— 

14  "(i)  the  life  insurance  company's  taxable 

15  income  (determined  without  regard  to  this 

16  section), 

17  "(ii)  the  special  deductions  provided  by 

18  section  806,  and 

19  "(iii)  the  deductions  for  dividends  re- 

20  ceived  provided  by  sections  243,  244,  and 

21  245  (as  modified  by  section  805(a)(4))  and 

22  the  amount  of  interest  excluded  from  gross 

23  income  under  section  103,  over 
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1  "(B)  the  taxes  imposed  for  the  taxable  year 

2  by  section  801  (determined  without  regard  to  this 

3  section). 

4  "(3)    Subteactions   feom   account. — There 

5  shall  be  subtracted  from  the  shareholders  surplus  ac- 

6  count  for  any  taxable  year  the  amount  which  is  treated 

7  under  this  section  as  distributed  out  of  such  account. 

8  "(d)  POLICYHOLDEES  SlJKPLTJS  ACCOUNT. — 

9  "(1)  In  geneeal. — Each  stock  life  insurance 

10  company  which  has  an  existing  policholders  surplus  ac- 

11  count  shall  continue  such  account. 

12  "(2)  No  additions  to  account. — No  amount 

13  shall  be  added  to  the  policyholders  surplus  account  for 

14  any  taxable  year  beginning  after  December  31,  1983. 

15  "(3)   Subteactions   feom   account. — There 

16  shall  be  subtracted  from  the  policyholders  surplus  ac- 

17  count  for  any  taxable  year  an  amount  equal  to  the  sum 

18  of— 

19  "(A)  the  amount  which  (without  regard  to 

20  subparagraph  (B))  is  treated  under  this  section  as 

21  distributed  out  of  the  policyholders  surplus  ac- 

22  count,  and 

23  "(B)  the  amount  by  which  the  tax  imposed 

24  for  the  taxable  year  by  section  801  is  increased 

25  by  reason  of  this  section. 
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1  "(e)    Existing    Policyholdees    Sueplus  Ao 

2  count. — For  purposes  of  this  section,  the  term  'existing 

3  policyholders  surplus  account'  means  any  policyholders  sur- 

4  plus  account  which  has  a  balance  as  of  the  close  of  December 

5  31,  1983. 

6  "(f)  Othee  Rules  Applicable  to  Policyholdees 

7  Sueplus  Account  Continued. — Except  to  the  extent  in- 

8  consistent  with  the  provisions  of  this  part,  the  provisions  of 

9  subsections  (d),  (e),  (f),  and  (g)  of  section  815  (and  of  sections 

10  6501(c)(6),  6501(k),  6511(d)(6),  6601(d)(3),  and  6611(f)(4))  as 

11  in  effect  before  the  enactment  of  the  Life  Insurance  Tax  Act 

12  of  1984  are  hereby  made  applicable  in  respect  of  any  policy- 

13  holders  surplus  account  for  which  there  was  a  balance  as  of 

14  December  31,  1983. 

15  "Subpart  E — Definitions  and  Special  Rules 

"Sec.  816.  Life  insurance  company  defined. 
"Sec.  817.  Treatment  of  variable  contracts. 
"Sec.  818.  Other  definitions  and  special  rules. 

16  "SEC.  816.  LIFE  INSURANCE  COMPANY  DEFINED. 

17  "(a)  Life  Insueance  Company  Defined. — For  pur- 

18  poses  of  this  subtitle,  the  term  'life  insurance  company' 

19  means  an  insurance  company  which  is  engaged  in  the  busi- 

20  ness  of  issuing  life  insurance  and  annuity  contracts  (either 

21  separately  or  combined  with  accident  and  health  insurance), 

22  or  noncancellable  contracts  of  health  and  accident  insurance, 

23  if— 
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1  "(1)  its  life  insurance  reserves  (as  defined  in  sub- 

2  section  (b)),  plus 

3  "(2)    unearned    premiums,    and    unpaid  losses 

4  (whether  or  not  ascertained),  on  noncancellable  life,  ac- 

5  cident,  or  health  policies  not  included  in  life  insurance 

6  reserves, 


7  comprise  more  than  50  percent  of  its  total  reserves  (as  de- 

8  fined  in  subsection  (c)).  For  purposes  of  the  preceding  sen- 

9  tence,  the  term  'insurance  company'  means  any  company 

10  more  than  half  of  the  business  of  which  during  the  taxable 

11  year  is  the  issuing  of  insurance  or  annuity  contracts  or  the 

12  reinsuring  of  risks  underwritten  by  insurance  companies. 


13  "(b)  Life  Insurance  Eeserves  Defined. — 

14  "(1)  In  general. — For  purposes  of  this  part,  the 

15  term  'life  insurance  reserves'  means  amounts — 

16  "(A)  which  are  computed  or  estimated  on  the 

17  basis  of  recognized  mortality  or  morbidity  tables 

18  and  assumed  rates  of  interest,  and 

19  "(B)  which  are  set  aside  to  mature  or  liqui- 

20  date,  either  by  payment  or  reinsurance,  future  un- 

21  accrued  claims  arising  from  life  insurance,  annu- 

22  ity,  and  noncancellable  accident  and  health  insur- 

23  ance  contracts  (including  life  insurance  or  annuity 

24  contracts  combined  with  noncancellable  accident 

25  and  health  insurance)  involving,  at  the  time  with 
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1  respect  to  which  the  reserve  is  computed,  life,  ac- 

2  cident,  or  health  contingencies. 

3  "(2)  Reserves  must  be  required  by  law. — 

4  Except — 

5  "(A)  in  the  case  of  policies  covering  life,  ac- 

6  cident,  and  health  insurance  combined  in  one 

7  policy  issued  on  the  weekly  premium  payment 

8  plan,  continuing  for  life  and  not  subject  to  cancel- 

9  lation,  and 

10  "(B)  as  provided  in  paragraph  (3), 

11  in  addition  to  the  requirements  set  forth  in  paragraph 

12  (1),  life  insurance  reserves  must  be  required  by  law. 

13  "(3)  Assessment  companies. — In  the  case  of 

14  an  assessment  life  insurance  company  or  association, 

15  the  term  'life  insurance  reserves'  includes — 

16  "(A),  sums  actually  deposited  by  such  compa- 

17  ny  or  association  with  State  officers  pursuant  to 

18  law  as  guaranty  or  reserve  funds,  and 

19  "(B)  any  funds  maintained,  under  the  charter 

20  or  articles  of  incorporation  or  association  (or 

21  bylaws  approved  by  a  State  insurance  commis- 

22  sioner)  of  such  company  or  association,  exclusive- 

23  ly  for  the  payment  of  claims  arising  under  certifi- 

24  cates  of  membership  or  policies  issued  on  the  as- 
sessment plan  and  not  subject  to  any  other  use. 
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1  "(4)  Deficiency  eeseeves  excluded. — 

2  "(A)  In  geneeal. — The  term  'life  insurance 

3  reserves'  does  not  include  deficiency  reserves. 

4  "(B)  Deficiency  eeseeve  defined. — For 

5  purposes  of  this  subsection  and  subsection  (c),  the 

6  deficiency  reserve  for  any  contract  is  that  portion 

7  of  the  reserve  for  such  contract  equal  to  the 

8  amount  (if  any)  by  which — 

9  "(i)  the  present  value  of  the  future  net 

10  premiums  required  for  such  contract,  exceeds 

11  "(ii)  the  present  value  of  the  future 

12  actual  premiums  and  consideration  charged 

13  for  such  contract. 

14  "(5)  Amount  of  eeseeves. — For  purposes  of 

15  this  subsection,  subsection  (a),  and  subsection  (c),  the 

16  amount  of  any  reserve  (or  portion  thereof)  for  any  tax- 

17  able  year  shall  be  the  mean  of  such  reserve  (or  portion 

18  thereof)  at  the  beginning  and  end  of  the  taxable  year. 

19  "(c)  Total  Eeseeves  Defined. — For  purposes  of 

20  subsection  (a),  the  term  'total  reserves'  means — 

21  "(1)  life  insurance  reserves, 

22  "(2)    unearned   premiums,    and    unpaid  losses 

23  (whether  or  not  ascertained),  not  included  in  life  insur- 

24  ance  reserves,  and 

25  "(3)  all  other  insurance  reserves  required  by  law. 
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1  The  term  'total  reserves'  does  not  include  deficiency  reserves 

2  (within  the  meaning  of  subsection  (h)(4)). 

3  "(d)    Adjustments    in   Eeseeves    foe  Policy 

4  Loans. — For  purposes  only  of  determining  under  subsection 

5  (a)  whether  or  not  an  insurance  company  is  a  life  insurance 

6  company,  the  life  insurance  reserves,  and  the  total  reserves, 

7  shall  each  be  reduced  by  an  amount  equal  to  the  mean  of  the 

8  aggregates,  at  the  beginning  and  end  of  the  taxable  year,  of 

9  the  policy  loans  outstanding  with  respect  to  contracts  for 

10  which  life  insurance  reserves  are  maintained. 

11  "(e)    GUAEANTEED    RENEWABLE    CONTEACTS. — For 

12  purposes  of  this  part,  guaranteed  renewable  life,  accident^. 

13  and  health  insurance  shall  be  treated  in  the  same  manner  as 

14  noncancellable  life,  accident,  and  health  insurance. 

15  "(f)  Amounts  Not  Involving  Life,  Accident,  oe 

16  Health  Contingencies. — For  purposes  only  of  determin- 

17  ing  under  subsection  (a)  whether  or  not  an  insurance  com- 

18  pany  is  a  life  insurance  company,  amounts  set  aside  and  held 

19  at  interest  to  satisfy  obligations  under  contracts  which  do  not 

20  contain  permanent  guarantees  with  respect  to  life,  accident, 

21  or  health  contingencies  shall  not  be  included  in  life  insurance 

22  reserves  or  in  total  reserves. 

23  "(g)  Bueial  and  Funeeal  Benefit  Insueance 

24  Companies. — A  burial  or  funeral  benefit  insurance  company 

25  engaged  directly  in  the  manufacture  of  funeral  supplies  or  the 
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1  performance  of  funeral  services  shall  not  be  taxable  under 

2  this  part  but  shall  be  taxable  under  section  821  or  section 

3  831. 

4  "SEC.  817.  TREATMENT  OF  VARIABLE  CONTRACTS. 

5  "(a)  Inceeases  and  Deceeases  in  Reseeves. — For 

6  purposes  of  subsections  (a)  and  (b)  of  section  807,  the  sum  of 

7  the  items  described  in  section  807(c)  taken  into  account  as  of 

8  the  close  of  the  taxable  year  with  respect  to  any  variable 

9  contract  shall,  under  regulations  prescribed  by  the  Secretary, 

10  be  adjusted — 

11  "(1)  by  subtracting  therefrom  an  amount  equal  to 

12  the  sum  of  the  amounts  added  from  time  to  time  (for 

13  the  taxable  year)  to  the  reserves  separately  accounted 

14  for  in  accordance  with  subsection  (b)  by  reason  of  ap- 

15  preciation  in  value  of  assets  (whether  or  not  the  assets 

16  have  been  disposed  of),  and 

17  "(2)  by  adding  thereto  an  amount  equal  to  the 

18  sum  of  the  amounts  subtracted  from  time  to  time  (for 

19  the  taxable  year)  from  such  reserves  by  reason  of  de- 

20  preciation  in  value  of  assets  (whether  or  not  the  assets 

21  have  been  disposed  of). 

22  The  deduction  allowable  for  items  described  in  paragraphs  (1) 

23  and  (6)  of  section  805(a)  with  respect  to  variable  contracts 

24  shall  be  reduced  to  the  extent  that  the  amount  of  such  items 

25  is  increased  for  the  taxable  year  by  appreciation  (or  increased 
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1  to  the  extent  that  the  amount  of  such  items  is  decreased  for 

2  the  taxable  year  by  depreciation)  not  reflected  in  adjustments 

3  under  the  preceding  sentence. 

4  "(b)  Separate  Accounting. — For  purposes  of  this 

5  part  (other  than  section  809),  a,  life  insurance  company  which 

6  issues  variable  contracts  shall  separately  account  for  the  var- 

7  ious  income,  exclusion,  deduction,  asset,  reserve,  and  other 

8  liability  items  properly  attributable  to  such  variable  contracts. 

9  For  such  items  as  are  not  accounted  for  directly,  separate 
10  accounting  shall  be  made — 


11  "(1)  in  accordance  with  the  method  regularly  em- 

12  ployed  by  such  company,  if  such  method  is  reasonable, 

13  and 

14  "(2)  in  all  other  cases,  in  accordance  with  regula- 

15  tions  prescribed  by  the  Secretary. 

16  "(c)  Variable  Contract  Defined. — For  purposes  of 

17  this  part,  the  term  Variable  contract'  means  a  contract — 

18  "(1)  which  provides  for  the  allocation  of  all  or 

19  part  of  the  amounts  received  under  the  contract  to  an 

20  account  which,  pursuant  to  State  law  or  regulation,  is 

21  segregated  from  the  general  asset  accounts  of  the 

22  company, 

23  "(2)  which— 

24  "(A)  provides  for  the  payment  of  annuities, 
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1  '  '(B)  is  a  life  insurance  contract,  and 

2  "(3)  under  which— 

3  "(A)  in  the  case  of  an  annuity  contract,  the 

4  amounts  paid  in,  or  the  amount  paid  out,  reflect 

5  the  investment  return  and  the  market  value  of  the 

6  segregated  asset  account,  or 

7  "(B)  in  the  case  of  a  life  insurance  contract, 

8  the  amount  of  the  death  benefit  (or  the  period  of 

9  coverage)  is  adjusted  on  the  basis  of  the  invest- 

10  ment  return  and  the  market  value  of  the  segre- 

11  gated  asset  account. 


12  If  a  contract  ceases  to  reflect  current  investment  return  and 

13  current  market  value,  such  contract  shall  not  be  considered 

14  as  meeting  the  requirements  of  paragraph  (3)  after  such 

15  cessation. 


16  "(d)  Special  Rules  foe  Pension  Plan  Con- 

17  teacts. — 

18  "(1)  Teeatment  as  paying  annuity. — A  pen- 

19  sion  plan  contract  which  is  not  a  life,  accident,  or 

20  health,  property,  casualty,  or  liability  insurance  con- 

21  tract  shall  be  treated  as  a  contract  which  provides  for 

22  the  payment  of  annuities  for  purposes  of  subsection  (c). 

23  "(2)  Basis  of  assets  held  foe  pension  plan 

24  conteact. — In  the  case  of  pension  plan  contracts 

25  which  are  variable  contracts,  the  basis  of  each  asset  in 


375 

1  a  segregated  asset  account  shall  (in  addition  to  all 

2  other  adjustments  to  basis)  be — 

3  '-(A)  increased  by  the  amount  of  any  appre- 

4  ciation  in  value,  and 

5  "(B)  decreased  by  the  amount  of  any  depre- 

6  ciation  in  value, 

7  to  the  extent  that  such  appreciation  and  depreciation 

8  are  from  time  to  time  reflected  in  the  increases  and  de- 

9  creases  in  reserves  or  other  items  referred  to  in  subsec- 

10  tion  (a)  with  respect  to  such  contracts. 

11  "(e)  Othee  Special  Eules. — 

12  "(1)  Life  insueance  eeseeves. — For  purposes 

13  of  subsection  (b)(1)(A)  of  section  816,  the  reflection  of 

14  the  investment  return  and  the  market  value  of  the  seg- 

15  regated  asset  account  shall  be  considered  an  assumed 

16  rate  of  interest. 

17  "(2)  Additional  sepaeate  computations. — 

18  Under  regulations  prescribed  by  the  Secretary,  such 

19  additional  separate  computations  shall  be  made,  with 

20  respect  to  the  items  separately  accounted  for  in  accord- 

21  ance  with  subsection  (b),  as  may  be  necessary  to  carry 

22  out  the  purposes  of  this  section  and  this  part. 

23  "(f)  Yaeiable  Annuity  Conteacts  Teeated  as 


24  Annuity  Conteacts. — For  purposes  of  this  part,  the  term 
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1  'annuity  contract'  includes  a  contract  which  provides  for  the 

2  payment  of  a  variable  annuity  computed  on  the  basis  of — 

3  "(1)  recognized  mortality  tables,  and 

4  "(2)(A)  the  investment  experience  of  a  segregated 

5  asset  account,  or 

6  4 '(B)  the  company-wide  investment  experience  of 

7  the  company. 

8  Paragraph  (2)(B)  shall  not  apply  to  any  company  which 

9  issues  contracts  which  are  not  variable  contracts. 

10  "SEC.  818.  OTHER  DEFINITIONS  AND  SPECIAL  RULES. 

11  "(a)  Pension  Plan  Contracts. — For  purposes  of 

12  this  part,  the  term  'pension  plan  contract'  means  any 

13  contract — 

14  "(1)  entered  into  with  trusts  which  (as  of  the  time 

15  the  contracts  were  entered  into)  were  deemed  to  be 

16  trusts  described  in  section  401(a)  and  exempt  from  tax 

17  under  section  501(a),  (or  trusts  exempt  from  tax  under 

18  section  165  of  the  Internal  Revenue  Code  of  1939  or 

19  the  corresponding  provisions  of  prior  revenue  laws); 

20  "(2)  entered  into  under  plans  which  (as  of  the 

21  time  the  contracts  were  entered  into)  were  deemed  to 

22  be  plans  described  in  section  403(a),  or  plans  meeting 

23  the  requirements  of  paragraphs  (3),  (4),  (5),  and  (6)  of 

24  section  165(a)  of  the  Internal  Revenue  Code  of  1939; 
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1  "(3)  provided  for  employees  of  the  life  insurance 

2  company  under  a  plan  which,  for  the  taxable  year, 

3  meets  the  requirements  of  paragraphs  (3),  (4),  (5),  (6), 

4  (7),  (8),  (11),  (12),  (13),  (14),  (15),  (16),  (19),  (20),  and 

5  (22)  of  section  401(a); 

6  "(4)  purchased  to  provide  retirement  annuities  for 

7  its  employees  by  an  organization  which  (as  of  the  time 

8  the  contracts  were  purchased)  was  an  organization  de- 

9  scribed  in  section  501(c)(3)  which  was  exempt  from  tax 

10  under  section  501(a)  (or  was  an  organization  exempt 

11  from  tax  under  section  101(6)  of  the  Internal  Revenue 

12  Code  of  1939  or  the  corresponding  provisions  of  prior 

13  revenue  laws),  or  purchased  to  provide  retirement  an- 

14  nuities     for     employees      described     in  section 

15  403(b)(l)(A)(ii)  by  an  employer  which  is  a  State,  a  po- 

16  litical  subdivision  of  a  State,  or  an  agency  or  instru- 

17  mentality  of  any  one  or  more  of  the  foregoing; 

18  "(5)  entered  into  with  trusts  which  (at  the  time 

19  the  contracts  were  entered  into)  were  individual  retire- 

20  ment  accounts  described  in  section  408(a)  or  under 

21  contracts  entered  into  with  individual  retirement  annu- 

22  ities  described  in  section  408(b);  or 

23  "(6)  purchased  by— 

24  "(A)  a  governmental  plan  (within  the  mean- 

25  ing  of  section  414(d)),  or 
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1  "(B)  the  Government  of  the  United  States, 

2  the  government  of  any  State  or  political  subdivi- 

3  sion  thereof,  or  by  any  agency  or  instrumentality 

4  of  the  foregoing,  for  use  in  satisfying  an  obligation 

5  of   such   government,    political   subdivision,  or 

6  agency  or  instrumentality  to  provide  a  benefit 

7  under  a  plan  described  in  subparagraph  (A). 

8  "(b)  Teeatment  of  Capital  Gains  and  Losses, 

9  Etc. — In  the  case  of  a  life  insurance  company — 

10  "(1)  in  applying  section  1231(a),  the  term  'proper- 

11  ty  used  in  the  trade  or  business'  shall  be  treated  as  in- 

12  eluding  only — 

13  "(A)  property  used  in  carrying  on  an  insur- 

14  ance  business,  of  a  character  which  is  subject  to 

15  the  allowance  for  depreciation  provided  in  section 

16  167,  held  for  more  than  1  year,  and  real  property 

17  used  in  carrying  on  an  insurance  business,  held 

18  for  more  than  1  year,  which  is  not  described  in 

19  section  1231(b)(1)(A),  (B),  or  (C),  and 

20  "(B)  property  described  in  section  1231(b)(2), 

21  and 

22  "(2)  in  applying  section  1221(2),  the  reference  to 

23  property  used  in  trade  or  business  shall  be  treated  as 

24  including  only  property  used  in  carrying  on  an  insur- 

25  ance  business. 
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1  "(c)  Gain  on  Property  Held  on  December  31, 

2  1958  and  Certain  Substituted  Property  Acquired 

3  After  1958.— 

4  "(1)    Property    held    on    December  31, 

5  1958. — In  the  case  of  property  held  by  the  taxpayer 

6  on  December  31,  1958,  if— 

7  "(A)  the  fair  market  value  of  such  property 

8  on  such  date  exceeds  the  adjusted  basis  for  deter- 

9  mining  gain  as  of  such  date,  and 

10  "(B)  the  taxpayer  has  been  a  life  insurance 

11  company  at  all  times  on  and  after  December  31, 

12  1958, 

13  the  gain  on  the  sale  or  other  disposition  of  such  prop- 

14  erty  shall  be  treated  as  an  amount  (not  less  than  zero) 

15  equal  to  the  amount  by  which  the  gain  (determined 

16  without  regard  to  this  subsection)  exceeds  the  differ- 

17  ence  between  the  fair  market  value  on  December  31, 

18  1958,  and  the  adjusted  basis  for  determining  gain  as  of 

19  such  date. 

20  "(2)  Certain  property  acquired  after  de- 

21  cember  31,  1958. — In  the  case  of  property  acquired 

22  after  December  31,  1958,  and  having  a  substituted 

23  basis  (within. the  meaning  of  section  1016(b)) — 

24  "(A)  for  purposes  of  paragraph  (1),  such 

25  property  shall  be  deemed  held  continuously  by  the 
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1  taxpayer  since  the  beginning  of  the  holding  period 

2  thereof,   determined  with  reference   to  section 

3  1223, 

4  "(B)  the  fair  market  value  and  adjusted  basis 

5  referred  to  in  paragraph  (1)  shall  be  that  of  that 

6  property  for  which  the  holding  period  taken  into 

7  account  includes  December  31,  1958, 

8  "(C)  paragraph  (1)  shall  apply  only  if  the 

9  property  or  properties  the  holding  periods  of 

10  which  are  taken  into  account  were  held  only  by 

11  life   insurance   companies   after   December  31, 

12  1958,  during  the  holding  periods  so  taken  into 

13  account, 

14  "(D)  the  difference  between  the  fair  market 

15  value  and  adjusted  basis  referred  to  in  paragraph 

16  (1)  shall  be  reduced  (to  not  less  than  zero)  by  the 

17  excess  of  (i)  the  gain  that  would  have  been  recog- 

18  nized  but  for  this  subsection  on  all  prior  sales  or 

19  dispositions  after  December  31,  1958,  of  proper- 

20  ties  referred  to  in  subparagraph  (C),  over  (ii)  the 

21  gain  which  was  recognized  on  such  sales  or  other 

22  dispositions,  and 

23  "(E)  the  basis  of  such  property  shall  be  de- 

24  termined  as  if  the  gain  which  would  have  been 
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1  recognized  but  for  this  subsection  were  recognized 

2  gain. 

3  "(3)  Property  defined. — For  purposes  of  para- 

4  graphs  (1)  and  (2),  the  term  'property'  does  not  include 

5  insurance  and  annuity  contracts  and  property  described 

6  in  paragraph  (1)  of  section  1221. 

7  "(d)  Insurance  or  Annuity  Contract  Includes 

8  Contracts  Supplementary  Thereto. — For  purposes  of 

9  this  part,  the  term  'insurance  or  annuity  contract'  includes 

10  any  contract  supplementary  thereto. 

11  "(e)  Special  Rule  for  Consolidated  Returns. — 


12  If  an  election  under  section  1504(c)(2)  is  in  effect  with  re- 

13  spect  to  an  affiliated  group  for  the  taxable  year,  all  items  of 

14  the  members  of  such  group  which  are  not  life  insurance  eom- 

15  panies  shall  not  be  taken  into  account  in  determining  the 

16  amount  of  the  tentative  LICTI  of  members  of  such  group 

17  which  are  life  insurance  companies. 


18  "(f)  Allocation  of  Certain  Items  for  Purposes 

19  of  Foreign  Tax  Credit,  Etc. — 

20  "(1)  In  general. — Under  regulations,  in  apply- 

21  ing  sections  861,  862,  and  863  to  a  life  insurance  com- 

22  pany,  the  deduction  for  policyholder  dividends  (deter- 

23  mined  under  section  808(c)),  reserve  adjustments  under 

24  subsections  (a)  and  (b)  of  section  807,  and  death  bene- 

25  fits  and  other  amounts  described  in  section  805(a)(1) 
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1  shall  be  treated  as  items  which  cannot  definitely  be  al- 

2  located  to  an  item  or  class  of  gross  income. 

3  "(2)    Election    of    alteenative    alloc a- 

4  tion. — 

5  "(A)  In  geneeal. — On  or  before  September 

6  15,  1984,  any  life  insurance  company  may  elect 

7  to  treat  items  described  in  paragraph  (1)  as  prop- 

8  erly  apportioned  or  allocated  among  items  of 

9  gross  income  to  the  extent  (and  in  the  manner) 

10  prescribed  in  regulations. 

11  "(B)  Election  ieeevocable. — Any  elec- 

12  tion  under  subparagraph  (A),  once  made,  may  be 

13  revoked  only  with  the  consent  of  the  Secretary." 

14  (b)  Technical  and  Confoeming  Amendments. — 

15  (1)  Subclause  (IV)  of  section  72(e)(5)(D)©  is 

16  amended  by  striking  out  "section  805(d)(3)"  and  insert- 

17  ing  in  lieu  thereof  "section  818(a)(3)". 

18  (2)  Subsection  (a)  of  section  80  (relating  to  resto- 

19  ration  of  value  of  certain  securities)  is  amended  by 

20  striking  out  "802"  and  inserting  in  lieu  thereof  "801". 

21  (3)(A)  Subparagraph  (C)  of  section  243(b)(3)  (re- 

22  lating  to  effect  of  election)  is  amended  by  striking  out 

23  clause  (hi),  by  adding  "and"  at  the  end  of  clause  (ii), 

24  and  by  redesignating  clause  (iv)  as  clause  (hi). 
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1  (B)  Paragraph  (6)  of  section  243(b)  (relating  to 

2  special  rules  for  insurance  companies)  is  amended  by 

3  striking  out  "section  802"  and  inserting  in  lieu  thereof 

4  "section  801". 

5  (4)  Subsection  (d)  of  section  381  (relating  to  car- 

6  ryover  in  certain  corporate  acquisitions)  is  amended  by 

7  striking  out  "section  812(f)"  and  inserting  in  lieu 

8  thereof  "section  810". 

9  (5)  Paragraph  (24)  of  section  401(a)  (relating  to 

10  qualified  pension,  profit-sharing,  and  stock  bonus  plans) 

11  is  amended  by  striking  out  "section  805(d)(6)"  and  in- 

12  serting  in  lieu  thereof  "section  818(a)(6)". 

13  (6)(A)  Paragraph  (1)  of  section  453B(e)  (relating 

14  to  life  insurance  companies)  is  amended  by  striking  out 

15  "section  801(a)"  and  inserting  in  lieu  thereof  "section 

16  816(a)". 

17  (B)  Paragraph  (2)  of  section  453B(e)  is  amended 

18  to  read  as  follows: 

19  "(2)  Special  eule  wheee  life  insurance 

20  company  elects  to  treat  income  as  not  relat- 

21  ed  to  insurance  business. — Paragraph  (1)  shall 

22  not  apply  to  any  transfer  or  deemed  transfer  of  an  in- 

23  stallment  obligation  if  the  life  insurance  company  elects 

24  (at  such  time  and  in  such  manner  as  the  Secretary  may 
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1  by  regulations  prescribe)  to  determine  its  life  insurance 

2  company  taxable  income — 

3  "(A)  by  returning  the  income  on  such  install- 

4  ment  obligation  under  the  installment  method  pre- 

5  scribed  in  section  453,  and 

6  "(B)  as  if  such  income  were  an  item  attribut- 

7  able  to  a  noninsurance  business  (as  defined  in  sec- 

8  tion  806(c)(3))." 

9  (7)  Paragraph  (5)  of  section  542(b)  (relating  to 

10  certain  dividend  income  received  from  a  nonincludible 

11  life  insurance  company)  is  amended  by  striking  out 

12  "section  802"  and  inserting  in  lieu  thereof  "section 

13  801". 

14  (8)  Subsection  (b)  of  section  594  (relating  to  alter- 

15  native  tax  for  mutual  savings  banks  conducting  life  in- 

16  surance  business)  is  amended  by  striking  out  "section 

17  801"  and  inserting  in  lieu  thereof  "section  816". 

18  (9)  Paragraph  (4)  of  section  832(b)  (defining  pre- 

19  miums  earned)  is  amended  by  striking  out  "section 

20  801(b)"  and  inserting  in  lieu  thereof  "section  816(b) 

21  but  determined  as  provided  in  section  807"  and  by 

22  striking  out  "section  801"  and  inserting  in  lieu  thereof 

23  "section  816". 

24  (10)  Section  841  (relating  to  credit  for  foreign 

25  taxes)  is  amended — 
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1  (A)  by  striking  out  " section  802,"  each  place 

2  it  appears  and  inserting  in  lieu  thereof  "section 

3  801,",  and 

4  (B)  by  striking  out  "section  802(b)"  and  in- 

5  serting  in  lieu  thereof  "section  801(b)". 

6  (11)(A)  Subsection  (a)  of  section  844  (relating  to 

7  special  loss  carryover  rules)  is  amended — 

8  (i)  by  striking  out  "section  812,"  and  insert- 

9  ing  in  lieu  thereof  "section  810  (or  the  corre- 

10  sponding  provisions  of  prior  law),",  and 

11  (ii)  by  striking  out  "section  812(a)"  and  in- 

12  serting  in  lieu  thereof  "section  810(a)". 

13  (B)  Subsection  (b)  of  section  844  is  amended — 

14  (i)  by  striking  out  "section  812(a)"  and  in- 

15  serting  in  lieu  thereof  "section  810(a)",  and 

16  (ii)  by  striking  out  "section  812(b)(1)(C)"  in 

17  paragraph  (2)  and  inserting  in  lieu  thereof  "sec- 

18  tion  810(b)(1)(C)". 

19  (12)  Section  891  (relating  to  doubling  of  rates  of 

20  tax  on  citizens  and  corporations  of  certain  foreign 

21  countries)  is  amended  by  striking  out  "802"  and  insert- 

22  ing  in  lieu  thereof  "801". 

23  (13)(A)  Subsection  (b)  of  section  953  (relating  to 

24  income   from  insurance   of  United  States   risks)  is 

25  amended  by  striking  out  paragraph  (1)  and  by  redes- 
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1  ignating  paragraphs  (2),  (3),  (4),  and  (5)  as  paragraphs 

2  (1),  (2),  (3),  and  (4),  respectively. 

3  (B)  Paragraph  (2)  of  section  953(b),  as  redesignat- 

4  ed  by  subparagraph  (A),  is  amended  to  read  as  follows: 

5  "(2)  The  following  provisions  of  subchapter  L 

6  shall  not  apply: 

7  "(A)   The   special  life  insurance  company 

8  deduction  and  the  small  life  insurance  company 

9  deduction. 

10  "(B)  Section  805(a)(5)  (relating  to  operations 

11  loss  deduction). 

12  "(C)  Section  832(c)(5)  (relating  to  certain 

13  capital  losses)." 

14  (C)  Paragraph  (3)  of  section  953(b),  as  redesignat- 

15  ed  by  subparagraph  (A),  is  amended  by — 

16  (i)  striking  out  "section  809(c)(1)"  and  insert- 

17  ing  in  lieu  thereof  "section  803(a)(1)",  and 

18  (ii)  by  striking  out  "section  809(c)(2)"  and 

19  inserting  in  lieu  thereof  "section  803(a)(2)",  and 

20  <iii)  by  striking  out  "section  809(d)(2)"  and 

21  inserting  in  lieu  thereof  "section  805(a)(2)". 

22  (D)  Paragraph  (2)  of  section  953(a)  is  amended  by 

23  striking  out  ",  (2),  and  (3)"  and  inserting  in  lieu  there- 

24  of  "and  (2)". 
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1  (E)  Paragraph  (4)  of  section  953(b),  as  redesignat- 

2  ed  by  subparagraph  (A),  is  amended  by  striking  out 

3  "paragraph  (4)"  and  inserting  in  lieu  thereof  "para- 

4  graph  (3)". 

5  (14)  Paragraph  (17)  of  section  1016(a)  is  amended 

6  by  striking  out  "section  818(b)"  each  place  it  appears 

7  and  inserting  in  lieu  thereof  "section  811(b)". 

8  (15)  Paragraph  (1)  of  section  1035(b)  (defining  en- 

9  dowment  contract)  is  amended  by  striking  out  "section 

10  801"  and  inserting  in  lieu  thereof  "section  816". 

11  (16)  Paragraph  (1)  of  section  1201(b)  (relating  to 

12  cross  references)  is  amended  by  striking  out  "section 

13  802(a)(2)"    and   inserting   in   lieu   thereof  "section 

14  801(a)(2)". 

15  (17)  Subparagraph  (B)  of  section  1232A(c)(4)  (re- 

16  lating  to  original  issue  discount)  is  amended  by  striking 

17  out  "section  818(b)"  and  inserting  in  lieu  thereof  "sec- 

18  tion  811(b)". 

19  (18)(A)  Paragraph  (1)  of  section  1351(a)  (relating 

20  to  treatment  of  recoveries  of  foreign  expropriation 

21  losses)  is  amended  by  striking  out  "802"  each  place  it 

22  appears  and  inserting  in  lieu  thereof  "801". 

23  (B)  Paragraph  (2)  of  section  1351(c)  (relating  to 

24  amount  of  recovery)  is  amended  by  striking  out  "sec- 


1  tion  810(c)"  and  inserting  in  lieu  thereof  " section 

2  807(c)". 

3  (C)  Paragraph  (3)  of  section  135  l(i)  (relating  to 

4  adjustments  for  succeeding  years)  is  amended  by  strik- 

5  ing  but  ''section  812"  and  inserting  in  lieu  thereof 

6  "section  810". 

7  (19)(A)  Subsection  (c)  of  section  1503  (relating  to 

8  special  rules  for  application  of  certain  losses  against 

9  income  of  insurance  companies  taxed  under  section 

10  802)  is  amended  by  striking  out  "section  802"  each 

11  place  it  appears  and  inserting  in  lieu  thereof  "section 

12  801". 

13  (B)  Paragraph  (1)  of  section  1503(c)  is  amended 

14  by  striking  out  the  third  sentence. 

15  (C)  The  subsection  heading  of  section  1503(c)  is 

16  amended  by  striking  out  "Section  802"  and  inserting 

17  in  lieu  thereof  "Section  801". 

18  (20)  Subsections  (b)(2),  (c)(1),  and  (c)(2)(A)  of  sec- 

19  tion  1504  (defining  affiliated  group)  are  each  amended 

20  by  striking  out  "section  802"  and  inserting  in  lieu 

21  thereof  "section  801". 

22  (21)(A)  Subsection  (a)  of  section  1561  (relating  to 

23  limitations  on  certain  multiple  tax  benefits  in  the  case 

24  of  certain  controlled  corporations)  is  amended — 
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1  (i)  by  striking  out  paragraphs  (3)  and  (4),  by 

2  adding  "and"  at  the  end  of  paragraph  (1),  and  by 

3  striking  out  the  comma  at  the  end  of  paragraph 

4  (2)  and  inserting  in  lieu  thereof  a  period,  and 

5  (ii)  by  striking  out  "paragraphs  (2),  (3),  and 

6  (4)"  in  the  last  sentence  and  inserting  in  lieu 

7  thereof  "paragraph  (2)". 

8  (B)  Subsection  (b)  of  section  1561  is  amended — 

9  (i)  by  striking  out  paragraphs  (3)  and  (4)  and 

10  by  adding  "and"  at  the  end  of  paragraph  (1),  and 

11  (ii)  by  striking  out  ",  (2),  (3),  or  (4)"  and  in- 

12  serting  in  lieu  thereof  "or  (2)". 

13  (22)  Subsections  (a)(4)  and  (b)(2)(D)  of  section 

14  1563  (defining  controlled  group  of  corporations)  are 

15  each  amended  by  striking  out  "section  802"  and  in- 

16  serting  in  lieu  thereof  "section  801". 

17  (23)  Paragraph  (2)  of  section  4371  (relating  to  im- 

18  position  of  tax  on  policies  issued  by  foreign  insurers)  is 

19  amended  by  striking  out  "section  819"  and  inserting  in 

20  lieu  thereof  "section  813". 

21  (24)(A)  Subsection  (c)  of  section  6501  (relating  to 

22  limitations  on  assessment  and  collection)  is  amended  by 

23  striking  out  paragraph  (6)  and  by  redesignating  para- 

24  graph  (7)  as  paragraph  (6). 
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1  (B)  Subsection  (k)  of  section  6501  (relating  to  re- 

2  ductions  of  policyholders  surplus  account  of  life  insur- 

3  ance  companies)  is  hereby  repealed. 

4  (25)  Subsection  (d)  of  section  6511  (relating  to 

5  limitations  on  credit  or  refund)  is  amended  by  striking 

6  out  paragraph  (6)  and  by  redesignating  paragraph  (7) 

7  as  paragraph  (6). 

8  (26)  Subsection  (d)  of  section  6601  (relating  to  in- 

9  terest  on  underpayments,  etc.)  is  amended  by  striking 

10  out  paragraph  (3)  and  by  redesignating  paragraph  (4) 

11  as  paragraph  (3). 

12  (27)  Subsection  (f)  of  section  6611  (relating  to  in- 

13  terest  on  overpayments)  is  amended  by  striking  out 

14  paragraph  (4). 

15  PART  II— EFFECTIVE  DATE;  TRANSITIONAL  RULES 

16  Subpart  A — Effective  Date 

17  SEC.  215.  EFFECTIVE  DATE. 

18  The  amendments  made  by  this  subtitle  shall  apply  to 

19  taxable  years  beginning  after  December  31,  1983. 

20  Subpart  B — Transitional  Rules 

21  SEC.   216.   RESERVES   COMPUTED   ON  NEW  BASIS;  FRESH 

22  START. 

23  (a)  In  Geneeal. — As  of  the  beginning  of  the  first  tax- 

24  able  year  beginning  after  December  31,  1983,  for  purposes  of 

25  part  I  of  subchapter  L  of  the  Internal  Revenue  Code  of  1954 
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1  (other  than  section  816  thereof),  the  reserve  for  any  contract 

2  shall  be  recomputed  as  if  the  amendments  made  by  this  subti- 

3  tie  had  applied  to  such  contract  when  it  was  issued. 


4  (b)  Feesh  Staet. — 

5  (1)  In  geneeal. — Except  as  provided  in  para- 

6  graph  (2),  in  the  case  of  any  life  insurance  company, 

7  any  change  in  the  method  of  accounting  (and  any 

8  change  in  the  method  of  computing  reserves)  between 

9  such  company's  first  taxable  year  beginning  after  De- 

10  cember  31,  1983,  and  the  preceding  taxable  year 

11  which  is  required  solely  by  the  amendments  made  by 

12  this  subtitle  shall  be  treated  as  not  being  a  change  in 

13  the  method  of  accounting  (or  change  in  the  method  of 

14  computing  reserves)  for  purposes  of  the  Internal  Reve- 

15  nue  Code  of  1954. 

16  (2)  Teeatment  of  adjustments  feom  yeaes 

17  BEFOEE  1984. — 

18  (A)  Adjustments  atteibutable  to  de- 

19  ceeases  in  eeseeves. — No  adjustment  under 

20  section  810(d)  of  the  Internal  Revenue  Code  of 

21  1954  (as  in  effect  on  the  day  before  the  date  of 

22  the  enactment  of  this  Act)  attributable  to  any  de- 

23  crease  in  reserves  as  a  result  of  a  change  in  a 

24  taxable  year  beginning  before  1984  shall  be  taken 
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1  into  account  in  any  taxable  year  beginning  after 

2  1983. 

3  (B)  Adjustments  atteibutable  to  in- 

4  CREASES  IN  RE SE EVES. — 

5  (i)    In    general. — Any  adjustment 

6  under  section  810(d)  of  the  Internal  Revenue 

7  Code  of  1954  (as  so  in  effect)  attributable  to 

8  an  increase  in  reserves  as  a  result  of  a 

9  change  in  a  taxable  year  beginning  before 

10  1984  shall  be  taken  into  account  in  taxable 

11  years  beginning  after  1983  to  the  extent 

12  that— 

13  (I)  the  amount  of  the  adjustments 

14  which  would  be   taken  into  account 

15  under  such  section  in  taxable  years  be- 

16  ginning  after  1983  without  regard  to 

17  this  subparagraph,  exceeds 

18  (LI)  the  amount  of  any  fresh  start 

19  adjustment  attributable  to  contracts  for 

20  which  there  was  such  an  increase  in  re- 

21  serves  as  a  result  of  such  change. 

22  (ii)  Fresh  start  adjustment. — For 

23  purposes  of  clause  (i),  the  fresh  start  adjust- 

24  ment  with  respect  to  any  contract  is  the 

25  excess  (if  any)  of — 
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1  (I)  the  reserve  attributable  to  such 

2  contract  as  of  the  close  of  the  taxpay- 

3  er's  last  taxable  year  beginning  before 

4  January  1,  1984,  over 

5  (II)  the  reserve  for  such  contract 

6  as  of  the  beginning  of  the  taxpayer's 

7  first  taxable  year  beginning  after  1983 

8  as  recomputed  under  subsection  (a)  of 

9  this  section. 

10  (C)  Related  income  inclusions  not 

11  TAKEN  INTO  ACCOUNT  TO  THE  EXTENT  DEDUC- 

12  TION      DISALLOWED      UNDEE  SUBPAEAGEAPH 

13  (B). — No  premium  shall  be  included  in  income  to 

14  the  extent  such  premium  is  directly  related  to  an 

15  increase  in  a  reserve  for  which  a  deduction  is  dis- 

16  allowed  by  subparagraph  (B). 

17  (3)  Eeinsueance  transactions,  and  eeseeve 

18  steengthening,  aftee  septembee  2  7,  1983. — 

19  Paragraph  (1)  shall  not  apply  (and  section  807(f)  of  the 

20  Internal  Revenue  Code  of  1954  as  amended  by  this 

21  subtitle  shall  apply)  to  any  reserve  transferred  (or  ex- 

22  penses  transferred)  pursuant  to  a  reinsurance  agree- 

23  ment  entered  into,  modified,  or  terminated  after  Sep- 

24  tember  27,  1983,  and  before  January  1,  1984  (or  to 

25  any  reserve  strengthening  reported  for  Federal  income 
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1  tax  purposes  after  September  27,  1983,  for  a  taxable 

2  year  ending  before  January  1,  1984).  Any  amount  in- 

3  eluded  in  income  under  section  807(f)  of  such  Code  by 

4  reason  of  the  preceding  sentence  (and  any  income  at- 

5  tributable  to  transferred  expenses  described  in  the  pre- 

6  ceding  sentence)  shall  not  be  taken  into  account  for 

7  purposes  of  determining  the  amount  of  the  special  life 

8  insurance  company  deduction  and  the  small  life  insur- 

9  ance  company  deduction. 

10  SEC.  217.  OTHER  SPECIAL  RULES. 

11  (a)  New  Section  814  Treated  as  Continuation 

12  of  Section  819A. — For  purposes  of  section  814  of  the  In- 

13  ternal  Revenue  Code  of  1954  (relating  to  contiguous  country 

14  branches  of  domestic  life  insurance  companies) — 

15  (1)  any  election  under  section  819A  of  such  Code 

16  (as  in  effect  on  the  day  before  the  date  of  the  enact- 

17  ment  of  this  Act)  shall  be  treated  as  an  election  under 

18  such  section  814,  and 

19  (2)  any  reference  to  a  provision  of  such  section 

20  814  shall  be  treated  as  including  a  reference  to  the 

21  corresponding  provision  of  such  section  819A. 

22  (b)  Treatment  of  Elections  Under  Section 

23  453B(e)(2). — If  an  election  is  made  under  section  453B(e)(2) 

24  before  January  1,  1984,  with  respect  to  any  installment  obli- 

25  gation,  any  income  from  such  obligation  shall  be  treated  as 
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1  attributable  to  a  noninsurance  business  (as  defined  in  section 

2  806(c)(3)  of  the  Internal  Revenue  Code  of  1954). 

3  (c)  States  Which  Determine  Annuity  Reserves 

4  Without  Reduction  for  Surrender  Charges. — If  in 

5  determining  minimum  reserves  for  annuity  contracts  a  State 

6  does  not  reduce  such  reserves  for  surrender  charges  and  such 

7  State  has  continuously  pursued  this  practice  since  September 

8  27,  1983,  then  any  life  insurance  company  domiciled  in  such 

9  State  may  adjust  the  amount  determined  under  section 

10  807(d)(2)  of  the  Internal  Revenue  Code  of  1954  as  a  tax 

11  reserve  for  such  contract  by  taking  into  account  the  reason- 

12  able  surrender  charges  on  such  contract. 

13  (d)  Determination  of  Tentative  LICTI  Where 

14  Corporation  Made  Certain  Acquisitions  in  1980, 

15  1981,  1982,  and  1983.— If— 

16  (1)  a  corporation  acquired  the  assets  of  1  or  more 

17  insurance  companies  after  1979  and  before  April  1, 

18  1983,  and 

19  (2)  the  bases  of  such  assets  in  the  hands  of  the 

20  corporation  were  determined  under  section  334(b)(2)  of 

21  the  Internal  Revenue  Code  of  1954  (or  such  corpora- 

22  tion  made  an  election  under  section  338  of  such  Code 

23  with  respect  to  such  assets), 

24  then  the  tentative  LICTI  of  the  corporation  holding  such 

25  assets  for  taxable  years  beginning  after  December  31,  1983, 
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1  and  before  January  1,  1986,  shall,  for  purposes  of  determin- 

2  ing  the  amount  of  the  special  deductions  under  section  806  of 

3  such  Code,  be  increased  by  the  deduction  allowable  under 

4  chapter  1  of  such  Code  for  the  amortization  of  the  cost  of 

5  insurance  contracts  acquired  in  such  asset  acquisition  (and 

6  any  portion  of  any  operations  loss  deduction  attributable  to 

7  such  amortization). 

8  (e)  Special  Eule  foe  Allocation  in  Case  of  Ee- 

9  insueance  Ageeements. — Subsection  (d)  of  section  811  of 

10  the  Internal  Eevenue  Code  of  1954  (as  amended  by  this  title) 

11  shall  not  apply  with  respect  to  any  contract  issued  before 

12  September  27,  1983,  which  is  reinsured  before  such  date 

13  under  a  reinsurance  agreement  entered  into  before  such  date. 

14  (f)  Teeatment  of  Ceetain  Companies  Opeeating 

15  Both  as  Stock  and  Mutual  Company. — If  during  the 

16  10-year  period  ending  on  December  31,  1983,  a  company 

17  has,  as  authorized  by  the  law  of  the  State  in  which  the  com- 

18  pany  is  domiciled,  been  operating  as  a  mutual  life  insurance 

19  company  with  shareholders — 

20  (1)  except  as  provided  in  paragraph  (2),  such  com- 

21  pany  shall  be  treated  as  a  stock  life  insurance  com- 

22  pany,  and 

23  (2)  with  respect  to  the  mutual  portion  of  its  equity 

24  base,  such  company  shall  be  treated  as  a  mutual  life 
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1  insurance  company  for  purposes  of  sections  808(c)(2) 

2  and  809  of  the  Internal  Revenue  Code  of  1954. 

3  For  purposes  of  the  preceding  sentence,  the  mutual  portion 

4  for  any  calendar  year  of  items  of  gain  from  operations,  equity 

5  base,  dividends  to  policyholders,  assets,  and  reserves,  and  of 

6  other  items  shall  be  determined  in  the  same  manner  as  pre- 

7  scribed  for  reports  filed  by  such  company  with  State  insur- 

8  ance  regulatory  authorities. 


9  (g)  Teeatment  of  Ceetain  Assessment  Life  In- 

10  sue  ance  Companies. — 

11  (1)  moetality  and  moebidity  tables. — in 

12  the  case  of  a  contract  issued  by  an  assessment  life  in- 

13  surance  company,  the  mortality  and  morbidity  tables 

14  used  in  computing  statutory  reserves  for  such  contract 

15  shall  be  used  for  purposes  of  paragraph  (2)(C)  of  sec- 

16  tion  807(d)  of  the  Internal  Revenue  Code  of  1954  (as 

17  amended  by  this  subtitle)  if  such  tables  were — 

18  (A)  in  use  since  1965,  and 

19  (B)  developed  on  the  basis  of  the  experience 

20  of  assessment  life  insurance  companies  in  the 

21  State  in  which  such  assessment  life  insurance 

22  company  is  domiciled. 

23  (2)  Teeatment  of  ceetain  mutual  assess- 

24  ment  life  insueance  companies. — In  the  case  of 


31 
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1  any  contract  issued  by  a  mutual  assessment  life  insur- 

2  ance  company  which — 

3  (A)  has  been  in  existence  since  1965,  and 

4  (B)  operates  under  chapter  13  or  14  of  the 

5  Texas  Insurance  Code, 

6  for  purposes  of  part  I  of  subchapter  L  of  chapter  1  of 

7  the  Internal  Revenue  Code  of  1954,  the  amount  of  the 

8  life  insurance  reserves  for  such  contract  shall  be  equal 

9  to  the  amount  taken  into  account  with  respect  to  such 

10  contract  in  deterniining  statutory  reserves. 

11  (3)  Statutoby  eeseeves. — For  purposes  of  this 

12  subsection,   the  term  "statutory  reserves"  has  the 

13  meaning  given  to  such  term  by  section  809(b)(4)(B)  of 

14  such  Code. 

15  (h)  Teeatment  of  Reinsueance  Ageeements  Re- 


16  QUiEED  by  NAIC. — Effective  for  taxable  years  beginning 

17  after  December  31,  1981,  and  before  January  1,  1984,  sub- 

18  sections  (c)(1)(F)  and  (d)(12)  of  section  809  of  the  Internal 

19  Revenue  Code  of  1954  (as  in  effect  on  the  day  before  the 

20  date  of  the  enactment  of  this  Act)  shall  not  apply  to  dividends 

21  to  policyholders  reimbursed  to  the  taxpayer  by  a  reinsurer  in 

22  respect  of  accident  and  health  policies  reinsured  under  a  rein- 

23  surance  agreement  entered  into  before  June  30,  1955,  pursu- 

24  ant  to  the  direction  of  the  National  Association  of  Insurance 

25  Commissioners  and  approved  by  the  State  insurance  commis- 
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1  sioner  of  the  taxpayer's  State  of  domicile.  For  purposes  of 

2  subchapter  L  of  chapter  1  of  such  Code  (as  in  effect  on  the 

3  day  before  the  date  of  the  enactment  of  this  Act)  any  such 

4  dividends  shall  be  treated  as  dividends  of  the  reinsurer  and 

5  not  the  taxpayer. 

6  (i)  Special  Rule  foe  Companies  Using  Net  Level 

7  Reseeve  Method  foe  Noncancelable  Accident  and 

8  Health  Insueance  Conteacts.— A  company  shall  be 

9  treated  as  meeting  the  requirement  of  section  807(d)(3)(A)(iii) 

10  of  the  Internal  Revenue  Code  of  1954,  as  amended  by  this 

11  Act,  with  respect  to  any  noncancelable  accident  and  health 

12  insurance  contract  for  any  taxable  year  if  such  company — 


13  (1)  uses  the  net  level  reserve  method  to  compute 

14  its  tax  reserves  under  section  807  of  such  Code  on 

15  such  contracts  for  such  taxable  year, 

16  (2)  was  using  the  net  level  reserve  method  to 

17  compute  its  statutory  reserves  on  such  contracts  as  of 

18  December  31,  1982,  and 

19  (3)  has  continuously  used  such  method  for  com- 

20  puting  such  reserves  on  such  contracts  after  December 

21  31,  1982,  and  through  such  taxable  year. 
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1  Subtitle  B — Taxation  of  Life 

2  Insurance  Products 

3  SEC.  221.  DEFINITION  OF  LIFE  INSURANCE  CONTRACT. 

4  (a)  Geneeal  Rule. — Chapter  79  (relating  to  defini- 

5  tions)  is  amended  by  adding  at  the  end  thereof  the  following 

6  new  section: 

7  "SEC.  7702.  LIFE  INSURANCE  CONTRACT  DEFINED. 

8  "(a)  General  Rule. — For  purposes  of  this  title,  the 

9  term  'life  insurance  contract'  means  any  contract  which  is  a 

10  life  insurance  contract  under  the  applicable  law,  but  only  if 

11  such  contract — 

12  "(1)  meets  the  cash  value  accumulation  test  of 

13  subsection  (b),  or 

14  "(2)(A)  meets  the  guideline  premium  requirements 

15  of  subsection  (c),  and 

16  "(B)  falls  within  the  cash  value  corridor  of  subsec- 

17  tion  (d). 

18  "(b)  Cash  Value  Accumulation  Test  for  Sub- 

19  section  (a)(1). — 

20  "(1)  In  general. — A  contract  meets  the  cash 

21  value  accumulation  test  of  this  subsection  if,  by  the 

22  terms  of  the  contract,  the  cash  surrender  value  of  such 

23  contract  may  not  at  any  time  exceed  the  net  single 

24  premium  which  would  have  to  be  paid  at  such  time  to 

25  fund  future  benefits  under  the  contract. 
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1  "(2)  Rules  foe  applying  paeagraph  (i). — 

2  Determinations  under  paragraph  (1)  shall  be  made — 

3  "(A)  on  the  basis  of  interest  at  the  greater  of 

4  an  annual  effective  rate  of  4  percent  or  the  rate 

5  or  rates  guaranteed  on  issuance  of  the  contract, 

6  and 

7  "(B)  on  the  basis  of  the  rules  of  subpara- 

8  graph  (B)(i)  (and,  in  the  case  of  qualified  addition- 

9  al  benefits,   subparagraph  (B)(ii))  of  subsection 

10  (c)(3). 

11  "(c)  Guideline  Peemium  Requirements. — For  pur- 

12  poses  of  this  section — 

13  "(1)  In  geneeal. — A  contract  meets  the  guide- 

14  line  premium  requirements  of  this  subsection  if  the  sum 

15  of  the  premiums  paid  under  such  contract  does  not  at 

16  any  time  exceed  the  guideline  premium  limitation  as  of 

17  such  time. 

18  "(2)  Guideline  peemium  limitation. — The 

19  term  'guideline  premium  limitation'  means,  as  of  any 

20  date,  the  greater  of — 

21  "(A)  the  guideline  single  premium,  or 

22  "(B)  the  sum  of  the  guideline  level  premiums 

23  to  such  date. 

24  "(3)  Guideline  single  peemium. — 


402 

1  "(A)  In  geneeal. — The  term  'guideline 

2  single  premium'  means  the  premium  at  issue  with 

3  respect  to  future  benefits  under  the  contract. 

4  "(B)  Basis  on  which  deteemination  is 

5  made. — The  determination  under  subparagraph 

6  (A)  shall  be  based  on — 

7  "(i)  the  mortality  charges  specified  in 

8  the  contract  (or,  if  none  is  specified,  the  mor- 

9  tality  charges  used  in  determining  the  statu- 

10  tory  reserves  for  such  contract), 

11  "(ii)  any  charges  (not  taken  into  account 

12  under  clause  (i))  specified  in  the  contract  (the 

13  amount  of  any  charge  not  so  specified  shall 

14  be  treated  as  zero),  and 

15  "(iii)  interest  at  the  greater  of  an  annual 

16  effective  rate  of  6  percent  or  the  minumum 

17  rate  or  rates  guaranteed  on  issuance  of  the 

18  contract. 

19  "(C)    When    deteemination    made. — 

20  Except  as  provided  in  subsection  (f)(7),  the  deter- 

21  mination  under  subparagraph  (A)  shall  be  made  as 

22  of  the  time  the  contract  is  issued. 

23  "(4)  Guideline  level  peemium. — The  term 

24  'guideline  level  premium'   means   the  level  amiual 

25  amount,  payable  over  a  period  not  ending  before  the 
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1  insured  attains  age  95,  computed  on  the  same  basis  as 

2  the  guideline  single  premium,  except  that  paragraph 

3  (3)(B)(iii)  shall  be  applied  by  substituting  '4  percent'  for 

4  '6  percent'. 

5  "(d)  Cash  Value  Corridor  for  Purposes  of  Sub- 

6  section  (a)(2)(B). — For  purposes  of  this  section — 

7  "(1)  In  general. — A  contract  falls  within  the 

8  cash  value  corridor  of  this  subsection  if  the  death  bene- 

9  fit  under  the  contract  at  any  time  is  not  less  than  the 

10  applicable  percentage  of  the  cash  surrender  value. 

11  "(2)  Applicable  percentage. — 

"In  the  case  of  an  insured  The     applicable  percentage 

with  an  attained  age  as  shall  decrease  by  a  ratable 

of  the  beginning  of  the  portion  for  each  full  year: 
contract  year  of: 


More  than:  But  not  more  than:    From  To: 


0   40  250   250 

40   45  250   215 

45   50  215   185 

50   55  185   150 

55   60  150   130 

60   65  130   120 

65   70  120   115 

70   75  115   105 

75   90  105   105 

90   95  105    100. 


12         "(e)  Computational  Rules. — 


13  "(1)  In  general. — For  purposes  of  this  sec- 

14  tion — 

15  "(A)  the  death  benefit  (and  any  qualified  ad- 


16 


ditional  benefit)  shall  be  deemed  not  to  increase, 
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1  "(B)  the  maturity  date  shall  be  no  earlier 

2  than  the  day  on  which  the  insured  attains  age  95, 

3  and 

4  "(C)  the  amount  of  any  endowment  benefit 

5  (or  sum  of  endowment  benefits)  shall  be  deemed 

6  not  to  exceed  the  least  amount  payable  as  a  death 

7  benefit  at  any  time  under  the  contract. 

8  "(2)  Limited  increases  in  death  benefit 

9  permitted. — Notwithstanding  paragraph  (1)(A) — 

10  "(A)  for  purposes  of  computing  the  guideline 

11  level  premium,  an  increase  in  the  death  benefit 

12  which  is  provided  in  the  contract  may  be  taken 

13  into  account  but  only  to  the  extent  necessary  to 

14  prevent  a  decrease  in  the  excess  of  the  death 

15  benefit  over  the  cash  surrender  value  of  the  con- 

16  tract,  and 

17  "(B)  for  purposes  of  the  cash  value  accumu- 

18  lation  test,  the  increase  described  in  subparagraph 

19  (A)  may  be  taken  into  account  if  the  cash  surren- 

20  der  value  of  the  contract  may  not  at  any  time 

21  exceed  the  net  level  reserve  (determined  as  if 

22  level  annual  premiums  were  paid  for  the  contract 

23  over  a  period  not  ending  before  the  insured  at- 

24  tains  age  95). 
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1  "(f)  Othee  Definitions  and  Special  Rules. — For 

2  purposes  of  this  section — 

3  "(1)  Peemiums  paid. — 

4  "(A)  In  geneeal. — The  term  'premiums 

5  paid'  means  the  premiums  paid  under  the  contract 

6  less  amounts  (other  than  amounts  includible  in 

7  gross  income)  to  which  section  72(e)  applies. 

8  "(B)  Teeatment  of  ceetain  peemiums 

9  eetuened  to  policyholdee. — If,  in  order  to 

10  comply    with    the    requirements    of  subsection 

11  (a)(2)(A),  any  portion  of  any  premium  paid  during 

12  any  contract  year  is  returned  by  the  insurance 

13  company  (with  interest)  within  60  days  after  the 

14  end  of  a  contract  year,  the  amount  so  returned 

15  (excluding  interest)  shall  be  deemed  to  reduce  the 

16  sum  of  the  premiums  paid  under  the  contract 

17  during  such  year. 

18  "(C)  Inteeest  eetuened  includible  in 

19  GEOSS  income. — Notwithstanding  the  provisions 

20  of  section  72(e),  the  amount  of  any  interest  re- 

21  turned  as  provided  in  subparagraph  (B)  shall  be 

22  includible  in  the  gross  income  of  the  recipient. 

23  "(2)  Cash  values.— 

24  "(A)  Cash  sueeendee  value. — The  cash 

25  surrender  value  of  any  contract  shall  be  its  cash 
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1  value  determined  without  regard  to  any  surrender 

2  charge,  policy  loan,  or  reasonable  termination 

3  dividends. 

4  "(B)  Net  sueeendee  value. — The  net 

5  surrender  value  of  any  contract  shall  be  deter- 

6  mined  with  regard  to  surrender  charges  but  with- 

7  out  regard  to  any  policy  loan. 

8  "(3)  Death  benefit. — The  term  'death  benefit' 

9  means  the  amount  payable  by  reason  of  the  death  of 

10  the  insured  (determined  without  regard  to  any  qualified 

11  additional  benefits). 

12  "(4)  Futuee  benefits. — The  term  'future  bene- 

13  fits'  means  death  benefits  and  endowment  benefits. 

14  "(5)  Qualified  additional  benefits. — 

15  "(A)  In  geneeal. — The  term  'qualified  ad- 

16  ditional  benefits'  means  any — 

17  "(i)  guaranteed  insurability, 

18  "(ii)  accidental  death  or  disability  bene- 

19  fit, 

20  "(hi)  family  term  coverage, 

21  "(iv)  disability  waiver  benefit,  or 

22  "(v)  other  benefit  prescribed  under  regu- 

23  lations. 

24  "(B)  Teeatment  of  qualified  addition- 

25  al  benefits. — For  purposes  of  this  section, 
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1  qualified  additional  benefits  shall  not  be  treated  as 

2  future  benefits  under  the  contract,  but  the  charges 

3  for  such  benefits  shall  be  treated  as  future  bene- 

4  fits. 

5  "(C)  Teeatment  of  othee  additional 

6  benefits. — In  the  case  of  any  additional  benefit 

7  which  is  not  a  qualified  additional  benefit — 

8  "(i)  such  benefit  shall  not  be  treated  as 

9  a  future  benefit,  and 

10  "(ii)  any  charge  for  such  benefit  which 

11  is  not  prefunded  shall  not  be  treated  as  a 

12  premium. 

13  "(6)  Peemitjm  payments  not  disqualifying 

14  conteact. — The  payment  of  a  premium  which  would 

15  result  in  the  sum  of  the  premiums  paid  exceeding  the 

16  guideline  premium  limitation  shall  be  disregarded  for 

17  purposes  of  subsection  (a)(2)  if  the  amount  of  such  pre- 

18  mium  does  not  exceed  the  amount  necessary  to  prevent 

19  the  termination  of  the  contract  on  or  before  the  end  of 

20  the  contract  year  (but  only  if  the  contract  will  have  no 

21  cash  surrender  value  at  the  end  of  such  extension 

22  period). 

23  "(7)  Adjustments. — 

24  "(A)   In   geneeal. — In   the   event   of  a 

25  change  in  the  future  benefits  or  any  qualified  addi- 
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1  tional  benefit  (or  in  any  other  terms)  under  the 

2  contract  which  was  not  reflected  in  any  previous 

3  determination  made  under  this  section,  under  reg- 

4  ulations  prescribed  by  the  Secretary  there  shall  be 

5  proper  adjustments  in  future  deteraiinations  made 

6  under  this  section. 

7  "(B)  Certain  changes  treated  as  ex- 

8  change. — In  the  case  of  any  change  which  re- 

9  duces  the  future  benefits  under  the  contract,  such 

10  change  shall  be  treated  as  an  exchange  of  the 

11  contract  for  another  contract. 

12  "(8)  Correction  of  errors. — If  the  taxpayer 

13  establishes  to  the  satisfaction  of  the  Secretary  that — 

14  "(A)  the  requirements  described  in  subsection 

15  (a)  for  any  contract  year  were  not  satisfied  due  to 

16  reasonable  error,  and 

17  "(B)  reasonable  steps  are  being  taken  to 

18  remedy  the  error, 

19  the  Secretary  may  waive  the  failure  to  satisfy  such 

20  requirements. 

21  "(9)  Special  rule  for  variable  life  insur- 

22  ance  contracts. — In  the  case  of  any  contract  which 

23  is  a  variable  contract  (as  defined  in  section  817),  the 

24  determination  of  whether  such  contract  meets  the  re- 

25  quirements  of  subsection  (a)  shall  be  made  whenever 
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1  the  death  benefits  under  such  contract  change  but  not 

2  less  frequently  than  once  during  each  12-month  period. 

3  "(g)  Teeatment  of  Contracts  Which  Do  Not 

4  Meet  Subsection  (a)  Test. — 

5  "(1)  Income  inclusion. — 

6  "(A)  In  general. — If  at  any  time  any  con- 

7  tract  which  is  a  life  insurance  contract  under  the 

8  applicable  law  does  not  meet  the  definition  of  life 

9  insurance    contract    under    subsection    (a),  the 

10  income  on  the  contract  for  any  taxable  year  of  the 

11  policyholder  shall  be  treated  as  ordinary  income 

12  received  or  accrued  by  the  policyholder  during 

13  such  year. 

14  "(B)  Income  on  the  contract. — For  pur- 

15  poses  of  this  paragraph,  the  term  'income  on  the 

16  contract'  means,  with  respect  to  any  taxable  year 

17  of  the  policyholder,  the  excess  of — 

18  "(i)  the  sum  of— 

19  "(I)  the  increase  in  the  net  surren- 

20  der  value  of  the  contract  during  the  tax- 

21  able  year,  and 

22  "(II)  the  cost  of  life  insurance  pro- 

23  tection   provided   under    the  contract 

24  during  the  taxable  year,  over 
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1  "(ii)  the  amount  of  premiums  paid  under 

2  the  contract  during  the  taxable  year  reduced 

3  by  any  policyholder  dividends  received  during 

4  such  taxable  year. 

5  "(C)  CONTEACTS  WHICH  CEASE  TO  MEET 

6  definition. — If,  during  any  taxable  year  of  the 

7  policyholder,  a  contract  which  is  a  life  insurance 

8  contract  under  the  applicable  law  ceases  to  meet 

9  the  definition  of  life  insurance  contract  under  sub- 

10  section  (a),  the  income  on  the  contract  for  all 

11  prior  taxable  years  shall  be  treated  as  received  or 

12  accrued  during  the  taxable  year  in  which  such 

13  cessation  occurs. 

14  "(D)  Cost  of  life  insurance  protec- 

15  tion. — For  purposes  of  this  paragraph,  the  cost 

16  of  life  insurance  protection  provided  under  the 

17  contract  shall  be  the  lesser  of — 

18  "(i)  the  cost  of  individual  insurance  on 

19  the  life  of  the  insured  as  determined  on  the 

20  basis  of  uniform  premiums  (computed  on  the 

21  basis  of  5-year  age  brackets)  prescribed  by 

22  the  Secretary  by  regulations,  or 

23  "(ii)  the  mortality  charge  (if  any)  stated 

24  in  the  contract. 
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1  "(2)  Teeatment  of  amount  paid  on  death 

2  of  insured. — If  any  contract  which  is  a  life  insurance 

3  contract  under  the  applicable  law  does  not  meet  the 

4  definition  of  life  insurance  contract  under  subsection 

5  (a),  the  excess  of  the  amount  paid  by  the  reason  of  the 

6  death  of  the  insured  over  the  net  surrender  value  of 

7  the  contract  shall  be  deemed  to  be  paid  under  a  life 

8  insurance  contract  for  purposes  of  section  101  and  sub- 

9  title  B. 

10  "(3)  Contract  continues  to  be  treated  as 

11  insurance  contract. — If  any  contract  which  is  a 

12  life  insurance  contract  under  the  applicable  law  does 

13  not  meet  the  definition  of  life  insurance  contract  under 

14  subsection  (a),   such  contract  shall,  notwithstanding 

15  such  failure,  be  treated  as  an  insurance  contract  for 

16  purposes  of  this  title. 

17  "(h)    Endowment    Contracts    Receive  Same 

18  Treatment. — 

19  "(1)  In  general. — References  in  subsections  (a) 

20  and  (g)  to  a  life  insurance  contract  shall  be  treated  as 

21  including  references  to  a  contract  which  is  an  endow- 

22  ment  contract  under  the  applicable  law. 

23  "(2)  Definition  of  endowment  contract. — 

24  For  purposes  of  this  title  (other  than  paragraph  (1)), 

25  the  term  'endowment  contract'  means  a  contract  which 
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1  is  an  endowment  contract  under  the  applicable  law  and 

2  which  meets  the  requirements  of  subsection  (a). 

3  "(i)  Transitional  Rules  for  Certain  Contracts 

4  Issued  Pursuant  to  Existing  Plans  of  Insurance. — 

5  "(1)  Contracts  issued  during  1984. — In  the 

6  case  of  an  contract  which  is  issued  during  1984  pursu- 

7  ant  to  an  existing  plan  of  insurance,  such  contract  shall 

8  be  treated  as  meeting  the  requirements  of  subsection 

9  (a)  if— 

10  "(A)  such  contract  (whether  or  not  a  flexible 

11  premium  contract)  would  meet  the  requirements 

12  of  section  101(f), 

13  "(B)  such  contract  is  not  a  flexible  premium 

14  life  insurance  contract  (within  the  meaning  of  sec- 

15  tion  101(f)  and  would  meet  the  requirements  of 

16  subsection  (a)  determined  by — 

17  "(i)  substituting  '3  percent'  for  '4  per- 

18  cent'  in  subsection  (b)(2)  of  this  section,  and 

19  "(ii)  treating  subparagraph  (B)  of  sub- 

20  section  (e)(1)  of  this  section  as  if  it  read  as 

21  follows:  'the  maturity  date  shall  be  the  latest 

22  maturity  date  permitted  under  the  contract, 

23  but  not  less  than  20  years  after  the  date  of 

24  issue  or  (if  earlier)  age  95'  or 

25  "(C)  under  such  contract — 
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1  "(i)  the  premiums  (including  any  policy 

2  fees)  will  be  adjusted  from  time-to-time  to 

3  reflect  the  level  amount  necessary  (but  not 

4  less  than  zero)  at  the  time  of  such  adjust- 

5  ment  to  provide  a  level  death  benefit  assum- 

6  ing  interest  crediting  and  an  annual  effective 

7  interest  rate  of  not  less  than  3  percent,  or 

8  "(ii)  at  the  option  of  the  insured,  in  lieu 

9  of  an  adjustment  under  clause  (i)  there  will 

10  be  a  comparable  adjustment  in  the  amount  of 

11  the  death  benefit. 

12  "(2)  Ceetain  conteacts  issued  pursuant  to 

13  existing  plans  of  insurance. — 

14  "(A)  In  general. — In  the  case  of  a  quali- 

15  fied  20-pay  contract,  this  section  shall  be  applied 

16  by  substituting  '3  percent'  for  '4  percent'  in  sub- 

17  section  (b)(2). 

18  "(B)  Qualified  20-pay  contract. — For 

19  purposes  of  subparagraph  (A),  the  term  'qualified 

20  20-pay  contract'  means  any  contract  which — 

21  "(i)  requires  at  least  20  nondecreasing 

22  annual  premium  payments,  and 

23  "(ii)  is  issued  pursuant  to  an  existing 

24  plan  of  insurance. 
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1  "(3)  Existing  plan  of  insurance. — For  pur- 

2  poses  of  this  subsection,  the  term  'existing  plan  of  in- 

3  surance'  means,  with  respect  to  any  contract,  any  plan 

4  of  insurance  which  was  filed  by  the  company  issuing 

5  such  contract  in  1  or  more  States  before  September 

6  28,  1983,  and  is  on  file  in  the  appropriate  State  for 

7  such  contract. 

8  "(j)  Kegulations. — The   Secretary  shall  prescribe 

9  such  regulations  as  may  be  necessary  or  appropriate  to  carry 

10  out  the  purposes  of  this  section." 

11  (b)  Technical  Amendments. — 

12  (1)  Paragraph  (1)  of  section  101(f)  is  amended  by 

13  striking  out  '  'flexible  premium  life  insurance  contract" 

14  and  inserting  in  lieu  thereof  "flexible  premium  life  in- 

15  surance  contract  issued  before  January  1,  1984". 

16  (2)  The  subsection  heading  of  subsection  (f)  of  sec- 

17  tion  101  is  amended  by  striking  out  "Flexible  Pre- 

18  mitjm   Contracts"   and  inserting  in  lieu  thereof 

19  "Flexible  Premium  Contracts  Issued  Before 

20  January  1,  1984". 

21  (c)  Clerical  Amendment. — The  table  of  sections  for 

22  chapter  79  is  amended  by  adding  at  the  end  thereof  the  fol- 

23  lowing  new  item: 

"Sec.  7702.  Life  insurance  contract  defined." 

24  (d)  Effective  Date. — The  amendments  made  by  this 

25  section  shall  apply  to  contracts  issued  after  December  31, 
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1  1983,  in  taxable  years  ending  after  such  date.  For  purposes 

2  of  the  preceding  sentence,  in  the  case  of  a  master  contract, 

3  the  date  taken  into  account  with  respect  to  any  insured  shall 

4  be  the  first  date  on  which  such  insured  is  covered  under  such 

5  contract. 

6  SEC.  222.  TREATMENT  OF  CERTAIN  ANNUITY  CONTRACTS. 

7  (a)  Penalty  on  Peematuee  Disteibutions. — Para- 

8  graph  (1)  of  section  72(q)  (relating  to  5-percent  penalty  for 

9  premature  distributions  from  annuity  contracts)  is  amended  to 

10  read  as  follows: 

11  "(1)  Imposition  of  penalty.— If  any  taxpayer 

12  receives  any  amount  under  an  annuity  contract,  the 

13  taxpayer's  tax  under  this  chapter  for  the  taxable  year 

14  in  which  such  amount  is  received  shall  be  increased  by 

15  an  amount  equal  to  5  percent  of  the  portion  of  such 

16  amount  which  is  includible  in  gross  income." 

17  (b)  Amount  of  Annuity  Conteact  Teeated  as 

18  Disteibuted  Wheee  Holdee  Dies  Befoee  Annuity 

19  Staeting  Date. — Section  72  (relating  to  annuities;  certain 

20  proceeds  of  endowment  and  life  insurance  contracts)  is 

21  amended  by  redesignating  subsection  (s)  as  subsection  (t)  and 

22  by  inserting  after  subsection  (r)  the  following  new  subsection: 

23  "(s)  Amount  of  Annuity  Conteact  Teeated  as 

24  Disteibuted  Wheee  Holdee  Dies  Befoee  Annuity 

25  Staeting  Date. — 
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1  "(1)  In  general. — If  the  holder  of  any  annuity 

2  contract  dies  before  the  annuity  starting  date,  an 

3  amount  equal  to  the  cash  surrender  value  of  such  con- 

4  tract  (determined  without  regard  to  any  surrender 

5  charge)  shall  be  treated  as  paid  to  such  holder  immedi- 

6  ately  before  his  death. 

7  "(2)  Exception  for  contracts  under  quali- 

8  fied  plans. — This  subsection  shall  not  apply  to  any 

9  annuity  contract  described  in  subsection  (e)(5)(D). 

10  "(3)  Basis  adjustment. — For  purposes  of  this 

11  section,  in  the  case  of  any  contract  to  which  paragraph 

12  (1)  applied,  the  amount  includible  in  gross  income  by 

13  reason  of  paragraph  (1)  shall  be  treated  as  a  premium 

14  paid  for  such  contract. 

15  "(4)  Penalty  not  to  apply. — Subsection  (q) 

16  shall  not  apply  to  any  amount  includible  in  gross 

17  income  by  reason  of  this  subsection.' ' 

18  (c)  Effective  Date. — The  amendments  made  by  this 


19  section  shall  apply  to  contracts  issued  after  the  day  which  is 

20  6  months  after  the  date  of  the  enactment  of  this  Act  in  tax- 

21  able  years  ending  after  such  date. 

22  SEC.  223.  LIMITATION  ON  INTEREST  DEDUCTION  IN  CASE  OF 

23  LIFE  INSURANCE  LOANS. 

24  (a)  General  Eule. — Section  264  (relating  to  certain 

25  amounts  paid  in  connection  with  insurance  contracts)  is 
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1  amended  by  adding  at  the  end  thereof  the  following  new  sub- 

2  section: 

3  "(d)  Limitation  on  Interest  Deduction  in  the 

4  Case  of  Life  Insurance  Loans. — 

5  "(1)  In  general. — The  amount  otherwise  allow- 

6  able  as  a  deduction  under  this  chapter  for  life  insurance 

7  interest  shall  not  exceed  the  applicable  limit  for  the 

8  taxable  year. 

9  "(2)  Applicable  limit. — For  purposes  of  this 

10  subsection— 

11  "(A)  In  general. — The  applicable  limit  for 

12  any  taxable  year  is  an  amount  equal  to  the  prod- 

13  uct  of— 

14  "(i)  the  applicable  dollar  amount  for  the 

15  taxable  year,  multiplied  by 

16  "(ii)  the  annual  rate  prescribed  under 

17  section  6621  which  is  in  effect  as  of  the  first 

18  day  of  the  taxable  year. 

19  "(B)  Indefinite  carryover  of  unused 

20  limit. — If  the  applicable  limit  for  any  taxable 

21  year  exceeds  the  amount  of  the  life  insurance  in- 

22  terest  paid  or  accrued  during  such  taxable  year, 

23  the  amount  of  the  applicable  limit  for  the  succeed- 

24  ing  taxable  year  shall  be  increased  by  the  amount 

25  of  such  excess. 
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1  percent  of  the  highest  face  amount  of 

2  any  policy  of  life  insurance  (other  than 

3  term)  which  is  carried  by  such  corpora- 

4  tion  or  other  entity  on  the  life  of  any  in- 

5  dividual  and  with  respect  to  which  there 

6  is  outstanding  a  life  insurance  loan  (as 

7  defined  in  paragraph  (4)  without  regard 

8  to  subparagraph  (C)  thereof). 

9  "(4)  Definitions  and  special  eules. — For 

10  purposes  of  this  subsection — 

11  "(A)    Life    insueance    inteeest. — The 

12  term  'life  insurance  interest'  means  any  interest 

13  paid  or  accrued  on  a  life  insurance  loan  which 

14  (without  regard  to  this  subsection)  is  allowable  as 

15  a  deduction  under  this  chapter  for  the  taxable 

16  year. 

17  "(B)  Life  insueance  loan. — Except  as 

18  provided  in  subparagraph  (C),  the  term  'life  insur- 

19  ance  loan'  means  any  indebtedness — 

20  "(i)  incurred  under  a  life  insurance,  en- 

21  dowment,  or  annuity  contract, 

22  "(ii)  secured  by  a  life  insurance,  endow- 

23  ment,  or  annuity  contract,  or 
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1  "(iii)  incurred  or  continued  to  purchase 

2  or  carry  a  life  insurance,  endowment,  or  an- 

3  nuity  contract. 

4  Such  term  shall  not  include  any  indebtedness  the 

5  interest  on  which  is  not  allowable  as  a  deduction 

6  under  this  chapter  for  the  taxable  year  (deter- 

7  mined  without  regard  to  this  subsection). 

8  "(C)  Exception  foe  loans  on  policies 

9  ISSUED    BEFOEE    SEPTEMBER    2  8,     1983. — The 

10  term  'life  insurance  loan'  shall  not  include  any  in- 

11  debtedness   which   (but   for   this  subparagraph) 

12  would  be  a  life  insurance  loan  if  the  life  insurance, 

13  endowment,  or  annuity  contract  referred  to  in 

14  subparagraph  (B) — 

15  "(i)  was  issued  before  September  28, 

16  1983,  or 

17  "(ii)  was  issued  on  or  after  such  date 

18  pursuant  to  a  binding  contract  entered  into 

19  before  such  date." 

20  (b)  Effective  Date. — The  amendment  made  by  sub- 


21  section  (a)  shall  apply  to  taxable  years  ending  after  Septem- 

22  ber  27,  1983. 
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1  SEC.  224.  GROUP-TERM  LIFE  INSURANCE  PURCHASED  FOR 

2  EMPLOYEES. 

3  (a)    Section    79    Extended    to    Foemee  Em- 

4  PLOYEES. — 

5  (1)  Section  79  (relating  to  group-term  insurance 

6  purchased  for  employees)  is  amended  by  adding  at  the 

7  end  thereof  the  following  new  subsection: 

8  "(e)  Employee  Includes  Foemee  Employee. — For 

9  purposes  of  this  section,  the  term  'employee'  includes  a 

10  former  employee." 

11  (2)  Paragraph  (1)  of  section  79(b)  is  amended  to 

12  read  as  follows: 

13  "(1)  the  cost  of  group-term  life  insurance  on  the 

14  life  of  an  individual  which  is  provided  under  a  policy 

15  carried  directly  or  indirectly  by  an  employer  after  such 

16  individual  has  terminated  his  employment  with  such 

17  employer  and  is  disabled  (within  the  meaning  of  section 

18  72(m)(7))/\ 

19  (b)  Amount  of  Inclusion  in  Case  of  Disceimina- 

20  toey  Plans. — Paragraph  (1)  of  section  79(d)  (relating  to 

21  nondiscrimination  requirements)  is  amended  to  read  as 

22  follows: 

23  "(1)  In  geneeal. — In  the  case  of  a  discrimina- 

24  tory  group-term  life  insurance  plan — 

25  "(A)  subsection  (a)(1)  shall  not  apply  with  re- 

26  spect  to  any  key  employee,  and 
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1  "(B)  the  cost  of  group-term  life  insurance  on 

2  the  life  of  any  key  employee  shall  be  determined 

3  without  regard  to  subsection  (c)." 

4  (c)  Effective  Date. — 

5  (1)  In  geneeal. — Except  as  provided  in  para- 

6  graph  (2),  the  amendments  made  by  this  section  shall 

7  aPply  to  taxable  years  beginning  after  December  31, 

8  1983. 

9  (2)  Existing  group-teem  life  insueance 

10  plans. — The  amendments  made  by  this  section  shall 

11  not  apply — 

12  (A)  to  any  group-term  life  insurance  plan  of 

13  the  employer  in  existence  on  September  27,  1983, 

14  or 

15  (B)  to  any  group-term  life  insurance  plan  of 

16  the  employer  (or  a  successor  employer)  which  is  a 

17  comparable  successor  to  a  plan  described  in  sub- 

18  paragraph  (A), 

19  but  only  with  respect  to  an  individual  covered  by  the 

20  plan  on  such  date,  and  in  an  amount  not  in  excess  of 

21  the  insurance  coverage  of  such  individual  on  such  date. 
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1  Subtitle  C — Nondeductible  Contribu- 

2  tions    to    Individual  Retirement 

3  Plans 

4  SEC.  231.  NONDEDUCTIBLE  CONTRIBUTIONS  PERMITTED  TO 


5  INDIVIDUAL  RETIREMENT  PLANS. 

6  (a)  General  Eule. — 

7  (1)  Nondeductible  limit  taken  into  ac- 

8  count  in  determining  excess  contributions. — 

9  Subparagraph  (B)  of  section  4973(b)(1)  (defining  excess 

10  contributions)  is  amended  to  read  as  follows: 

11  "(B)  the  sum  of  the  amount  allowable  as  a 

12  deduction  under  section  219  for  such  contributions 

13  plus  the  nondeductible  limit  for  the  taxable  year, 

14  and". 

15  (2)  Definition  of  nondeductible  limit. — 

16  Section  4973  is  amended  by  adding  at  the  end  thereof 

17  the  following  new  subsection: 

18  "(d)  Nondeductible  Limit. — 

19  "(1)  In  general. — For  purposes  of  subsection 

20  (b),  the  term  'nondeductible  limit'  means  whichever  of 

21  the  following  is  the  least: 

22  "(A)  $1,750, 

23  "(B)  the  excess  of— 
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1  "(i)  the  compensation  (as  defined  in  sec- 

2  tion  219(e)(1))  includible  in  the  individual's 

3  gross  income  for  the  taxable  year,  over 

4  "(ii)  the  maximum  amount  allowable  as 

5  a  deduction  under  section  219  for  such  tax- 

6  able  year  to  the  individual,  or 

7  "(C)  the  amount  of  the  designated  nondeduc- 

8  tible  contributions  for  the  taxable  year. 

9  "(2)  Designated  nondeductible  contribu- 

10  tion. — 

11  "(A)  In  general. — For  purposes  of  para- 

12  graph  (1),  the  term  'designated  nondeductible  con- 

13  tribution'  means  any  contribution  to  an  individual 

14  retirement  plan  for  the  taxable  year  which  is  des- 

15  ignated  as  a  nondeductible  contribution. 

16  "(B)  Designation. — Any  designation  under 

17  subparagraph  (A)  may  be  made  (or  revoked)  at 

18  any  time  before  the  last  day  prescribed  by  law  for 

19  filing  the  return  of  tax  imposed  by  subtitle  A  for 

20  the  taxable  year  (including  extensions  thereof). 

21  "(3)  Special  rule  for  spousal  ira. — In  the 

22  case  of  an  individual  to  whom  a  deduction  is  allowable 

23  under  section  219(c)  for  any  taxable  year,  the  nonde- 

24  ductible  limit  for  such  year  shall  be  determined  by  ref- 

25  erence  to  such  individual's  compensation  and  shall  be 
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1  allocated  between  the  spouses  in  such  manner  as  they 

2  may  designate/ 1 

3  (3)   Confoeming   amendment. — Subparagraph 

4  (C)  of  section  4973(b)(2)  is  amended  to  read  as  follows: 

5  "(C)  the  excess  (if  any)  of — 

6  "(i)  the  sum  of  the  maximum  amount 

7  allowable  as  a  deduction  under  section  219 

8  for  the  taxable  year  plus  the  nondeductible 

9  limit  for  the  taxable  year,  over 

10  "(ii)  the  amount  contributed  (determined 

11  without  regard  to  section  219(e)(6))  to  the 

12  accounts  or  for  the  annuities  for  the  taxable 

13  year." 

14  (b)  Teeatment  of  Disteibutions. — Paragraphs  (1) 

15  and  (2)  of  section  408(d)  (relating  to  tax  treatment  of  distribu- 

16  tions)  are  amended  to  read  as  follows: 

17  "(1)  In  geneeal.— Except  as  otherwise  provided 

18  in  this  subsection,  any  amount  paid  or  distributed  out 

19  of  an  individual  retirement  account  or  under  an  individ- 

20  ual  retirement  annuity  shall — 

21  "(A)  first  be  treated  as  paid  or  distributed 

22  out  of  income  and  gains  attributable  to  designated 

23  nondeductible  contributions  (to  the  extent  thereof), 
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1  "(B)  second  be  treated  as  paid  or  distributed 

2  out  of  designated  nondeductible  contributions  (to 

3  the  extent  thereof),  and 

4  "(C)  then  be  treated  as  paid  or  distributed 

5  out  of  other  amounts. 

6  "(2)  Teeatment  of  distributions. — 

7  "(A)  Oedinaey  income  amounts. — Any 

8  amount  to  which  subparagraph  (A)  or  (C)  of  para- 

9  graph  (1)  applies  shall  be  included  in  gross  income 

10  by  the  payee  or  distributee  (as  the  case  may  be) 

11  for  the  taxable  year  in  which  the  payment  or  dis- 

12  tribution  is  received. 

13  "(B)  Basis  eecoveey. — Any  amount  to 

14  which  subparagraph  (B)  of  paragraph  (1)  applies 

15  shall  be  excluded  from  gross  income. 

16  "(C)    DlSTEIBUTIONS    OF    ANNUITY  CON- 

17  teacts. — Paragraph  (1)  shall  not  apply  to  the 

18  distribution  from  an  individual  retirement  account 

19  of  an  annuity  contract  which  meets  the  require- 

20  ments  of  paragraphs  (1),  (3),  (4),  and  (5)  of  sub- 

21  section  (b);  except  that  paragraph  (1)  shall  apply 

22  to  any  distributions  under  such  contract. 

23  "(D)  Loss.— If— 


1  "(i)  the  aggregate  amount  of  designated 

2  nondeductible  contributions  to  any  individual 

3  retirement  account  or  annuity,  exceeds 

4  "(ii)  the  aggregate  amount  paid  or  dis- 

5  tributed  out  of  such  account  or  under  such 

6  annuity, 

7  an  amount  equal  to  such  excess  shall  be  allowed 

8  as  a  deduction  to  the  individual  for  the  last  tax- 

9  able  year  in  which  such  account  or  annuity  is  in 

10  existence.' ' 

11  (c)  Infoemation  Requieements. — 

12  (1)  Individual  eetieement  accounts. — Sub- 

13  section  (a)  of  section  408  (defining  individual  retire- 

14  ment  accounts)  is  amended  by  adding  at  the  end  there- 

15  of  the  following  new  paragraph: 

16  "(8)  The  trustee  maintains  such  records  as  may 

17  be  necessary  to  separately  account  for  designated  non- 
18  deductible  contributions  and  for  income  and  gains  at- 

19  tributable  to  such  contributions.' ' 

20  (2)  Individual  eetieement  annuities. — Sub- 

21  section  (b)  of  section  408  is  amended  by  inserting  after 

22  paragraph  (5)  the  following  new  paragraph: 

23  "(6)  The  issuer  of  such  contract  maintains  such 

24  records  as  may  be  necessary  to  separately  account  for 
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1  designated  nondeductible  contributions  and  for  income 

2  and  gains  attributable  to  such  contributions." 

3  (d)  Technical  Amendments. — 

4  (1)  Disallowance  of  deduction  foe  desig- 

5  nated  nondeductible  conteibution. — Subsection 

6  (d)  of  section  219  (relating  to  other  limitations  and  re- 

7  strictions)  is  amended  by  adding  at  the  end  thereof  the 

8  following  new  paragraph: 

9  "(5)  Denial  of  deduction  foe  designated 

10  nondeductible     conteibutions. — No  deduction 

11  shall  be  allowed  under  this  section  with  respect  to  any 

12  designated  nondeductible  contribution  (as  defined  in 

13  section  4973(d)(2))." 

14  (2)  Inceease  in  limitations  on  amount  indi- 

15  vidual  ee  tiee  me  nt  plan  can  accept. — 

16  (A)    The    following    provisions    are  each 

17  amended  by  striking  out  "$2,000"  each  place  it 

18  appears  and  inserting  in  lieu  thereof  "$3,750": 

19  (i)  Section  408(a)(1). 

20  (ii)  Section  408(b). 

21  (iii)  Section  408(j). 

22  (B)  Subparagraph  (A)  of  section  408(d)(5)  is 

23  amended  by  striking  out  "$2,250"  and  inserting 

24  in  lieu  thereof  "$4,000". 


1  (3)  Sepaeate  eecoeds  eequieed  in  case  of 

2  eollovee  conteibutions. — Paragraph  (3)  of  section 

3  408(d)  (relating  to  rollover  amounts)  is  amended  by 

4  adding  at  the  end  thereof  the  following  new  subpara- 

5  graph: 

6  "(E)  Sepaeate  eepoeting  foe  amounts 

7  ATTEIBUTABLE    TO    DESIGNATED  NONDEDUCTI- 

8  ble  conteibutions. — For  purposes  of  this  para- 

9  graph,  the  Secretary  shall  prescribe  regulations 

10  providing  for  such  allocations  of  amounts  attribut- 

11  able  to  designated  nondeductible  contributions  (as 

12  defined  in  section  4973(d)(2))  as  may  be  necessary 

13  to  ensure  that  the  separate  treatment  of  such  con- 

14  tributions  and  the  income  and  gain  attributable  to 

15  such  contributions  is  maintained." 

16  (e)  Effective  Date. — The  amendments  made  by  this 

17  section  shall  apply  to  contributions  made  during  taxable 

18  years  beginning  after  December  31,  1983. 

19  Subtitle  D— Studies 

20  SEC.  241.  STUDIES. 

21  (a)  Revenue  Repoets. — Not  later  than  July  1,  1984, 

22  and  July  1  of  each  calendar  year  thereafter,  the  Secretary  of 

23  the  Treasury  shall  submit  to  the  Committee  on  Ways  and 

24  Means  of  the  House  of  Representatives  and  the  Committee 

25  on  Finance  of  the  Senate  a  report  on — 
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1  (1)  the  aggregate  amount  of  revenue  received 

2  under  part  I  of  subchapter  L  of  chapter  1  of  the  Inter- 

3  nal  Revenue  Code  of  1954  for  the  most  recent  taxable 

4  years  for  which  data  are  available, 

5  (2)  a  comparison  between  the  amount  of  such  rev- 

6  enue  and  the  amount  anticipated  by  reason  of  changes 

7  made  by  the  Tax  Equity  and  Fiscal  Responsibility  Act 

8  of  1982  or  the  Life  Insurance  Tax  Act  of  1983,  and 

9  (3)  the  reasons  for  any  difference  between  such 

10  aggregate  revenues  and  anticipated  revenues. 

11  (b)  Repoet  With  Respect  to  Segment  Balance, 

12  Etc.— 

13  (1)  In  geneeal. — The  Secretary  of  the  Treasury 

14  (in  consultation  with  the  Joint  Committee  on  Taxation, 

15  the  Committee  on  Ways  and  Means  of  the  House  of 

16  Representatives,  and  the  Committee  on  Finance  of  the 

17  Senate)  shall  conduct  a  full  and  complete  study  of  the 

18  operation  of  part  I  of  subchapter  L  of  chapter  1  of  the 

19  Internal  Revenue  Code  of  1954  during  1984,  1985, 

20  and  1986.  Such  study  shall  also  include  an  analysis  of 

21  life  insurance  products  and  the  taxation  thereof.  Such 

22  study  shall  also  include  an  analysis  of  whether  part  I 

23  of  such  subchapter  L  operates  as  a  disincentive  to 

24  growing  companies. 
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1  (2)  Items  to  be  included. — The  study  con- 

2  ducted  under  paragraph  (1)  shall  include — 

3  (A)  an  analysis  of  the  portion  of  the  taxes 

4  paid  by  mutual  life  insurance  companies  and  stock 

5  life  insurance  companies,  and 

6  (B)  any  other  data  considered  relevant  by 

7  either  stock  life  insurance  companies  or  mutual 

8  life  insurance  companies  in  determining  appropri- 

9  ate   segment  balance,   such  as   the  respective 

10  amounts  of  the  following  items  held  by  each  seg- 

11  ment  of  the  industry — 

12  (i)  equity, 

13  (ii)  life  insurance  reserves, 

14  (iii)  other  types  of  reserves, 

15  (iv)  dividends  paid  to  policyholders  and 

16  shareholders, 

17  (v)  pension  business, 

18  (vi)  total  assets,  and 

19  (vii)  gross  receipts. 

20  Such  report  shall  also  include  an  analysis  of  the  extent 

21  to  which  taxes  paid  by  stockholders  of  life  insurance 

22  companies  shall  be  included  in  analyzing  segment 

23  balance. 

24  (3)  Eepoets.— 
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1  (A)  Inteeim  eeports. — The  Secretary  of 

2  the  Treasury  shall  submit  interim  reports  on  the 

3  study  conducted  under  this  subsection  to  the  Com- 

4  mittee  on  Ways  and  Means  of  the  House  of  Eep- 

5  resentatives  and  the  Committee  on  Finance  of  the 

6  Senate  not  later  than  July  1,  1986,  1987,  and 

7  1988. 

8  (B)  Final  report. — Not  later  than  Janu- 

9  ary  1,  1989,  the  Secretary  of  the  Treasury  shall 

10  submit  a  final  report  on  the  study  conducted 

11  under  this  subsection  to  the  Committee  on  Ways 

12  and  Means  of  the  House  of  Representatives  and 

13  the  Committee  on  Finance  of  the  Senate. 

14  (c)  Authority  To  Require  Data. — The  Secretary 

15  of  the  Treasury  shall  have  authority  to  require  reporting  of 

16  such  data  with  respect  to  life  insurance  companies  and  their 

17  products  as  may  be  necessary  to  carry  out  the  purposes  of 

18  this  section. 

19  TITLE  III— REVISION  OF  PRIVATE 

20  FOUNDATION  PROVISIONS 

21  SEC.  301.  SHORT  TITLE;  TABLE  OF  CONTENTS. 

22  (a)  Short  Title. — This  title  may  be  cited  as  the  "Pri- 

23  vate  Foundation  Tax  Treatment  Revision  Act  of  1984" . 

24  (b)  Table  of  Contents. — 

Sec.  301.  Short  title;  table  of  contents. 

Sec.  302.  Limitations  on  deduction  for  contributions  to  private  foundations. 
Sec.  303.  Exemption  for  certain  operating  foundations  from  excise  tax  on  invest- 
ment income. 


433 


Sec.  304.  Reduction  in  excise  tax  on  investment  income  where  private  foundation 

meets  certain  distribution  requirements. 
Sec.  305.  Amendment  to  taxes  on  failure  to  distribute  income. 
Sec.  306.  Abatement  of  first  tier  taxes  in  certain  cases. 
Sec.  307.  Miscellaneous  amendments. 

Sec.  308.  5-year  extension  of  requirements  to  dispose  of  certain  excess  holdings  at- 
tributable to  large  gifts  and  bequests. 

Sec.  309.  Decreases  attributable  to  stock  issuances  not  to  reduce  permitted  per- 
centage of  holdings  where  decrease  is  2  percent  or  less. 

Sec.  310.  Aggregation  of  stock  holdings  of  private  foundation  and  disqualified  per- 
sons in  applying  95  percent  ownership  test. 

Sec.  311.  5-year  period  to  dispose  of  excess  holdings  resulting  from  certain  acquisi- 
tions by  disqualified  persons. 

Sec.  312.  The  conducting  of  certain  games  of  chance  not  treated  as  unrelated  trade 
or  business. 

Sec.  313.  Tax  on  self-dealing  not  to  apply  to  certain  stock  purchases. 
Sec.  314.  Person  ceases  to  be  substantial  contributor  after  10  years  with  no  con- 
nection to  foundation. 
Sec.  315.  Technical  amendments. 

1    SEC.  302.  LIMITATIONS  ON  DEDUCTION  FOR  CONTRIBUTIONS 


2  TO  PRIVATE  FOUNDATIONS. 

3  (a)  Increase  in  Percentage  Limitation  for  Indi- 

4  viduals. — 

5  (1)     In     general. — Clause     (i)     of  section 

6  170(b)(1)(B)  (relating  to  percentage  limitations  for  indi- 

7  viduals)  is  amended  by  striking  out  "20  percent"  and 

8  inserting  in  lieu  thereof  "30  percent". 

9  (2)  Carryover  of  excess  contributions. — 

10  Subparagraph  (B)  of  section  170(b)(1)  is  amended  by 

11  adding  at  the  end  thereof  the  following  new  sentence: 

12  "If  the  aggregate  of  such  contributions  exceeds 

13  the  limitation  of  the  preceding  sentence,  such 

14  excess  shall  be  treated  (in  a  manner  consistent 

15  with  the  rules  of  subsection  (d)(1))  as  a  charitable 

16  contribution  (to  which  subparagraph  (A)  does  not 


434 

1  apply)  in  each  of  the  5  succeeding  taxable  years 

2  in  order  of  time." 

3  (b)  Deduction  Allowed  foe  Full  Faie  Maeket 


4  Value  of  Ceetain  Stock  Conteibuted  to  Peivate 

5  Foundations. — Subsection  (e)  of  section  170  (relating  to 

6  certain  contributions  of  ordinary  income  and  capital  gain 

7  property)  is  amended  by  adding  at  the  end  thereof  the  follow- 

8  ing  new  paragraph: 


9  "(5)  Special  eule  foe  conteibutions  of 

10  stock  foe  which  maeket  quotations  are  eead- 

11  ily  available. — 

12  "(A)  In  geneeal. — Subparagraph  (B)(ii)  of 

13  paragraph  (1)  shall  not  apply  to  any  contribution 

14  of  qualified  appreciated  stock. 

15  "(B)  Qualified  appeeciated  stock. — 

16  Except  as  provided  in  subparagraph  (C),  for  pur- 

17  poses  of  this  paragraph,  the  term  'qualified  appre- 

18  ciated  stock'  means  any  stock  of  a  corporation — 

19  "(i)  for  which  (as  of  the  date  of  the  con- 

20  tribution)  market  quotations  are  readily  avail- 

21  able  on  an  established  securities  market,  and 

22  "(ii)  which  is  capital  gain  property  (as 

23  defined  in  subsection  (b)(l)(C)(iv)). 
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1  "(C)  Donor  may  not  contribute  more 

2  THAN    10    PERCENT    OF    STOCK    OF  CORPORA- 

3  TION. — 

4  "(i)  In  general. — In  the  case  of  any 

5  donor,  the  term  'qualified  appreciated  stock' 

6  shall  not  include  any  stock  of  a  corporation 

7  contributed  by  the  donor  in  a  contribution  to 

8  which   paragraph   (l)(B)(ii)   applies  (deter- 

9  mined  without  regard  to  this  paragraph)  to 

10  the  extent  that  the  amount  of  the  stock  so 

11  contributed  (when  increased  by  the  aggregate 

12  amount  of  all  prior  such  contributions  by  the 

13  donor  of  stock  in  such  corporation)  exceeds 

14  10  percent  (in  value)  of  all  of  the  outstanding 

15  stock  of  such  corporation. 

16  "(ii)  Special  rule. — For  purposes  of 

17  clause  (i),  an  individual  shall  be  treated  as 

18  making    all    contributions    made    by  any 

19  member  of  his  family  (as  defined  in  section 

20  267(c)(4)). 

21  "(D)  Termination. — This  paragraph  shall 

22  not  apply  to  contributions  made  after  December 

23  31,  1994." 

24  (c)  20-Percent  Limitation  Eetained  for  Contri- 


25  butions  of  Capital  Gain  Property. — 
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1  (1)  In  geneeal. — Paragraph  (1)  of  section  170(b) 

2  (relating  to  percentage  limitations  for  individuals)  is 

3  amended  by  redesignating  subparagraphs  (D)  and  (E) 

4  as  subparagraphs  (E)  and  (F),  respectively,  and  by  in- 

5  serting  after  subparagraph  (C)  the  following  new  sub- 

6  paragraph: 

7  "(D)  Special  limitation  with  respect 

8  TO  CONTRIBUTIONS  OF  CAPITAL  GAIN  PROPERTY 

9  TO  ORGANIZATIONS  NOT  DESCRIBED  IN  SUBPAR- 

10  AGRAPH  (A). — 

11  "(i)  In  general. — In  the  case  of  chari- 

12  table   contributions   (other   than  charitable 

13  contributions  to  which  subparagraph  (A)  ap- 

14  plies)  of  capital  gain  property,   the  total 

15  amount  of  such  contributions  of  such  proper- 

16  ty  taken  into  account  under  subsection  (a)  for 

17  any  taxable  year  shall  not  exceed  the  lesser 

18  of— 

19  "(I)  20  percent  of  the  taxpayer's 

20  contribution  base  for  the  taxable  year, 

21  or 

22  "(II)  the  excess  of  30  percent  of 

23  the  taxpayer's  contribution  base  for  the  , 

24  taxable  year  over  the  amount  of  the 


437 

1  contributions  of  capital  gain  property  to 

2  which  subparagraph  (C)  applies. 

3  For  purposes  of  this  subsection,  contributions 

4  of  capital  gain  property  to  which  this  subpar- 

5  agraph  applies  shall  be  taken  into  account 

6  after  all  other  charitable  contributions. 

7  "(ii)   Caeeyovee. — If   the  aggregate 

8  amount  of  contributions  described  in  clause 

9  (i)  exceeds  the  limitation  of  clause  (i),  such 

10  excess  shall  be  treated  (in  a  manner  consist- 

11  ent  with  the  rules  of  subsection  (d)(1))  as  a 

12  charitable  contribution  of  capital  gain  proper- 

13  ty  to  which  clause  (i)  applies  in  each  of  the  5 

14  succeeding  taxable  years  in  order  of  time." 

15  (2)  Technical  amendments. — 

16  (A)  Clause  (vii)  of  section  170(b)(1)(A)  is 

17  amended  by  striking  out  "subparagraph  (D)"  and 

18  inserting  in  lieu  thereof  "subparagraph  (E)". 

19  (B)  The  subparagraph  heading  and  clause  (i) 

20  of  subparagraph   (C)   of  section   170(b)(1)  are 

21  amended  to  read  as  follows: 

22  "(C)  Special  limitation  with  eespect 

23  #       TO    CONTEIBUTIONS    DESCEIBED    IN  SUBPAEA- 

24  GEAPH  (A)  OF  CEETAIN  CAPITAL  GAIN  PEOPEE- 

25  TY.— 
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1  "(i)  In  the  case  of  charitable  contribu- 

2  tions  described  in  subparagraph  (A)  of  capital 

3  gain  property  to  which  subsection  (e)(1)(B) 

4  does  not  apply,  the  total  amount  of  contribu- 

5  tions  of  such  property  which  may  be  taken 

6  into  account  under  subsection  (a)  for  any  tax- 

7  able  year  shall  not  exceed  30  percent  of  the 

8  taxpayer's  contribution  base  for  such  year. 

9  For  purposes  of  this  subsection,  contributions 

10  of  capital  gain  property  to  which  this  subpar- 

11  agraph  applies  shall  be  taken  into  account 

12  after  all  other  charitable  contributions  (other 

13  than  charitable  contributions  to  which  sub- 

14  paragraph  (D)  applies)/' 

15  (C)  Subparagraph  (B)  of  section  170(e)(1)  is 

16  amended  by  striking  out  "subsection  (b)(1)(D)" 

17  and    inserting    in    lieu    thereof  "subsection 

18  (b)(1)(E)". 

19  (d)  Effective  Date. — The  amendments  made  by  this 


20  section  shall  apply  to  contributions  made  in  taxable  years  be- 

21  ginning  after  December  31,  1984. 


4 


439 

1  SEC.  303.  EXEMPTION  FOR  CERTAIN  OPERATING  FOUNDA- 

2  TIONS   FROM   EXCISE   TAX   ON  INVESTMENT 

3  INCOME. 

4  (a)  General  Rule. — Section  4940  (relating  to  excise 

5  tax  based  on  investment  income)  is  amended  by  adding  at  the 

6  end  thereof  the  following  new  subsection: 

7  "(d)  Exemption  foe  Certain  Operating  Found  a- 

8  TIONS. — 

9  "(1)  In  general. — No  tax  shall  be  imposed  by 

10  this  section  on  any  private  foundation  which  is  an 

1 1  exempt  operating  foundation  for  the  taxable  year. 

12  "(2)  Exempt  operating  foundation. — For 

13  purposes  of  this  subsection,  the  term  'exempt  operating 

14  foundation'  means,  with  respect  to  any  taxable  year, 

15  any  private  foundation  if — 

16  "(A)  such  foundation  is  an  operating  founda- 

17  tion  (as  defined  in  section  4942(j)(3)), 

18  "(B)  such  foundation  has  been  publicly  sup- 

19  ported  for  at  least  10  taxable  years, 

20  "(C)  at  all  times  during  the  taxable  year,  the 

21  governing  body  of  such  foundation — 

22  "(i)  consists  of  individuals  at  least  75 

23  percent  of  whom  are  not  disqualified  individ- 

24  uals,  and 

25  "(ii)  is  broadly  representative  of  the 

26  general  public,  and 
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1  "(D)  at  no  time  during  the  taxable  year  does 

2  such  foundation  have  an  officer  who  is  a  disquali- 

3  fied  individual. 

4  "(3)  Definitions. — For  purposes  of  this  subsec- 

5  tion — 

6  "(A)   Publicly    supported. — A  private 

7  foundation  is  publicly  supported  for  a  taxable  year 

8  if    it    meets    the    requirements     of  section 

9  170(b)(l)(A)(vi)  or  509(a)(2)  for  such  taxable  year. 

10  "(B)  Disqualified  individual. — The  term 

11  'disqualified  individuar  means,  with  respect  to  any 

12  private  foundation,  an  individual  who  is — 

13  "©   a  substantial  contributor  to  the 

14  foundation, 

15  "(ii)  an  owner  of  more  than  20  percent 

16  of— 

17  "(I)   the   total   combined  voting 

18  power  of  a  corporation, 

19  "(H)  the  profits  interest  of  a  part- 

20  nership,  or 

21  "(IH)  the  beneficial  interest  of  a 

22  trust  or  unincorporated  enterprise, 

23  which  is  a  substantial  contributor  to  the 

24  foundation,  or 


1  "(iii)  a  member  of  the  family  of  any  in- 

2  dividual  described  in  clause  (i)  or  (ii). 

3  "(C)    Substantial    contributor. — The 

4  term  'substantial  contributor'  means  a  person  who 

5  is  described  in  section  507(d)(2). 

6  "(D)  Family.— The  term  'family'  has  the 

7  meaning  given  to  such  term  by  section  4946(d). 

8  "(E)      CONSTEUCTIVE      OWNERSHIP. — The 

9  rules  of  paragraphs  (3)  and  (4)  of  section  4946(a) 

10  shall  apply  for  purposes  of  subparagraph  (B)(ii)." 

11  (b)  Requirement  of  Expenditure  Responsibility 

12  Not  To  Apply  to  Certain  Operating  Foundations. — 

13  Paragraph  (4)  of  section  4945(d)  (defining  taxable  expendi- 

14  ture)  is  amended  to  read  as  follows: 

15  "(4)  as  a  grant  to  an  organization  unless — 

16  "(A)  such  organization  is  described  in  para- 

17  graph  (1),  (2),  or  (3)  of  section  509(a)  or  is  an 

18  exempt  operating  foundation  (as  defined  in  section 

19  4940(d)(2)),  or 

20  "(B)  the  private  foundation  exercises  expend- 

21  iture  responsibility  with  respect  to  such  grant  in 

22  accordance  with  subsection  (h),  or". 

23  (c)  Effective  Date. — 
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1  (1)  Foe  subsection  (a). — The  amendment  made 

2  by  subsection  (a)  shall  apply  to  taxable  years  beginning 

3  after  December  31,  1984. 

4  (2)  Foe  subsection  (b). — The  amendment  made 

5  by  subsection  (b)  shall  apply  to  grants  made  after  De- 

6  cember  31,  1984,  in  taxable  years  ending  after  such 

7  date. 

8  (3)  Ceetain  existing  foundations. — A  foun- 

9  dation  which  was  an  operating  foundation  (as  defined 

10  in  section  4942(j)(3)  of  the  Internal  Revenue  Code  of 

11  1954)  as  of  January  1,  1983,  shall  be  treated  as  meet- 

12  ing  the  requirements  of  section  4940(d)(2)(B)  of  such 

13  Code  (as  added  by  subsection  (a)). 

14  SEC.   304.   REDUCTION   IN   EXCISE   TAX   ON  INVESTMENT 

15  INCOME  WHERE  PRIVATE  FOUNDATION  MEETS 

1 6  CERTAIN  DISTRIBUTION  REQUIREMENTS. 

17  (a)  Geneeal  Rule. — Section  4940  (relating  to  excise 

18  tax  based  on  investment  income)  is  amended  by  adding  at  the 

19  end  thereof  the  following  new  subsection: 

20  "(e)  Reduction  in  Tax  Wheee  Peivate  Founda- 

21  tion  Meets  Ceetain  Disteibution  Requieements. — 

22  "(1)  In  geneeal. — In  the  case  of  any  private 

23  foundation  which  meets  the  requirements  of  paragraph 

24  (2)  for  any  taxable  year,  subsection  (a)  shall  be  applied 
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1  with  respect  to  such  taxable  year  by  substituting  '1 

2  percent'  for  '2  percent'. 

3  "(2)    Requieements. — A    private  foundation 

4  meets  the  requirements  of  this  paragraph  for  any  tax- 

5  able  year  if — 

6  "(A)  the  amount  of  the  qualifying  distribu- 

7  tions  made  by  the  private  foundation  during  such 

8  taxable  year  equals  or  exceeds  the  sum  of — 

9  "(i)  an  amount  equal  to  the  assets  of 
10  such  foundation  for  such  taxable  year  mul ti- 
ll                     plied  by  the  average  percentage  payout  for 

12  the  base  period,  plus 

13  "(ii)  1  percent  of  the  net  investment 

14  income  of  such  foundation  for  such  taxable 

15  year,  and 

16  "(B)  the  average  percentage  payout  for  the 

17  base  period  equals  or  exceeds  5  percent. 

18  In  the  case  of  an  operating  foundation  (as  defined  in 

19  section  4942(j)(3)),  subparagraph  (B)  shall  be  applied 

20  by  substituting  '3V3  percent'  for  '5  percent'. 

21  "(3)  Ave e age  peecentage  payout  foe  base 

22  peeiod. — For  purposes  of  this  subsection — 

23  "(A)  In  geneeal. — The  average  percentage 

24  payout  for  the  base  period  is  the  average  of  the 
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1  percentage  payouts  for  taxable  years  in  the  base 

2  period. 

3  "(B)    Peecentage    payout. — The  term 

4  'percentage  payout'  means,  with  respect  to  any 

5  taxable  year,  the  percentage  determined  by  divid- 

6  ing— 

7  "(i)  the  amount  of  the  qualifying  distri- 

8  butions   made   by   the   private  foundation 

9  during  the  taxable  year,  by 

10  "(ii)  the  assets  of  the  private  foundation 

11  for  the  taxable  year. 

12  "(C)  Special  eule  wheee  tax  eeduced 

13  undee  this  subsection. — For  purposes  of  this 

14  paragraph,  if  the  amount  of  the  tax  imposed  by 

15  this  section  for  any  taxable  year  in  the  base 

16  period  is  reduced  by  reason  of  this  subsection,  the 

17  amount  of  the  qualifying  distributions  made  by  the 

18  private  foundation  during  such  year  shall  be  re- 

19  duced  by  the  amount  of  such  reduction  in  tax. 

20  "(4)  Base  peeiod. — For  purposes  of  this  subsec- 

21  tion— 

22  "(A)  In  geneeal. — The  term  'base  period' 

23  means,  with  respect  to  any  taxable  year,  the  5 

24  taxable  years  preceding  such  taxable  year. 
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"(B)  New  peivate  foundations,  etc. — If 
an  organization  has  not  been  a  private  foundation 
throughout  the  base  period  referred  to  in  subpara- 
graph (A),  the  base  period  shall  consist  of  the  tax- 
able years  during  which  such  foundation  has  been 
in  existence. 

"(5)  Other  definitions. — For  purposes  of  this 
subsection — 

"(A)  Qualifying  distribution. — The 
term  'qualifying  distribution'  has  the  meaning 
given  such  term  by  section  4942(g). 

"(B)  Assets. — The  assets  of  a  private  foun- 
dation for  any  taxable  year  shall  be  treated  as 
equal  to  the  excess  determined  under  section 
4942(e)(1). 

"(6)  Treatment  of  successor  organiza- 
tions, etc. — In  the  case  of — 

"(A)  a  private  foundation  which  is  a  succes- 
sor to  another  private  foundation,  this  subsection 
shall  be  applied  with  respect  to  such  successor  by 
taking  into  account  the  experience  of  such  other 
foundation,  and 

"(B)  a  merger,  reorganization,  or  division  of 
a  private  foundation,  this  subsection  shall  be  ap- 
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1  plied  under  regulations  prescribed  by  the  Secre- 

2  tary." 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  apply  to  taxable  years  beginning  after  De- 

5  cember  31,  1984. 

6  SEC.  305.  AMENDMENT  TO  TAXES  ON  FAILURE  TO  DISTRIBUTE 

7  INCOME. 

8  (a)  Limit  on  Amount  of  Ceetain  Administeative 

9  Expenses  Taken  Into  Account  as  Qualifying  Dis- 

10  teibutions. — Subsection  (g)  of  section  4942  (defining  quali- 

1 1  fied  distributions)  is  amended  by  adding  at  the  end  thereof  the 

12  following  new  paragraph: 


13  4 '(4)    Limitation    on    administeative  ex- 

14  penses  allocable  to  making  of  conteibutions, 

15  gifts,  and  geants. — 

16  "(A)  In  geneeal. — The  amount  of  the 

17  grant  administrative  expenses  paid  during  any 

18  taxable  year  which  may  be  taken  into  account  as 

19  qualifying  distributions  shall  not  exceed  the  excess 

20  (if  any)  of— 

21  "(i)  15  percent  of  the  aggregate  amount 

22  of  qualified  grants  made  by  the  private  foun- 

23  dation  during  such  taxable  year  and  the  im- 

24  mediately  preceding  4  taxable  years,  over 
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1  "(ii)  the  aggregate  amount  of  grant  ad- 

2  minis trative  expenses  paid  during  the  4  pre- 

3  ceding  taxable  years  which  were  taken  into 

4  account  as  qualified  distributions. 

5  "(B)  (xEANT  ADMINISTEATIVE  EXPENSES. — 

6  For  purposes  of  this  paragraph,  the  term  'grant 

7  administrative  expenses'  means  any  administrative 

8  expenses  which  are  allocable  to  the  making  of 

9  qualified  grants. 

10  "(C)  Qualified  geants. — For  purposes  of 

11  this  paragraph,  the  term  'qualified  grant'  means 

12  any  contribution,  gift,  or  grant  which  is  a  qualify- 

13  ing  distribution. 

14  "(D)  Teansitional  eule. — In  the  case  of 

15  any  preceding  taxable  year  which  began  before 

16  January  1,  1985,  the  amount  of  the  grant  admin - 

17  istrative  expenses  taken  into  account  under  sub- 

18  paragraph  (A)(ii)  shall  not  exceed  15  percent  of 

19  the  qualified  grants  made  by  the  foundation  during 

20  such  taxable  year." 

21  (b)  Requieed  Disteibution  Inceeased  by  Amount 


22  of  Ceetain  Repayments,  Etc. — Paragraph  (1)  of  section 

23  4942(d)  (defining  distributable  amount)  is  amended  to  read  as 

24  follows: 
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1  "(1)  the  sum  of  the  minimum  investment  return 

2  plus  the  amounts  described  in  subsection  (f)(2)(C),  re- 

3  duced  by". 

4  (c)  Effective  Date. — The  amendments  made  by  this 

5  section  shall  apply  to  taxable  years  beginning  after  December 

6  31,  1984. 

7  SEC.  306.  ABATEMENT  OF  FIRST  TIER  TAXES  IN  CERTAIN 

8  CASES. 

9  (a)  General  Rule. — Subchapter  C  of  chapter  42  (re- 


10  lating  to  abatement  of  second  tier  taxes)  is  amended  by  redes- 

11  ignating  section  4962  as  section  4963  and  by  inserting  after 

12  section  4961  the  following  new  section: 

13  "SEC.  4962.  ABATEMENT  OF  PRIVATE  FOUNDATION  FIRST 

14  TIER  TAXES  IN  CERTAIN  CASES. 

15  '  '(a)  General  Rule. — If  it  is  established  to  the  satis- 

16  faction  of  the  Secretary  that — 

17  "(1)  a  taxable  event  was  due  to  reasonable  cause 

18  and  not  to  willful  neglect,  and 

19  "(2)  such  event  was  corrected  within  the  correc- 

20  tion  period  for  such  event, 

21  then  any  private  foundation  first  tier  tax  imposed  with  re- 

22  spect  to  such  event  (including  interest)  shall  not  be  assessed 

23  and,  if  assessed,  the  assessment  shall  be  abated  and,  if  col- 

24  lected,  shall  be  credited  or  refunded  as  an  overpayment. 
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1  "(b)  Peivate  Foundation  Fiest  Tiee  Tax. — For 

2  purposes  of  this  section,  the  term  'private  foundation  first  tier 

3  tax'  means  any  first  tier  tax  imposed  by  subchapter  A  of 

4  chapter  42,  except  that  such  term  shall  not  include  the  tax 

5  imposed  by  section  4941(a)  (relating  to  initial  tax  on  self- 

6  dealing)." 


7  (b)  CONFOEMING  AMENDMENTS. — 

8  (1)  The  heading  of  subchapter  C  of  chapter  42  is 

9  amended  to  read  as  follows: 

10  "Subchapter  C — Abatement  of  First  and  Second 

11  Tier  Taxes  in  Certain  Cases". 

12  (2)  The  table  of  sections  for  subchapter  C  of  chap- 

13  ter  42  is  amended  by  striking  out  the  item  relating  to 

14  section  4962  and  inserting  in  lieu  thereof  the  following: 

"Sec.  4962.  Abatement  of  private  foundation  first  tier  taxes  in  cer- 
tain cases. 
"Sec.  4963.  Definitions." 

15  (3)  The  table  of  subchapters  for  chapter  42  is 

16  amended  by  striking  out  the  item  relating  to  sub- 

17  chapter  C  and  inserting  in  lieu  thereof  the  following: 

"Subchaptek  C.  Abatement  of  first  and  second  tier  taxes  in  certain 
cases." 

18  (4)  Sections  4942(g)(2)(C),  6213(e),  and  6503(g) 

19  are  each  amended  by  striking  out  "section  4962(e)" 

20  and  inserting  in  lieu  thereof  "section  4963(e)". 
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1  (c)  Effective  Date. — The  amendments  made  by  this 

2  section  shall  apply  to  taxable  events  occurring  after  Decem- 

3  ber  31,  1984. 

4  SEC.  307.  MISCELLANEOUS  AMENDMENTS. 

5  (a)  Repeal  of  Requirement  That  Voter  Regis- 

6  teation  Activities  Be  Carried  on  in  5  or  More 

7  States. — Paragraph  (2)  of  section  4945(f)  (relating  to  non- 

8  partisan  activities  carried  on  by  certain  organizations)  is 

9  amended  to  read  as  follows: 

10  "(2)  the  activities  of  which  are  nonpartisan  and 

11  are  not  confined  to  1  specific  election  period,". 

12  (b)  Definition  of  Family  Member. — Subsection  (d) 

13  of  section  4946  (defining  members  of  family)  is  amended  to 

14  read  as  follows: 

15  "(d)  Members  of  Family. — For  purposes  of  subsec- 

16  tion  (a)(1),  the  family  of  any  individual  shall  include  only  his 

17  spouse,  ancestors,  children,  grandchildren,  great  grandchil- 

18  dren,  and  the  spouses  of  children,  grandchildren,  and  great 

19  grandchildren." 

20  (c)  Requirement  That  Annual  Notice  Include 

21  Telephone  Number  of  the  Private  Foundation. — 

22  Subsection  (d)  of  section  6104  (relating  to  public  inspection  of 

23  private  foundations'  annual  returns)  is  amended  by  striking 

24  out  "shall  state  the  address  of  the  private  foundation's  princi- 

25  pal  office"  and  inserting  in  lieu  thereof  "shall  state  the  ad- 
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1  dress  and  the  telephone  number  of  the  private  foundation's 

2  principal  office". 

3  (d)  Effective  Dates. — m 

4  (1)  Subsection  (a). — The  amendment  made  by 

5  subsection  (a)  shall  take  effect  on  January  1,  1984. 

6  (2)  Subsections  (b)  and  (c). — The  amendments 

7  made  by  subsections  (b)  and  (c)  shall  take  effect  on 

8  January  1,  1985. 

9  SEC.  308.  5- YEAR  EXTENSION  OF  REQUIREMENT  TO  DISPOSE 

10  OF  CERTAIN  EXCESS  HOLDINGS  ATTRIBUTA- 

1 1  BLE  TO  LARGE  GIFTS  AND  BEQUESTS. 

12  (a)  Geneeal  Eule. — Subsection  (c)  of  section  4943 

13  (relating  to  taxes  on  excess  business  holdings)  is  amended  by 

14  adding  at  the  end  thereof  the  following  new  paragraph: 

15  "(7)  5-YEAR  EXTENSION  OF  PERIOD  TO  DISPOSE 

16  OF  CERTAIN  LARGE  GIFTS  AND  BEQUESTS. — The  Sec- 

17  retary  may  extend  for  an  additional  5-year  period  the 

18  period  under  paragraph  (6)  for  disposing  of  excess  busi- 

19  ness  holdings  in  the  case  of  an  unusually  large  gift  or 

20  bequest  of  diverse  business  holdings  or  holdings  with 

21  complex  corporate  structures  if  the  foundation — 

22  "(A)  establishes  that— 

23  "(i)  diligent  efforts  to  dispose  of  such 

24  holdings  have  been  made  within  the  initial  5- 

25  year  period,  and 
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1  "(ii)  disposition  within  the  initial  5-year 

2  period  has  not  been  possible  (except  at  a 

3  price  substantially  below  fair  market  value) 

4  by  reason  of  such  size  and  complexity  or  di- 

5  versity  of  such  holdings,  and 

6  "(B)(i)  before  the  close  of  the  initial  5-year 

7  period,  has  submitted  a  plan  to  the  Secretary  for 

8  disposing  of  all  of  the  excess  business  holdings  in- 

9  volved  in  the  extension,  and 

10  "(ii)  the  Secretary  determines  that  such  plan 

11  can  reasonably  be  expected  to  be  carried  out 

12  before  the  close  of  the  extension  period.' ■ 

13  (b)  Effective  Date. — 

14  (1)  In  geneeal. — The  amendment  made  by  sub- 

15  section  (a)  shall  apply  to  business  holdings  with  respect 

16  to   which   the   5-year  period   described  in  section 

17  4943(c)(6)  of  the  Internal  Revenue  Code  of  1954  ends 

18  on  or  after  November  1,  1983. 

19  (2)  Teansitional  eule. — Any  plan  submitted 

20  to  the  Secretary  of  the  Treasury  or  his  delegate  on  or 

21  before  the  60th  day  after  the  date  of  the  enactment  of 

22  this  Act  shall  be  treated  as  submitted  before  the  close 

23  of  the  initial  5-year  period  referred  to  in  section 

24  4943(c)(7)(B)  of  the  Internal  Revenue  Code  of  1954 

25  (as  added  by  subsection  (a)). 
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1  SEC.  309.  DECREASES  ATTRIBUTABLE  TO  STOCK  ISSUANCES 

2  NOT  TO  REDUCE  PERMITTED  PERCENTAGE  OF 

3  HOLDINGS  WHERE  DECREASE  IS  2  PERCENT  OR 

4  LESS. 

5  (a)  General  Rule. — The  second  sentence  of  clause 

6  (ii)  of  section  4943(c)(4)(A)  (relating  to  present  holdings)  is 

7  amended  to  read  as  follows: 

8  "For  purposes  of  the  preceding  sentence,  any 

9  decrease  in  percentage  holdings  attributable 

10  to  issuances  of  stock  (or  to  issuances  of  stock 

11  coupled  with  redemptions  of  stock)  shall  be 

12  disregarded  so  long  as — 

13  "(I)  the  net  percentage  decrease 

14  disregarded  under  this  sentence  does 

15  not  exceed  2  percent,  and 

16  "(II)  the  number  of  shares  held  by 

17  the  foundation  is  not  affected  by  any 

18  such  issuance  or  redemption." 

19  (b)  Effective  Date. — The  amendment  made  by  sub- 

20  section  (a)  shall  apply  to  increases  and  decreases  after  the 

21  date  of  the  enactment  of  this  Act. 

22  SEC.  310.  AGGREGATION  OF  STOCK  HOLDINGS  OF  PRIVATE 

23  FOUNDATION  AND  DISQUALIFIED  PERSONS  IN 

24  APPLYING  95  PERCENT  OWNERSHIP  TEST. 

25  (a)     General     Rule. — Clause     (i)     of  section 

26  4943(c)(4)(B)  (relating  to  present  holdings)  is  amended  by 
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1  striking  out  "the  private  foundation  has"  and  inserting  in  lieu 

2  thereof  "the  private  foundation  and  all  disqualified  persons 

3  have". 

4  (b)  Effective  Date. — The  amendment  made  by  sub- 

5  section  (a)  shall  take  effect  on  the  date  of  the  enactment  of 

6  this  Act. 

7  SEC.  311.  5- YEAR  PERIOD  TO  DISPOSE  OF  EXCESS  HOLDINGS 

8  RESULTING  FROM  CERTAIN  ACQUISITIONS  BY 

9  DISQUALIFIED  PERSONS. 

10  (a)  General  Eule. — Paragraph  (6)  of  section  4943(c) 

11  (relating  to  5-year  period  to  dispose  of  gifts,  bequests,  etc.)  is 

12  amended  by  adding  at  the  end  thereof  the  following  new  sen- 

13  tence: 

14  "In  any  case  where  an  acquisition  by  a  disqualified 

15  person  would  result  in  a  substitution  under  clause  (i)  or 

16  (ii)  of  subparagraph  (D)  of  paragraph  (4),  the  preceding 

17  sentence  shall  be  applied  with  respect  to  such  acquisi- 

18  tion  as  if  it  did  not  contain  the  phrase  'or  by  a  disquali- 

19  fied  person'  in  the  material  preceding  subparagraph 

20  (A)." 

21  (b)  Effective  Date. — The  amendment  made  by  sub- 

22  section  (a)  shall  apply  to  acquisitions  after  the  date  of  the 

23  enactment  of  this  Act. 
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1  SEC.  312.  THE  CONDUCTING  OF  CERTAIN  GAMES  OF  CHANCE 

2  NOT  TREATED  AS  UNRELATED  TRADE  OR  BUSI- 

3  NESS. 

4  (a)  General  Rule. — For  purposes  of  section  513  of 

5  the  Internal  Revenue  Code  of  1954  (defining  unrelated  trade 

6  or  business),  the  term  "unrelated  trade  or  business"  does  not 

7  include  any  trade  or  business  which  consists  of  conducting 

8  any  game  of  chance  if — 


9  (1)  such  game  of  chance  is  conducted  by  a  non- 
10  profit  organization, 

11  (2)  the  conducting  of  such  game  by  such  organiza- 

12  tion  does  not  violate  any  State  or  local  law,  and 

13  (3)  as  of  October  5,  1983— 

14  (A)  there  was  a  State  law  in  effect  which 

15  permitted  the  conducting  of  such  game  of  chance 

16  by  such  nonprofit  organization,  but 

17  (B)  the  conducting  of  such  game  of  chance 

18  by  organizations  which  were  not  nonprofit  organi- 

19  zations  would  have  violated  such  law. 

20  (b)  Effective  Date. — Subsection  (a)  shall  apply  to 

21  games  of  chance  conducted  after  June  30,  1981,  in  taxable 

22  years  ending  after  such  date. 

23  SEC.  313.  TAX  ON  SELF-DEALING  NOT  TO  APPLY  TO  CERTAIN 

24  STOCK  PURCHASES. 

25  (a)  General  Rule. — Section  4941  of  the  Internal 

26  Revenue  Code  of  1954  (relating  to  taxes  on  self-dealing) 
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1  shall  not  apply  to  the  purchase  during  1978  of  stock  from  a 

2  private  foundation  (and  to  any  note  issued  in  connection  with 

3  such  purchase)  if — 


4  (1)  consideration  for  such  purchase  equaled  or  ex- 

5  ceeded  the  fair  market  value  of  such  stock, 

6  (2)  the  purchaser  of  such  stock  did  not  make  any 

7  contribution  to  such  foundation  at  any  time  during  the 

8  5-year  period  ending  on  the  date  of  such  purchase, 

9  (3)  the  aggregate  contributions  to  such  foundation 

10  by  the  purchaser  before  such  date  were  less  than 

11  $10,000  and  less  than  2  percent  of  the  total  contribu- 

12  tions  received  by  the  foundation  as  of  such  date,  and 

13  (4)  such  purchase  was  pursuant  to  the  settlement 

14  of  litigation  involving  the  purchaser. 

15  (b)  Statute  of  Limitations. — If  credit  or  refund  of 


16  any  overpayment  of  tax  resulting  from  subsection  (a)  is  pre- 

17  vented  at  any  time  before  the  close  of  the  1-year  period  be- 

18  ginning  on  the  date  of  the  enactment  of  this  Act  by  the  oper- 

19  ation  of  any  law  or  rule  of  law,  refund  or  credit  of  such  over- 

20  payment  may,  nevertheless,  be  made  or  allowed  if  claim 

21  therefor  is  filed  before  the  close  of  such  1-year  period. 
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1  SEC.  314.  PERSON  CEASES  TO  BE  SUBSTANTIAL  CONTRIBUTOR 

2  AFTER  10  YEARS  WITH  NO  CONNECTION  TO 

3  FOUNDATION. 

4  (a)  General  Rule. — Paragraph  (2)  of  section  507(d) 

5  (defining  substantial  contributor)  is  amended  by  adding  at  the 

6  end  thereof  the  following  new  subparagraph: 

7  "(C)  Person  ceases  to  be  substantial 

8  CONTRIBUTOR  IN  CERTAIN  CASES. — 

9  "(i)    In   general. — A   person  shall 

10  cease  to  be  treated  as  a  substantial  contribu- 

11  tor  with  respect  to  any  private  foundation  as 

12  of  the  close  of  any  taxable  year  of  such  foun- 

13  dation  if — 

14  "(I)   during   the    10-year  period 

15  ending  at  the  close  of  such  taxable  year 

16  such  person  (and  all  related  persons) 

17  have  not  made  any  contribution  to  such 

18  private  foundation, 

19  "(II)  at  no  time  during  such  10- 

20  year  period  was  such  person  (or  any  re- 

21  lafed  person)  a  foundation  manager  of 

22  such  private  foundation,  and 

23  "(IH)  the  aggregate  contributions 

24  made  by  such  person  (and  related  per- 

25  sons)  are  determined  by  the  Secretary 

26  to  be  insignificant  when  compared  to 
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1  the  aggregate  amount  of  contributions 

2  to  such  foundation  by  one  other  person. 

3  For  purposes  of  subclause  (HQ,  appreciation 

4  on  contributions  while  held  by  the  foundation 

5  shall  be  taken  into  account. 

6  "(ii)  Belated  peeson. — For  purposes 

7  .  of  clause  (i),  the  term  'related  person'  means, 

8  with  respect  to  any  person,  any  other  person 

9  who  would  be  a  disqualified  person  (within 

10  the  meaning  of  section  4946)  by  reason  of 

11  his  relationship  to  such  person.  In  the  case 

12  of  a  contributor  which  is  a  corporation,  the 

13  term  also  includes  any  officer  or  director  of 

14  such  corporation." 

15  (b)  Effective  Date. — The  amendment  made  by  sub- 

16  section  (a)  shall  apply  to  taxable  years  beginning  after  De- 

17  cember  31,  1984. 

18  SEC.  315.  TECHNICAL  AMENDMENTS. 

19  (a)  Amendments  of  Inteenal  Revenue  Code  of 

20  1954.— 

21  (1)  Subparagraph  (B)  of  section  4942(a)(2)  (relat- 

22  ing  to  taxes  on  failure  to  distribute  income)  is  amended 

23  by  striking  out  "subsection  (j)(4)"  and  inserting  in  lieu 

24  thereof  "subsection  (j)(2)". 
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1  (2)  Paragraph  (1)  of  section  4942(f)  (defining  ad- 

2  justed  net  income)  is  amended  by  striking  out  "subsec- 

3  tion  (d)"  and  inserting  in  lieu  thereof  " subsection  (j)". 

4  (3)  Paragraph  (3)  of  section  650 l(n)  (relating  to 

5  special  rule  for  chapter  42  and  similar  taxes)  is  amend- 

6  ed  by  striking  out  "section  4942(g)(2)(B)(i)(II)"  and  in- 

7  serting  in  lieu  thereof  "section  4942(g)(2)(B)(ii)". 

8  (4)  The  amendments  made  by  this  subsection  shall 

9  take  effect  on  the  date  of  the  enactment  of  this  Act. 

10  (b)  Amendment  of  1969  Tax  Refoem  Act. — 

11  (1)  Subparagraph  (A)  of  section  101(1)(4)  of  the 

12  Tax  Reform  Act  of  1969  is  amended  by  striking  out 

13  "by  substituting  '51  percent'  for  '50  percent'  "  and  in- 

14  serting  in  lieu  thereof  "as  if  it  did  not  contain  the 

15  phrase    but  in  no  event  shall  the  percentage  so  substi- 

16  tuted  be  more  than  50  percent'  ". 

17  (2)  The  amendment  made  by  paragraph  (1)  shall 

18  aPply  as  ^  included  in  section  101(1)(4)  of  the  Tax 

19  Reform  Act  of  1969. 

20  TITLE  IV— TAX  SIMPLIFICATION 

2 1  SEC.  401.  SHORT  TITLE;  ETC. 

22  (a)  Short  Title. — This  title  may  be  cited  as  the  "Tax 

23  Law  Simplification  and  Improvement  Act  of  1984". 

24  (b)  Table  of  Contents. — 

title  iv— tax  simplification 

Sec.  401.  Short  title;  etc. 
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Subtitle  A — Revision  and  Simplification  of  Estimated  Income  Tax  for  Individuals 

Sec.  411.  Revision  of  penalty  for  failure  to  pay  estimated  income  tax. 
Sec.  412.  Repeal  of  requirement  of  declarations,  etc. 

Sec.  413.  Crediting  of  income  tax  overpayment  against  estimated  tax  liability. 
Sec.  414.  Effective  date. 

Subtitle  B — Domestic  Relations 

Sec.  421.  Short  title. 

Sec.  422.  Treatment  of  transfers  of  property  between  spouses  or  incident  to 
divorce. 

Sec.  423.  Tax  treatment  of  alimony  and  separate  maintenance  payments. 
Sec.  424.  Dependency  exemption  in  the  case  of  child  of  divorced  parents,  etc. 
Sec.  425.  Innocent  spouse  relieved  of  liability  in  certain  cases. 
Sec.  426.  Treatment  of  certain  property  settlements  for  purposes  of  estate  and  gift 
taxes. 

Sec.  427.  Income  from  sheltered  workshops  not  taken  into  account  in  detennining 
dependency  exemption. 

Subtitle  C — Revision  of  At-Risk  Rules 
Sec.  431.  Revision  of  investment  credit  at-risk  rules. 

Sec.  432.  Exclusion  of  active  businesses  of  qualified  C  corporations  from  at-risk 
rules,  etc. 

Subtitle  D — Estate  Tax  Provisions 

Permanent  rules  for  reforming  governing  instruments  creating  charitable 

remainder  trusts  and  other  charitable  interests. 
Alternate  valuation  election  available  only  where  it  results  in  reduction 

of  gross  estate  and  estate  tax. 
Alternate  valuation  election  available  on  late  return. 

Subtitle  E — Foreign  Tax  Provisions 

Sec.  451.  Definition  of  resident  alien  and  nonresident  alien. 
Sec.  452.  Treatment  of  community  income. 

Sec.  453.  Amendments  related  to  foreign  personal  holding  companies. 
Sec.  454.  Amendments  related  to  section  1248. 

Sec.  455.  Coordination  of  subpart  F  with  foreign  personal  holding  company  provi- 
sions. 

Sec.  456.  Stapled  stock;  stapled  entities. 

Subtitle  F — Miscellaneous  Treasury  Administrative  Provisions 
Part  I — Provisions  Not  Relating  to  Distilled  Spirits  Tax 

Sec.  461.  Simplification  of  certain  reporting  requirements. 
Sec.  462.  Removal  of  $1,000,000  limitation  on  working  capital  fund. 
Sec.  463.  Increase  in  limitation  on  revolving  fund  for  redemption  of  real  property. 
Sec.  464.  Removal  of  $1,000,000  limitation  on  special  authority  to  dispose  of  obli- 
gations. 

Sec.  465.  Secretary  of  the  Treasury  authorized  to  accept  gifts  and  bequests. 

Sec.  466.  Extension  of  period  for  court  review  of  jeopardy  assessment  where 

prompt  service  not  made  on  the  United  States. 
Sec.  467.  Extension  of  period  during  which  additional  tax  shown  on  amended 

return  may  be  assessed. 


Sec.  441. 
Sec.  442. 
Sec.  443. 


461 


Sec.  468.  Treatment  of  certain  guaranteed  drafts  issued  by  financial  institutions. 
Sec.  469.  Disclosure  of  windfall  profit  tax  information  to  State  tax  officials. 

Paet  II — Peovisions  Relating  to  Distilled  Spirits 

Sec.  470.  Repeal  of  occupational  tax  on  manufacturers  of  stills  and  condensers;  no- 
tices of  manufacture  and  set  up  of  stills. 

Sec.  471.  Allowance  of  drawback  claims  even  where  certain  requirements  not  met. 

Sec.  472.  Disclosure  of  alcohol  fuel  producers  to  administrators  of  State  alcohol 
laws. 

Sec.  473.  Repeal  of  stamp  requirement  for  distilled  spirits. 
Sec.  474.  Effective  dates. 

Subtitle  G — Tax  Court  Provisions 

Sec.  475.  Certified  public  accountants  and  enrolled  agents  authorized  to  represent 
taxpayers  in  small  tax  cases;  increase  in  jurisdictional  limit  for 
small  tax  cases. 

Sec.  476.  Annuities  to  survivors  of  Tax  Court  judges. 

Sec.  477.  Proceedings  which  may  be  assigned  to  commissioners. 

Sec.  478.  Special  trial  judges. 

Sec.  479.  Publicity  of  Tax  Court  proceedings. 

Sec.  480.  Elimination  of  mandatory  retirement  age  for  Tax  Court  judges. 

Subtitle  H — Simplification  of  Income  Tax  Credits 
Sec.  481.  Short  title. 

Sec.  482.  Credits  grouped  together  in  more  logical  order. 
Sec.  483.  Uniform  limitation  on  personal  nonrefundable  credits. 
Sec.  484.  Uniform  carryover  provisions  for  business-related  credits. 
Sec.  485.  Technical  and  conforming  amendments. 
Sec.  486.  Effective  dates. 

Subtitle  I — Miscellaneous  Simplification  Provisions 

Sec.  491.  Rollover  of  certain  partial  distributions  permitted. 
Sec.  492.  Preferred  stock  eligible  under  section  1244. 

Sec.  493.  Medical  care  deduction  allowed  for  lodging  away  from  home  in  certain 
cases. 

Sec.  494.  Study  of  simplified  tax  on  gross  income. 

Subtitle  J — Repeal  of  Certain  Obsolete  Provisions 

Sec.  497.  Termination  of  rules  relating  to  qualified  bond  purchase  plans  and  retire- 
ment bonds  with  respect  to  bonds  issued  after  December  31, 
1983. 

Sec.  498.  Repeal  of  rules  relating  to  gains  from  disposition  of  property  used  in 
farming  where  farm  losses  offset  nonfarm  income. 
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1  Subtitle  A — Revision  and  Simplifica- 

2  tion  of  Estimated  Income  Tax  for 

3  Individuals 

4  SEC.  411.  REVISION  OF  PENALTY  FOR  FAILURE  TO  PAY  ESTI- 

5  MATED  INCOME  TAX. 

6  Section  6654  (relating  to  addition  to  the  tax  for  failure 

7  by  individual  to  pay  estimated  income  tax)  is  amended  to 

8  read  as  follows: 

9  "SEC.  6654.  FAILURE  BY  INDIVIDUAL  TO  PAY  ESTIMATED 

10  INCOME  TAX. 

11  "(a)  Addition  to  the  Tax. — Except  as  otherwise 

12  provided  in  this  section,  in  the  case  of  any  underpayment  of 

13  estimated  tax  by  an  individual,  there  shall  be  added  to  the  tax 

14  under  chapter  1  and  the  tax  under  chapter  2  for  the  taxable 

15  year  an  amount  determined  by  applying — 

16  "(1)  the  applicable  annual  rate  established  under 

17  section  6621, 

18  "(2)  to  the  amount  of  the  underpayment, 

19  "(3)  for  the  period  of  the  underpayment. 

20  "(b)  Amount  of  Underpayment;  Period  of  Un- 

21  derpayment. — For  purposes  of  subsection  (a) — 

22  "(1)  Amount. — The  amount  of  the  underpayment 

23  shall  be  the  excess  of — 

24  "(A)  the  required  installment,  over 


1  "(B)  the  amount  (if  any)  of  the  installment 

2  paid  on  or  before  the  due  date  for  the  installment. 

3  "(2)  Peeiod  of  undeepayment. — The  period  of 

4  the  underpayment  shall  run  from  the  due  date  for  the 

5  installment  to  whichever  of  the  following  dates  is  the 

6  earlier — 

7  "(A)  the  15th  day  of  the  4th  month  following 

8  the  close  of  the  taxable  year,  or 

9  "(B)  with  respect  to  any  portion  of  the  un- 

10  derpayment,  the  date  on  which  such  portion  is 

1 1  paid. 

12  "(3)  Oedee  of  ceediting  payments. — For 

13  purposes  of  paragraph  (2)(B),  a  payment  of  estimated 

14  tax  shall  be  credited  against  unpaid  required  install- 

15  ments  in  the  order  in  which  such  installments  are  re- 

16  quired  to  be  paid. 

17  "(c)   NUMBEE    OF   REQUIEED   INSTALLMENTS;  DUE 

18  Dates. — For  purposes  of  this  section — 

19  "(1)  Payable  in  4  installments. — There  shall 

20  be  4  required  installments  for  each  taxable  year. 

21  "(2)  Time  foe  payment  of  installments. — 


In  the  case  of  the 
following  required 

installments:  The  due  date  is: 


1st   April  15 

2nd   June  15 

3rd   September  15 

4th   January  15  of  the  following  taxable 

year. 
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1  "(d)  Amount  of  Eequieed  Installments. — For 

2  purposes  of  this  section — 

3  "(1)  Amount. — 

4  "(A)  In  general. — Except  as  provided  in 

5  paragraph  (2),  the  amount  of  any  required  install- 

6  ment  shall  be  25  percent  of  the  required  annual 

7  payment. 

8  "(B)  Eequired  annual  payment. — For 

9  purposes  of  subparagraph  (A),  the  term  'required 

10  annual  payment'  means  the  lesser  of — 

11  "(i)  80  percent  of  the  tax  shown  on  the 

12  return  for  the  taxable  year  (or,  if  no  return  is 

13  filed,  80  percent  of  the  tax  for  such  year),  or 

14  "(ii)  100  percent  of  the  tax  shown  on 

15  the  return  of  the  individual  for  the  preceding 

16  taxable  year. 

17  Clause  (ii)  shall  not  apply  if  the  preceding  taxable 

18  year  was  not  a  taxable  year  of  12  months  or  if 

19  the  individual  did  not  file  a  return  for  such  pre- 

20  ceding  taxable  year. 

21  "(2)  Lower  required  installment  where 

22  annualized  income  installment  is  less  than 

23  amount  determined  under  paragraph  (1). — 

24  "(A)  In  general. — In  the  case  of  any  re- 

25  quired  installment,  if  the  individual  establishes 
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1  that  the  annualized  income  installment  is  less  than 

2  the  amount  determined  under  paragraph  (1) — 

3  "(i)  the  amount  of  such  required  install- 

4  ment  shall  be  the  annualized  income  install- 

5  ment,  and 

6  "(ii)  any  reduction  in  a  required  install- 

7  ment  resulting  from  the  application  of  this 

8  subparagraph  shall  be  recaptured  by  increas- 

9  ing  the  amount  of  the  next  required  install- 

10  ment  determined  under  paragraph  (1)  by  the 

11  amount  of  such  reduction  (and  by  increasing 

12  subsequent    required    installments    to  the 

13  extent  that  the  reduction  has  not  previously 

14  been  recaptured  under  this  clause). 

15  "(B)    Detekmination    of  annualized 

16  income  installment. — In  the  case  of  any  re- 

17  quired  installment,  the  annualized  income  install- 

18  ment  is  the  excess  (if  any)  of — 

19  "(i)  an  amount  equal  to  the  applicable 

20  percentage  of  the  tax  for  the  taxable  year 

21  computed  by  placing  on  an  annualized  basis 

22  the  taxable  income,  alternative  minimum  tax- 

23  able  income,  and  adjusted  self-employment 

24  income  for  months  in  the  taxable  year  ending 

25  before  the  due  date  for  the  installment,  over 
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"(ii)  the  aggregate  amount  of  any  prior 
required  installments  for  the  taxable  year. 
"(C)  Special  eules. — For  purposes  of  this 
paragraph — 

"(i)  Annualization. — The  taxable 
income,  alternative  minimum  taxable  income, 
and  adjusted  self-employment  income  shall 
be  placed  on  an  annualized  basis  under  regu- 
lations prescribed  by  the  Secretary. 

"(ii)  Applicable  peecentage.— 


"In  the  case  of  the  following  The  applicable 

required  installments:  percentage  is: 

1st   20 

2nd  :   40 

3rd   60 

4th   80 


"(iii)  Adjusted  self-employment 
income. — The  term  'adjusted  self-employ- 
ment income'  means  self-employment  income 
(as  defined  in  section  1402(b));  except  that 
section  1402(b)  shall  be  applied  by  placing 
wages  (within  the  meaning  of  section 
1402(b))  for  months  in  the  taxable  year 
ending  before  the  due  date  for  the  install- 
ment on  an  annualized  basis  consistent  with 
clause  (i). 
(e)  Exceptions. — 
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1  "(1)  Wheee  tax  is  small  amount. — No  addi- 

2  tion  to  tax  shall  be  imposed  under  subsection  (a)  for 

3  any  taxable  year  if  the  tax  shown  on  the  return  for 

4  such  taxable  year  (or,  if  no  return  is  filed,  the  tax),  re- 

5  duced  by  the  credit  allowable  under  section  31,  is  less 

6  than  $500. 

7  "(2)  Wheee  no  tax  liability  foe  peeceding 

8  taxable  yeae. — No  addition  to  tax  shall  be  imposed 

9  under  subsection  (a)  for  any  taxable  year  if — 

10  "(A)  the  preceding  taxable  year  was  a  tax- 

11  able  year  of  12  months, 

12  "(B)  the  individual  did  not  have  any  liability 

13  for  tax  for  the  preceding  taxable  year,  and 

14  "(C)  the  individual  was  a  citizen  or  resident 

15  of  the  United  States  throughout  the  preceding 

16  taxable  year. 

17  "(3)  Waivee  in  ceetain  cases. — No  addition 

18  to  tax  shall  be  imposed  under  subsection  (a)  with  re- 

19  spect  to  any  underpayment  to  the  extent  the  Secretary 

20  determines  that  by  reason  of  casualty,  disaster,  or 

21  other  unusual  circumstances  the  imposition  of  such  ad- 

22  dition  to  tax  would  be  against  equity  and  good  con- 

23  science. 
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1  "(f)  Tax  Computed  Aftee  Application  of  Ceed- 

2  its  Against  Tax. — For  purposes  of  this  section,  the  term 

3  'tax'  means — 

4  "(1)  the  tax  imposed  by  chapter  1,  plus 

5  "(2)  the  tax  imposed  by  chapter  2,  minus 

6  "(3)  the  sum  of— 

7  "(A)  the  credits  against  tax  allowed  by  part 

8  IV  of  subchapter  A  of  chapter  1,  other  than  the 

9  credit  against  tax  provided  by  section  31  (relating 

10  to  tax  withheld  on  wages),  plus 

11  "(B)  to  the  extent  allowed  under  regulations 

12  prescribed  by  the  Secretary,  any  overpayment  of 

13  the  tax  imposed  by  section  4986  (determined 

14  without  regard  to  section  4995(a)(4)(B)). 

15  "(g)  Application  of  Section  in  Case  of  Tax 

16  Withheld  on  Wages. — 

17  "(1)  In  geneeal. — For  purposes  of  applying  this 

18  section,  the  amount  of  the  credit  allowed  under  section 

19  31  for  the  taxable  year  shall  be  deemed  a  payment  of 

20  estimated  tax,  and  an  equal  part  of  such  amount  shall 

21  be  deemed  paid  on  each  due  date  for  such  taxable 

22  year,  unless  the  taxpayer  establishes  the  dates  on 

23  which  all  amounts  were  actually  withheld,  in  which 

24  case  the  amounts  so  withheld  shall  be  deemed  pay- 
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1  ments  of  estimated  tax  on  the  dates  on  which  such 

2  amounts  were  actually  withheld. 

3  "(2)   Sepaeate   application. — The  taxpayer 

4  may  apply  paragraph  (1)  separately  with  respect  to — 

5  "(A)  wage  withholding,  and 

6  "(B)  all  other  amounts  withheld  for  which 

7  credit  is  allowed  under  section  31. 

8  "(h)  Special  Rule  Wheee  Retuen  Filed  on  oe 


9  Befoee  Januaey  31. — If,  on  or  before  January  31  of  the 

10  following  taxable  year,  the  taxpayer  files  a  return  for  the 

11  taxable  year  and  pays  in  full  the  amount  computed  on  the 

12  return  as  payable,  then  no  addition  to  tax  shall  be  imposed 

13  under  subsection  (a)  with  respect  to  any  underpayment  of  the 

14  4th  required  installment  for  the  taxable  year. 


15  "(i)  Special  Rules  foe  Faemees  and  Fishee- 

16  men. — For  purposes  of  this  section — 

17  "(1)  In  geneeal. — If  an  individual  is  a  farmer  or 

18  fisherman  for  any  taxable  year — 

19  "(A)  there  shall  be  only  1  required  install- 

20  ment  for  the  taxable  year, 

21  "(B)  the  due  date  for  such  installment  shall 

22  be  January  15  of  the  following  taxable  year, 

23  "(C)  the  amount  of  such  installment  shall  be 

24  equal  to  the  required  annual  payment  (determined 
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1  under  subsection  (d)(1)(B)  by  substituting  '66% 

2  percent'  for  '80  percent',  and 

3  "(D)  subsection  (h)  shall  be  applied — 

4  "(i)  by  substituting  'March  1'  for  'Janu- 

5  ary  31',  and 

6  "(ii)  by  treating  the  required  installment 

7  described  in  subparagraph  (A)  of  this  para- 

8  graph  as  the  4th  required  installment. 

9  "(2)  Fabmek  oe  fisherman  defined. — An  in- 

10  dividual  is  a  farmer  or  fisherman  for  any  taxable  year 

11  if— 

12  "(A)  the  individual's  gross  income  from  farm- 

13  ing  or  fishing  (including  oyster  farming)  for  the 

14  taxable  year  is  at  least  66%  percent  of  the  total 

15  gross  income  from  all  sources  for  the  taxable 

16  year,  or 

17  "(B)  such  individual's  gross  income  from 

18  farming   or   fishing   (including   oyster  farming) 

19  shown  on  the  return  of  the  individual  for  the  pre- 

20  ceding  taxable  year  is  at  least  66%  percent  of  the 

21  total  gross  income  from  all  sources  shown  on  such 

22  return. 

23  "(j)  Fiscal  Years  and  Short  Years. — 

24  "(1)  Fiscal  years. — In  applying  this  section  to 

25  a  taxable  year  beginning  on  any  date  other  than  Janu- 
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1  ary  1,  there  shall  be  substituted,  for  the  months  speci- 

2  fied  in  this  section,  the  months  which  correspond  there- 

3  to. 

4  "(2)  Shoet  taxable  yeae. — This  section  shall 

5  be  applied  to  taxable  years  of  less  than  12  months  in 

6  accordance  with  regulations  prescribed  by  the  Secre- 

7  tary. 

8  "(k)  Estates  and  Teusts. — This  section  shall  not 

9  apply  to  any  estate  or  trust. 

10  "(1)  Regulations. — The  Secretary  shall  prescribe 

11  such  regulations  as  may  be  necessary  to  carry  out  the  pur- 

12  poses  of  this  section." 

13  SEC.  412.  REPEAL  OF  REQUIREMENT  OF  DECLARATIONS,  ETC. 

14  (a)  Geneeal  Rule. — The  following  provisions  are 

15  hereby  repealed: 

16  (1)  Section  6015  (relating  to  declaration  of  esti- 

17  mated  income  tax  by  individuals). 

18  (2)  Section  6073  (relating  to  time  for  filing  decla- 

19  rations  of  estimated  income  tax  by  individuals). 

20  (3)  Section  6153  (relating  to  installment  payments 

21  of  estimated  income  tax  by  individuals). 

22  (b)  Technical  and  Confoeming  Amendments. — 

23  (1)  Subsection  (g)  of  section  871  is  amended  by 

24  striking  out  paragraph  (6)  and  by  redesignating  para- 
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1  graphs  (7)  and  (8)  as  paragraphs  (6)  and  (7),  respec- 

2  tively. 

3  (2)  Subsection  (b)  of  section  1403  is  amended  by 

4  striking  out  paragraph  (3). 

5  (3)  Paragraph  (2)  of  section  6012(b)  is  amended 

6  by  striking  out  "or  section  6015(a)". 

7  (4)  Paragraph  (1)  of  section  6020(b)  is  amended 

8  by  striking  out  "(other  than  a  declaration  of  estimated 

9  tax  required  under  section  6015)". 

10  (5)  Paragraph  (1)  of  section  6201(b)  is  amended  to 

11  read  as  follows: 

12  "(1)    Estimated    income    tax. — No  unpaid 

13  amount  of  estimated  income  tax  required  to  be  paid 

14  under  section  6154  or  6654  shall  be  assessed." 

15  (6)  Paragraph  (5)  of  section  6362(e)  is  amended 

16  by  striking  out  "and  section  6015  and  other  provisions 

17  relating  to  declarations  of  estimated  income"  and  in- 

18  serting  in  lieu  thereof  "and  provisions  relating  to  esti- 

19  mated  income  tax". 

20  (7)  Subsection  (h)  of  section  6601  is  amended  to 

21  read  as  follows: 

22  "(h)  Exception  as  to  Estimated  Tax. — This  sec- 


23  tion  shall  not  apply  to  any  failure  to  pay  any  estimated  tax 

24  required  to  be  paid  by  section  6154  or  6654." 
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1  (8)  Subsection  (d)  of  section  6651  is  amended  to 

2  read  as  follows: 

3  "(d)  Exception  foe  Estimated  Tax. — This  section 

4  shall  not  apply  to  any  failure  to  pay  any  estimated  tax  re- 

5  quired  to  be  paid  by  section  6154  or  6654." 

6  (9)  Section  7203  is  amended  by  striking  out 

7  "(other  than  a  return  required  under  the  authority  of 

8  section  6015)". 

9  (10)  Subsection  (a)  of  section  7216  is  amended — 

10  (A)   by   striking   out   "or   declarations  or 

11  amended  declarations  of  estimated  tax  under  sec- 

12  tion  6015,",  and 

13  (B)  by  striking  out  "return  or  declaration" 

14  each  place  it  appears  and  inserting  in  lieu  thereof 

15  "return". 

16  (11)  Paragraph  (34)  of  section  7701(a)  is  hereby 

17  repealed. 

18  (c)  Clerical  Amendments. — 

19  (1)  The  table  of  sections  for  subpart  B  of  part  LT 

20  of  subchapter  A  of  chapter  61  is  amended  by  striking 

21  out  the  item  relating  to  section  6015. 

22  (2)  The  table  of  sections  for  part  V  of  subchapter 

23  A  of  chapter  61  is  amended  by  striking  out  the  item 

24  relating  to  section  6073. 
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1  (3)  The  table  of  sections  for  subchapter  A  of  chap- 

2  ter  62  is  amended  by  striking  out  the  item  relating  to 

3  section  6153. 

4  SEC.    413.    CREDITING    OF    INCOME    TAX  OVERPAYMENT 

5  AGAINST  ESTIMATED  TAX  LIABILITY. 

6  The  application  of  the  Internal  Revenue  Code  of  1954 

7  with  respect  to  the  crediting  of  a  prior  year  overpayment  of 

8  income  tax  against  the  estimated  tax  shall  be  determined — 

9  (1)  without  regard  to  Revenue  Ruling  83-111 

10  (and  without  regard  to  any  other  regulation,  ruling,  or 

11  decision  reaching  the  same  result  as,  or  a  result  similar 

12  to,  the  result  set  forth  in  such  Revenue  Ruling);  and 

13  (2)  with  full  regard  to  the  rules  (including  Reve- 

14  nue  Ruling  77-475)  before  Revenue  Ruling  83-111. 

15  SEC.  414.  EFFECTIVE  DATES. 

16  (a)  Sections  411  and  412. — The  amendments  made 

17  by  sections  411  and  412  shall  apply  with  respect  to  taxable 

18  years  beginning  after  December  31,  1984. 

19  (b)  Section  413. — The  provisions  of  section  413  shall 

20  take  effect  on  January  1,  1984. 

21  Subtitle  B — Domestic  Relations 

22  SEC.  421.  SHORT  TITLE. 

23  This  subtitle  may  be  cited  as  the  "Domestic  Relations 

24  Tax  Eeform  Act  of  1984". 
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1  SEC.  422.  TREATMENT  OF  TRANSFERS  OF  PROPERTY  BE- 

2  TWEEN  SPOUSES  OR  INCIDENT  TO  DIVORCE. 

3  (a)  Geneeal  Eule. — Part  m  of  subchapter  0  of 

4  chapter  1  (relating  to  common  nontaxable  exchanges)  is 

5  amended  by  adding  at  the  end  thereof  the  following  new 

6  section: 

7  "SEC.  1041.  TRANSFERS  OF  PROPERTY  BETWEEN  SPOUSES  OR 


8  INCIDENT  TO  DIVORCE. 

9  "(a)  General  Rule. — No  gain  or  loss  shall  be  recog- 

10  nized  on  a  transfer  of  property  from  an  individual  to  (or  in 

1 1  trust  for  the  benefit  of) — 

12  "(1)  a  spouse,  or 

13  "(2)  a  former  spouse,  but  only  if  the  transfer  is 

14  incident  to  the  divorce. 

15  "(b)  Teansfer  Treated  as  Gift;  Teansfeeee  Has 

16  Teansferoe's  Basis. — In  the  case  of  any  transfer  of  prop- 

17  erty  described  in  subsection  (a) — 

18  "(1)  for  purposes  of  this  subtitle,  the  property 

19  shall  be  treated  as  acquired  by  the  transferee  by  gift, 

20  and 

21  "(2)  the  basis  of  the  transferee  in  the  property 

22  shall  be  the  adjusted  basis  of  the  transferor. 

23  "(c)  Incident  to  Divoece. — For  purposes  of  subsec- 

24  tion  (a)(2),  a  transfer  of  property  is  incident  to  the  divorce  if 

25  such  transfer — 
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1  "(1)  occurs  within  1  year  after  the  date  on  which 

2  the  marriage  ceases,  or 

3  "(2)  is  related  to  the  cessation  of  the  marriage." 

4  (b)  Technical  Amendments. — 

5  (1)  Repeal  of  section  7  2(k). — Subsection  (k)  of 

6  section  72  (relating  to  payments  in  discharge  of  ali- 

7  mony)  is  hereby  repealed. 

8  (2)  Repeal  of  section  ioi(e). — Subsection  (e) 

9  of  section  101  (relating  to  alimony,  etc.,  payments)  is 

10  hereby  repealed. 

11  (3)  Coordination  with  section  45  3b. — Sec- 

12  tion  453B  (relating  to  gain  or  loss  on  disposition  of  in- 

13  stallment  obligations)  is  amended  by  adding  at  the  end 

14  thereof  the  following  new  subsection: 

15  "(g)  Transfers  Between  Spouses  or  Incident  to 

16  Divorce. — In  the  case  of  any  transfer  described  in  subsec- 

17  tion  (a)  of  section  1041 — 

18  "(1)  subsection  (a)  of  this  section  shall  not  apply, 

19  and 

20  "(2)  the  same  tax  treatment  with  respect  to  the 

21  transferred  installment  obligation  shall  apply  to  the 

22  transferee  as  would  have  applied  to  the  transferor." 

23  (4)  Term  interests. — Paragraph  (1)  of  section 

24  1001(e)  (relating  to  certain  term  interest)  is  amended 
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1  by  striking  out  "section  1014  or  1015"  and  inserting 

2  in  lieu  thereof  "section  1014,  1015,  or  1041". 

3  (5)  COOEDINATION  WITH  SECTION   1015. — SeC- 

4  tion  1015  (relating  to  basis  of  property  acquired  by 

5  gifts  and  transfers  in  trust)  is  amended  by  adding  at 

6  the  end  thereof  the  following  new  subsection: 

7  "(e)  Gifts  Between  Spouses. — In  the  case  of  any 


8  property  acquired  by  gift  in  a  transfer  described  in  section 

9  1041(a),  the  basis  of  such  property  in  the  hands  of  the  trans- 

10  feree  shall  be  determined  under  section  1041(b)(2)  and  not 

11  this  section." 


12  (6)  COOEDINATION  WITH  SECTION  1239. — 

13  (A)    Subsection   (b)   of   section    1239,  as 

14  amended  by  this  Act,  is  amended  by  striking  out 

15  paragraph  (1)  and  by  redesignating  paragraphs  (2) 

16  and  (3)  as  paragraphs  (1)  and  (2),  respectively. 

17  (B)  Subparagraph  (C)  of  section  453(h)(1) 

18  (relating  to  special  rule  where  obligor  and  share- 

19  holder  are  related  persons)  is  amended  by  striking 

20  out  "the  obligor  of  any  installment  obligation  and 

21  the  shareholder  are  related  persons"  and  inserting 

22  in  lieu  thereof  "the  obligor  of  any  installment  obli- 

23  gation  and  the  shareholder  are  married  to  each 

24  other  or  are  related  persons". 
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1  (C)  The  subsection  heading  for  section  453(g) 

2  is  amended  by  striking  out  "Spouse  ok". 

3  (7)  Coordination  with  section  47. — Section 

4  47  (relating  to  certain  dispositions,  etc.,  of  section  38 

5  property)  is  amended  by  adding  at  the  end  thereof  the 

6  following  new  subsection: 

7  "(e)  Transfers  Between  Spouses  or  Incident  to 

8  Divorce. — In  the  case  of  any  transfer  described  in  subsec- 

9  tion  (a)  of  section  1041 — 

10  "(1)  subsection  (a)  of  this  section  shall  not  apply, 

11  and 

12  "(2)  the  same  tax  treatment  under  this  section 

13  with  respect  to  the  transferred  property  shall  apply  to 

14  the    transferee    as    would    have    applied    to  the 

15  transferor." 

16  (c)  Clerical  Amendment. — The  table  of  sections  for 

17  such  part  HI  is  amended  by  adding  at  the  end  thereof  the 

18  following: 

"Sec.  1041.  Transfers  of  property  between  spouses  or  incident  to 
divorce." 

19  (d)  Effective  Dates. — 

20  (1)  In  general. — Except  as  otherwise  provided 

21  in  this  subsection,  the  amendments  made  by  this  sec- 

22  tion  shall  apply  to  transfers  after  the  date  of  the  enact- 

23  ment  of  this  Act  in  taxable  years  ending  after  such 

24  date. 
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1  (2)  Election  to  have  amendments  apply  to 

2  teansfees  aftee  1983. — If  both  spouses  or  former 

3  spouses  make  an  election  under  this  paragraph,  the 

4  amendments  made  by  this  section  shall  apply  to  all 

5  transfers  made  by  such  spouses  (or  former  spouses) 

6  after  December  31,  1983. 

7  (3)  Exception  foe  teansfees  pursuant  to 

8  existing  deceees. — Except  in  the  case  of  an  elec- 

9  tion  under  paragraph  (2),  the  amendments  made  by  this 

10  section  shall  not  apply  to  transfers  under  any  instru- 

11  ment  in  effect  on  or  before  the  date  of  the  enactment 

12  of  this  Act  unless  both  spouses  (or  former  spouses) 

13  elect  to  have  such  amendments  apply  to  transfers 

14  under  such  section. 

15  (4)  Election. — Any  election  under  paragraph  (2) 

16  or  (3)  shall  be  made  in  such  manner,  at  such  time,  and 

17  subject  to  such  conditions,  as  the  Secretary  of  the 

18  Treasury  or  his  delegate  may  by  regulations  prescribe. 

19  SEC.  423.  TAX  TREATMENT  OF  ALIMONY  AND  SEPARATE 

20  MAINTENANCE  PAYMENTS. 

21  (a)  Geneeal  Rule. — Section  71  (relating  to  alimony 

22  and  separate  maintenance  payments)  is  amended  to  read  as 

23  follows: 
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1  "SEC.   71.   ALIMONY   AND   SEPARATE   MAINTENANCE  PAY- 

2  MENTS. 

3  "(a)  General  Rule. — Gross  income  includes  amounts 

4  received  as  alimony  or  separate  maintenance  payments. 

5  "(b)  Alimony  oe  Separate  Maintenance  Pay- 

6  ments  Defined. — For  purposes  of  this  section — 

7  "(1)  In  general. — The  term  'alimony  or  sepa- 

8  rate  maintenance  payment'  means  any  payment  in  cash 

9  if— 

10  "(A)  such  payment  is  received  by  (or  on 

11  behalf  of)  a  spouse  under  a  divorce  or  separation 

12  instrument, 

13  "(B)  the  divorce  or  separation  instrument 

14  does  not  designate  such  payment  as  a  payment 

15  which  is  not  includible  in  gross  income  under  this 

16  section  and  not  allowable  as  a  deduction  under 

17  section  215, 

18  "(C)  in  the  case  of  an  individual  legally  sepa- 

19  rated  from  his  spouse  under  a  decree  of  divorce  or 

20  of  separate  maintenance,  the  payee  spouse  and 

21  the  payor  spouse  are  not  members  of  the  same 

22  household  at  the  time  such  payment  is  made,  and 

23  "(D)  there  is  no  liability  to  make  any  such 

24  payment  for  any  period  after  the  death  of  the 

25  payee  spouse  and  there  is  no  liability  to  make  any 

26  payment  (in  cash  or  property)  as  a  substitute  for 
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1  such  payments  after  the  death  of  the  payee 

2  spouse. 

3  "(2)  Divorce  or  separation  instrument. — 

4  The  term  'divorce  or  separation  instrument'  means — 

5  "(A)  a  decree  of  divorce  or  separate  mainte- 

6  nance  or  a  written  instrument  incident  to  such  a 

7  decree, 

8  "(B)  a  written  separation  agreement,  or 

9  "(C)  a  decree  (not  described  in  subparagraph 

10  (A))  requiring  a  spouse  to  make  payments  for  the 

11  support  or  maintenance  of  the  other  spouse. 

12  "(c)  Payments  To  Support  Minor  Children. — 


13  Subsection  (a)  shall  not  apply  to  that  part  of  any  payment 

14  which  the  terms  of  the  divorce  or  separation  instrument  fix 

15  (in  terms  of  an  amount  of  money  or  a  part  of  the  payment)  as 

16  a  sum  which  is  payable  for  the  support  of  minor  children  of 

17  the  spouses.  For  purposes  of  the  preceding  sentence,  if  any 

18  payment  is  less  than  the  amount  specified  in  the  instrument, 

19  then  so  much  of  such  payment  as  does  not  exceed  the  sum 

20  payable  for  support  shall  be  considered  a  payment  for  such 

21  support. 

22  "(d)  Spouse. — For  purposes  of  this  section,  the  term 

23  'spouse'  includes  a  former  spouse. 
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1  "(e)  Exception  foe  Joint  Returns. — This  section 

2  and  section  215  shall  not  apply  if  the  spouses  make  a  joint 

3  return  with  each  other. 

4  -"(f)  Recomputation  Wheee  Excess  Feont-Load- 

5  ing  of  Alimony  Payments. — 

6  "(1)  In  geneeal. — If  there  are  excess  alimony 

7  payments — 

8  "(A)  the  payor  spouse  shall  include  the 

9  amount  of  such  excess  payments  in  gross  income 

10  for  the  payor  spouse's  taxable  year  beginning  in 

11  the  3rd  post-separation  year,  and 

12  "(B)  the  payee  spouse  shall  be  allowed  a  de- 

13  duction  in  computing  adjusted  gross  income  for 

14  the  amount  of  such  excess  payments  for  the 

15  payee's  taxable  year  beginning  in  the  3rd  post- 
16  separation  year. 

17  "(2)  Excess  alimony  payments. — For  pur- 

18  poses  of  this  subsection,  the  term  'excess  alimony  pay- 

19  ments'  means  the  sum  of — 

20  "(A)  the  excess  payments  for  the  1st  post- 
21  separation  year,  and 

22  "(B)  the  excess  payments  for  the  2nd  post- 
23  separation  year. 

24  "(3)  Excess  payments  foe  ist  post-sepaea- 

25  tion  yeae. — For  purposes  of  this  subsection,  the 
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1  amount  of  the  excess  payments  for  the  1st  post-separa- 

2  tion  year  is  the  excess  (if  any)  of — 

3  "(A)  the  amount  of  the  alimony  or  separate 

4  maintenance  payments  paid  by  the  payor  spouse 

5  during  the  1st  post-separation  year,  over 

6  "(B)  the  sum  of— 

7  "(i)  the  average  of — 

8  "(I)  the  alimony  or  separate  main- 

9  tenance  payments  paid  by  the  payor 

10  spouse  during  the  2nd  post-separation 

11  year,  reduced  by  the  excess  payments 

12  for  the  2nd  post-separation  year,  and 

13  "(II)    the    alimony    or  separate 

14  maintenance    payments    paid   by  the 

15  payor  spouse  during  the  3rd  post-sepa- 

16  ration  year,  plus 

17  "(ii)  $15,000. 

18  "(4)  Excess  payments  foe  2nd  post-sepaea- 

19  tion  yeae. — For  purposes  of  this  subsection,  the 

20  amount  of  the  excess  payments  for  the  2nd  post-sepa- 

21  ration  year  is  the  excess  (if  any)  of — 

22  "(A)  the  amount  of  the  alimony  or  separate 

23  maintenance  payments  paid  by  the  payor  spouse 

24  during  the  2nd  post-separation  year,  over 

25  "(B)  the  sum  of— 
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1  "(i)  the  amount  of  the  alimony  or  sepa- 

2  rate   maintenance   payments   paid  by  the 

3  payor  spouse  during  the  3rd  post-separation 

4  year,  plus 

5  'ID  $15,000. 

6  "(5)  Exceptions. — 

7  "(A)  Where  payment  ceases  by  eeason 

8  OF   death   or   remarriage. — Paragraph  (1) 

9  shall  not  apply  if — 

10  (i)  either  spouse  dies  before  the  close  of 

11  the  3rd  post-separation  year,  or  the  payee 

12  spouse  remarries  before  the  close  of  the  3rd 

13  post-separation  year,  and 

14  (ii)  the  alimony  or  separate  maintenance 

15  payments  cease  by  reason  of  such  death  or 

16  remarriage. 

17  "(B)  Support  payments. — For  purposes  of 

18  this  subsection,  the  term  'alimony  or  separate 

19  maintenance  payment'  shall  not  include  any  pay- 

20  ment  received  under  a  decree  described  in  subsec- 

21  tion  (b)(2)(C). 

22  "(C)  Fluctuating  payments  not  within 

23  control  of  payor  spouse. — For  purposes  of 

24  this  subsection,  the  term  'alimony  or  separate 

25  maintenance  payment'  shall  not  include  any  pay- 
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1  ment  to  the  extent  it  is  made  pursuant  to  a  con- 

2  tinuing  liability  (over  a  period  of  not  less  than  3 

3  years)  to  pay  a  fixed  portion  of  the  income  from  a 

4  business  or  property  or  from  compensation  for  em- 

5  ployment  or  self-employment. 

6  "(6)  Post-sepaeation  years. — For  purposes  of 

7  this  subsection,  the  term  '1st  post-separation  year' 

8  means  the  1st  calendar  year  in  which  the  payor  spouse 

9  paid  to  the  payee  spouse  alimony  or  separate  mainte- 

10  nance  payments  to  which  this  section  applies.  The  2nd 

11  and  3rd  post-separation  years  shall  be  the  1st  and  2nd 

12  succeeding  calendar  years,  respectively." 

13  (b)  Amendment  of  Section  215. — Section  215  (relat- 

14  ing  to  deduction  for  alimony,  etc.,  payments)  is  amended  to 

15  read  as  follows: 

16  "SEC.  215.  ALIMONY,  ETC.,  PAYMENTS. 

17  "(a)  General  Rule. — In  the  case  of  an  individual, 

18  there  shall  be  allowed  as  a  deduction  an  amount  equal  to  the 

19  alimony  or  separate  maintenance  payments  paid  during  such 

20  individual's  taxable  year. 

21  "(b)  Alimony  or  Separate  Maintenance  Pay- 

22  ments  Defined. — For  purposes  of  this  section,  the  term 

23  'alimony  or  separate  maintenance  payment'  means  any  ali- 

24  mony  or  separate  maintenance  payment  (as  defined  in  section 
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1  71(b))  which  is  includible  in  the  gross  income  of  the  recipient 

2  under  section  71. 

3  "(c)  Requirement  of  Identification  Number. — 

4  The  Secretary  may  prescribe  regulations  under  which — 

5  "(1)  any  individual  receiving  alimony  or  separate 

6  maintenance  payments  is  required  to  furnish  such  indi- 

7  vidual's  taxpayer  identification  number  to  the  individu- 

8  al  making  such  payments,  and 

9  "(2)  the  individual  making  such  payments  is  re- 

10  quired  to  include  such  taxpayer  identification  number 

11  on  such  individual's  return  for  the  taxable  year  in 

12  which  such  payments  are  made. 

13  "(d)  Coordination  With  Section  682. — No  deduc- 

14  tion  shall  be  allowed  under  this  section  with  respect  to  any 

15  payment  if,  by  reason  of  section  682  (relating  to  income  of 

16  alimony  trusts),  the  amount  thereof  is  not  includible  in  such 

17  individual's  gross  income." 

18  (c)  Penalty  for  Failure  To  Supply  Identifying 

19  Number. — Section  6676  (relating  to  failure  to  supply  identi- 

20  fying  number)  is  amended  by  redesignating  subsection  (c)  as 

21  subsection  (d)  and  by  inserting  after  subsection  (b)  the  follow- 

22  ing  new  subsection: 

23  "(c)  Penalty  for  Failure  To  Supply  Identifying 

24  Number  Under  Section  215. — If  any  person  who  is  re- 

25  quired  by  regulations  prescribed  under  section  215 — 
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1  "(1)  to  furnish  his  taxpayer  identification  number 

2  to  another  person,  or 

3  "(2)  to  include  on  his  return  the  taxpayer  identifi- 

4  cation  number  of  another  person, 


5  fails  to  comply  with  such  requirement  at  the  time  prescribed 

6  by  such  regulations,  such  person  shall,  unless  it  is  shown  that 

7  such  failure  is  due  to  reasonable  cause  and  not  to  willful  ne- 

8  gleet,  pay  a  penalty  of  $50  for  each  such  failure." 


9  (d)  Technical  Amendments. — 

10  (1)  Subparagraph  (B)  of  section  219(b)(4)  (relating 

11  to  certain  divorced  individuals)  is  amended  by  striking 

12  out  all  that  follows  "gross  income"  and  inserting  in 

13  lieu  thereof  "under  section  71  (relating  to  alimony  and 

14  separate  maintenance  payments)  by  reason  of  a  pay- 

15  ment  under  a  decree  of  divorce  or  separate  mainte- 

16  nance  or  a  written  instrument  incident  to  such  a 

17  decree." 

18  (2)  Subsection  (b)  of  section  682  (relating  to 

19  income  of  an  estate  or  trust  in  case  of  divorce,  etc.)  is 

20  amended — 

21  (A)  by  striking  out  "or  section  71",  and 

22  (B)  by  striking  out  the  last  sentence. 

23  (3)  Paragraph  (17)  of  section  7701(a)  (defining 

24  husband  and  wife)  is  amended  by  striking  out  "71, 
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1  152(b)(4),  215,  and  682"  and  inserting  in  lieu  thereof 

2  "152(b)(4)  and  682". 

3  (e)  Effective  Date. — 

4  (1)  In  geneeal. — The  amendments  made  by  this 

5  section  shall  apply  with  respect  to  divorce  or  separa- 

6  tion  instruments  (as  defined  in  section  71(b)(2)  of  the 

7  Internal  Ee venue  Code  of  1954,  as  amended  by  this 

8  section)  executed  after  December  31,  1984. 

9  (2)  Modifications  of  insteuments  executed 

10  befoee  jantjaey  i,  1985. — The  amendments  made 

11  by  this  section  shall  also  apply  to  any  divorce  or  sepa- 

12  ration  instrument  (as  so  defined)  executed  before  Janu- 

13  ary  1,  1985,  but  modified  on  or  after  such  date  if  the 

14  modification  expressly  provides  that  the  amendments 

15  made  by  this  section  shall  apply  to  such  modification. 

16  SEC.  424.  DEPENDENCY  EXEMPTION  IN  THE  CASE  OF  CHILD 

17  OF  DIVORCED  PARENTS,  ETC. 

18  (a)  Geneeal  Rule. — Subsection  (e)  of  section  152  (re- 

19  lating  to  support  test  in  case  of  child  of  divorced  parents, 

20  etc.)  is  amended  to  read  as  follows: 

21  "(e)  Suppoet  Test  in  Case  of  Child  of  Divoeced 

22  Paeents,  Etc. — 

23  "(1)  Custodial  paeent  gets  exemption. — 

24  Except  as  otherwise  provided  in  this  subsection,  if — 
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1  "(A)  a  child  (as  defined  in  section  151(e)(3)) 

2  receives  over  half  of  his  support  during  the  calen- 

3  dar  year  from  his  parents — 

4  "(i)  who  are  divorced  or  legally  separat- 

5  ed  under  a  decree  of  divorce  or  separate 

6  maintenance, 

7  "(ii)  who  are  separated  under  a  written 

8  separation  agreement,  or 

9  "(iii)  who  live  apart  at  all  times  during 

10  the  last  6  months  of  the  calendar  year,  and 

11  "(B)  such  child  is  in  the  custody  of  one  or 

12  both  of  his  parents  for  more  than  one-half  of  the 

13  calendar  year, 

14  such  child  shall  be  treated,  for  purposes  of  subsection 

15  (a),  as  receiving  over  half  of  his  support  during  the  cal- 

16  endar  year  from  the  parent  having  custody  for  a  great- 

17  er  portion  of  the  calendar  year  (hereinafter  in  this  sub- 

18  section  referred  to  as  the  'custodial  parent'). 

19  "(2)  Exception  wheee  custodial  parent 

20  releases  claim  to  exemption  for  the  year. — 

21  A  child  of  parents  described  in  paragraph  (1)  shall  be 

22  treated  as  having  received  over  half  of  his  support 

23  during  a  calendar  year  from  the  noncustodial  parent 

24  if— 
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1  "(A)  the  custodial  parent  signs  a  written  dec- 

2  laration  (in  such  manner  and  form  as  the  Secre- 

3  tary  may  by  regulations  prescribe)  that  such  cus- 

4  todial  parent  will  not  claim  such  child  as  a  de- 

5  pendent  for  any  taxable  year  beginning  in  such 

6  calendar  year,  and 

7  "(B)  the  noncustodial  parent  attaches  such 

8  written  declaration  to  the  noncustodial  parent's 

9  return  for  the  taxable  year  beginning  during  such 

10  calendar  year. 

11  For  purposes  of  this  subsection,  the  term  'noncustodial 

12  parent'  means  the  parent  who  is  not  the  custodial 

13  parent. 

14  "(3)     Exception    foe  multiple-suppoet 

15  ageeement. — This  subsection  shall  not  apply  in  any 

16  case  where  over  half  of  the  support  of  the  child  is 

17  treated  as  having  been  received  from  a  taxpayer  under 

18  the  provisions  of  subsection  (c). 

19  "(4)  Exception  foe  ceetain  pee-1985  in- 

20  steuments. — 

21  "(A)  In  geneeal. — A  child  of  parents  de- 

22  scribed  in  paragraph  (1)  shall  be  treated  as  having 

23  received  over  half  his  support  during  a  calendar 

24  year  from  the  noncustodial  parent  if — 


1  "(i)  a  qualified  pre- 1985  instrument  be- 

2  tween  the  parents  applicable  to  the  taxable 

3  year  beginning  in  such  calendar  year  pro- 

4  vides  that  the  noncustodial  parent  shall  be 

5  entitled  to  any  deduction  allowable  under 

6  section  151  for  such  child,  and 

7  "(ii)  the  noncustodial  parent  provides  at 

8  least  $600  for  the  support  of  such  child 

9  during  such  calendar  year. 

10  For  purposes  of  this  subparagraph,  amounts  ex- 

11  pended  for  the  support  of  a  child  or  children  shall 

12  be  treated  as  received  from  the  noncustodial 

13  parent  to  the  extent  that  such  parent  provided 

14  amounts  for  such  support. 

15  "(B)  Qualified  pee-1985  insteument. — 

16  For  purposes  of  this  paragraph,  the  term  'qualified 

17  pre- 1985  instrument'  means  any  decree  of  divorce 

18  or  separate  maintenance  or  written  agreement — 

19  "(i)  which  is  executed  before  January  1, 

20  1985, 

21  "(ii)  which  on  such  date  contains  the 

22  provision  described  in  subparagraph  (A)(i), 

23  and 

24  "(hi)  which  is  not  modified  on  or  after 

25  such  date  in  a  modification  which  expressly 
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1  provides  that  this  paragraph  shall  not  apply 

2  to  such  decree  or  agreement. 

3  "(5)  Special  eule  foe  suppoet  eeceived 

4  feom  new  spouse  of  paeent. — For  purposes  of  this 

5  subsection,  in  the  case  of  the  remarriage  of  a  parent, 

6  support  of  a  child  received  from  the  parent's  spouse 

7  shall  be  treated  as  received  from  the  parent. 

8  "(6)  Ceoss  eefeeence. — 

"For  provision  treating  child  as  dependent  of  both  par- 
ents for  purposes  of  medical  expense  deduction,  see  sec- 
tion 213(d)(4)." 

9  (b)  Teeatment  as  Dependent  of  Both  Parents 

10  foe  Medical  Expense  Deduction. — 

11  (1)  Subsection  (d)  of  section  213  (relating  to  defi- 

12  nitions)  is  amended  by  redesignating  paragraphs  (4), 

13  (5),  and  (6)  as  paragraphs  (5),  (6),  and  (7),  respectively, 

14  and  by  inserting  after  paragraph  (3)  the  following  new 

15  paragraph: 

16  "(4)  Special  eule  in  the  case  of  child  of 

17  divoeced  parents,  etc. — Any  child  to  whom  sec- 

18  tion  152(e)  applies  shall  be  treated  as  a  dependent  of 

19  both  parents  for  purposes  of  this  section." 

20  (2)  Subsection  (b)  of  section  105  is  amended  by 

21  adding  at  the  end  thereof  the  following  new  sentence: 

22  "Any  child  to  whom  section  152(e)  applies  shall  be 

23  treated  as  a  dependent  of  both  parents  for  purposes  of 

24  this  section." 
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1  (3)  Paragraph  (6)  of  section  213(d)  (as  redesignat- 

2  ed  by  paragraph  (1))  is  amended  by  striking  out  "the 

3  limitations  of  paragraph  (4)"  and  inserting  in  lieu 

4  thereof  "the  limitations  of  paragraph  (5)". 

5  (c)  Treatment  of  Certain  Married  Individuals 

6  Living  Apart. — 

7  (1)  Subsection  (b)  of  section  143  (relating  to  cer- 

8  tain  married  individuals  living  apart)  is  amended  to 

9  read  as  follows: 

10  "(b)    Certain    Married    Individuals  Living 

11  Apart. — For  purposes  of  those  provisions  of  this  title  which 

12  refer  to  this  subsection,  if — 

13  "(1)  an  individual  who  is  married  (within  the 

14  meaning  of  subsection  (a))  and  who  files  a  separate 

15  return  maintains  as  his  home  a  household  which  consti- 

16  tutes  for  more  than  one-half  of  the  taxable  year  the 

17  principal  place  of  abode  of  a  child  (within  the  meaning 

18  of  section  151(e)(3))  with  respect  to  whom  such  indi- 

19  vidual  is  entitled  to  a  deduction  for  the  taxable  year 

20  under  section  151  (or  would  be  so  entitled  but  for 

21  paragraph  (2)  or  (4)  of  section  152(e)), 

22  "(2)  such  individual  furnishes  over  one-half  of  the 

23  cost  of  maintaining  such  household  during  the  taxable 

24  year,  and 


31-409  O  -  84  -  33  BK  1 


494 

1  "(3)  during  the  last  6  months  of  the  taxable  year, 

2  such  individual's  spouse  is  not  a  member  of  such 

3  household, 

4  such  individual  shall  not  be  considered  as  married.' ' 

5  (2)  Subparagraph  (A)  of  section  2(b)(1)  (defining 

6  head  of  household)  is  amended — 

7  (A)  by  striking  out  " which  constitutes  for 

8  such  taxable  year"  and  inserting  in  lieu  thereof 

9  '  'which  constitutes  for  more  than  one-half  of  such 

10  taxable  year",  and 

11  (B)  by  striking  out  '  'under  section  151"  in 

12  clause  (i)  and  inserting  in  lieu  thereof  "under  sec- 

13  tion  151  (or  would  be  so  entitled  but  for  para- 

14  graph  (2)  or  (4)  of  section  152(e))". 

15  (3)  Paragraph  (1)  of  section  43(c)  (defining  eligible 

16  individual)  is  amended — 

17  (A)  by  inserting  after  "section  151(e)(3))"  in 

18  subparagraph  (A)(i)  the  following:  "or  would  be  so 

19  entitled  but  for  paragraph  (2)  or  (4)  of  section 

20  152(e)",  and 

21  (B)  by  striking  out  "the  child  has  the  same 

22  principal  place  of  abode  as  the  individual"  in  sub- 

23  paragraph  (B)  and  inserting  in  lieu  thereof  "the 

24  child  has  the  same  principal  place  of  abode  as  the 


1  individual  for  more  than  one-half  of  the  taxable 

2  year". 

3  (4)  Paragraph  (5)  of  section  44A(f)  (relating  to 

4  special  dependency  test  in  case  of  divorced  parents, 

5  etc.)  is  amended  to  read  as  follows: 

6  "(5)  Special  dependency  test  in  case  of  di- 

7  vorced  parents,  etc. — if — 

8  "(A)  paragraph  (2)  or  (4)  of  section  152(e) 

9  applies  to  any  child  with  respect  to  any  calendar 

10  year,  and 

11  "(B)  such  child  is  under  the  age  of  15  or  is 

12  physically  or  mentally  incapable  of  caring  for  him- 

13  self, 

14  in  the  case  of  any  taxable  year  beginning  in  such  cal- 

15  endar  year,  such  child  shall  be  treated  as  a  qualifying 

16  individual  described  in  subparagraph  (A)  or  (B)  of  sub- 

17  section  (c)(1)  (whichever  is  appropriate)  with  respect  to 

18  the  custodial  parent  (within  the  meaning  of  section 

19  152(e)(1)),  and  shall  not  be  treated  as  a  qualifying  indi- 

20  vidual  with  respect  to  the  noncustodial  parent." 

21  (d)  Effective  Date. — The  amendments  made  by  this 


22  section  shall  apply  to  taxable  years  beginning  after  December 

23  31,  1984. 
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1  SEC.  425.  INNOCENT  SPOUSE  RELIEVED  OF  LIABILITY  IN  CER- 

2  TAIN  CASES. 

3  (a)  Geneeal  Rule. — Subsection  (e)  of  section  6013 

4  (relating  to  spouse  relieved  of  liability  in  certain  cases)  is 

5  amended  to  read  as  follows: 

6  "(e)  Spouse  Relieved  of  Liability  in  Certain 

7  Cases. — 

8  "(1)  In  general. — Under  regulations  prescribed 

9  by  the  Secretary,  if — 

10  "(A)  a  joint  return  has  been  made  under  this 

11  section  for  a  taxable  year, 

12  "(B)  on  such  return  there  is  a  substantial  un- 

13  derstatement  of  tax  attributable  to  grossly  errone- 

14  ous  items  of  one  spouse, 

15  "(C)  the  other  spouse  establishes  that  in 

16  signing  the  return  he  or  she  did  not  know,  and 

17  had  no  reason  to  know,  that  there  was  such  sub- 

18  stantial  understatement,  and 

19  "(D)  taking  into  account  all  the  facts  and  cir- 

20  cumstances,  it  is  inequitable  to  hold  the  other 

21  spouse  liable  for  the  deficiency  in  tax  for  such 

22  taxable  year  attributable  to  such  substantial  un- 

23  derstatement, 

24  then  the  other  spouse  shall  be  relieved  of  liability  for 

25  tax  (including  interest,  penalties,  and  other  amounts) 
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1  for  such  taxable  year  to  the  extent  such  liability  is  at- 

2  tributable  to  such  substantial  understatement. 

3  "(2)  Geossly  erroneous  items. — For  pur- 

4  poses  of  this  subsection,  the  term  'grossly  erroneous 

5  items'  means,  with  respect  to  any  spouse — 

6  "(A)  any  item  of  gross  income  attributable  to 

7  such  spouse  which  is  omitted  from  gross  income, 

8  and 

9  "(B)  any  claim  of  a  deduction  or  credit  by 

10  such  spouse  in  an  amount  for  which  there  is  no 

11  basis  in  fact  or  law. 

12  "(3)    Substantial    understatement. — For 

13  purposes  of  this  subsection,  the  term  'substantial  un- 

14  derstatement'  means  any  understatement  (as  defined  in 

15  section  6661(b)(2)(A))  which  exceeds  $500. 

16  "(4)  Special  rule. — For  purposes  of  paragraph 

17  (2)(A),  the  determination  of  the  spouse  to  whom  items 

18  of  gross  income  (other  than  gross  income  from  proper- 

19  ty)  are  attributable  shall  be  made  without  regard  to 

20  community  property  laws." 

21  (b)  Treatment  of  Community  Income. — Section  66 


22  (relating  to  treatment  of  community  income  where  spouses 

23  live  apart)  is  amended  by  redesignating  subsection  (b)  as  sub- 

24  section  (c)  and  by  inserting  after  subsection  (a)  the  following 

25  new  subsection: 
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1  "(b)  Spouse  Relieved  of  Liability  in  Ceetain 

2  Other  Cases. — Under  regulations  prescribed  by  the  Secre- 

3  tary,  if — 

4  "(1)  an  individual  does  not  file  a  joint  return  for 

5  any  taxable  year, 

6  "(2)  such  individual  does  not  include  in  gross 

7  income  for  such  taxable  year  an  item  of  community 

8  income  properly  includible  therein  which,  in  accordance 

9  with  the  rules  contained  in  section  879(a),  would  be 

10  treated  as  the  income  of  the  other  spouse, 

11  "(3)  the  individual  establishes  that  he  or  she  did 

12  not  know  of,  and  had  no  reason  to  know  of,  such  item 

13  of  community  income,  and 

14  "(4)  taking  into  account  all  facts  and  circum- 

15  stances,  it  is  inequitable  to  include  such  item  of  com- 

16  munity  income  in  such  individual's  gross  income, 

17  then,  for  purposes  of  this  title,  such  items  of  community 

18  income  shall  be  included  in  the  gross  income  of  the  other 

19  spouse  (and  not  in  the  gross  income  of  the  individual)/ ' 

20  (c)  Effective  Date. — The  amendments  made  by  sub- 

21  sections  (a)  and  (b)  shall  apply  to  all  taxable  years  to  which 

22  the  Internal  Revenue  Code  of  1954  applies.  Corresponding 

23  provisions  shall  be  deemed  to  be  included  in  the  Internal 

24  Revenue  Code  of  1939  and  shall  apply  to  all  taxable  years  to 

25  which  such  Code  applies. 
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1  SEC.  426.  TREATMENT  OF  CERTAIN  PROPERTY  SETTLEMENTS 

2  FOR  PURPOSES  OF  ESTATE  AND  GIFT  TAXES 

3  (a)  Deduction  Allowed  Against  Estate  Tax  foe 

4  Teansfees  Satisfying  Section  2516. — 

5  (1)  In  geneeal. — Subsection  (b)  of  section  2043 

6  (relating  to  transfers  for  insufficient  consideration)  is 

7  amended  to  read  as  follows: 

8  "(b)  Maeital  Eights  Not  Teeated  as  Consideea- 

9  tion. — 

10  "(1)  In  geneeal. — For  purposes  of  this  chapter,  a  re- 

1 1  linquishment  or  promised  relinquishment  of  dower  or  curtesy, 

12  or  of  a  statutory  estate  created  in  lieu  of  dower  or  curtesy,  or 

13  of  other  marital  rights  in  the  decedent's  property  or  estate, 

14  shall  not  be  considered  to  any  extent  a  consideration  'in 

15  money  or  money's  worth'. 

16  "(2)  Exception. — For  purposes  of  section  2053  (relat- 

17  ing  to  expenses,  indebtedness,  and  taxes),  a  transfer  of  prop- 

18  erty  which  satisfies  the  requirements  of  paragraph  (1)  of  sec- 

19  tion  2516  (relating  to  certain  property  settlements)  shall  be 

20  considered  to  be  made  for  an  adequate  and  full  consideration 

21  in  money  or  money's  worth." 

22  (2)  Ceoss  eefeeence. — Subsection  (e)  of  section 

23  2053  (relating  to  deduction  for  expenses,  indebtedness, 

24  and  taxes)  is  amended  to  read  as  follows: 

25  "(e)  Maeital  Eights. — 
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"For  provisions  treating  certain  relinquishments  of 

marital  rights  as  consideration  in  money  or  money's 
worth,  see  section  2043(b)(2)." 

1  (b)  Section  2516  Extended  to  Ageeements  En- 

2  tered  Into  Within  1  Year  After  Divorce. — Section 

3  2516  (relating  to  certain  property  settlements)  is  amended  by 

4  striking  out  so  much  of  such  section  as  precedes  paragraph 

5  (1)  thereof  and  inserting  in  lieu  thereof  the  following: 

6  '  'Where  a  husband  and  wife  enter  into  a  written  agree- 

7  ment  relative  to  their  marital  and  property  rights  and  divorce 

8  occurs  within  the  3 -year  period  beginning  on  the  date  1  year 

9  before  such  agreement  is  entered  into  (whether  or  not  such 

10  agreement  is  approved  by  the  divorce  decree),  any  transfers 

11  of  property  or  interests  in  property  made  pursuant  to  such 

12  agreement — "> 


13  (c)  Effective  Dates. — 

14  (1)  Subsection  (a). — The  amendments  made  by 

15  subsection  (a)  shall  apply  to  estates  of  decedents  dying 

16  after  the  date  of  the  enactment  of  this  Act. 

17  (2)  Subsection  (b). — The  amendment  made  by 

18  subsection  (b)  shall  apply  to  transfers  after  the  date  of 

19  the  enactment  of  this  Act. 

20  SEC.  427.  INCOME  FROM  SHELTERED  WORKSHOPS  NOT  TAKEN 

21  INTO  account  IN  determining  dependency 

22  exemption. 

23  (a)  In  General. — Subsection  (e)  of  section  151  (relat- 

24  ing  to  additional  personal  exemption  for  dependents)  is 
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1  amended  by  adding  at  the  end  thereof  the  following  new 

2  paragraph: 


3  "(5)  Certain  income  of  handicapped  de- 

4  pendents  not  taken  into  account. — 

5  "(A)  In  general. — For  purposes  of  para- 

6  graph  (1)(A),  the  gross  income  of  an  individual 

7  who  is  permanently  and  totally  disabled  shall  not 

8  include  income  attributable  to  services  performed 

9  by  the  individual  at  a  sheltered  workshop  if — 

10  "(i)  the  availability  of  medical  care  at 

11  such  workshop  is  the  principal  reason  for  his 

12  presence  there,  and 

13  "(ii)  the  income  arises  solely  from  activ- 

14  ities  at  such  workshop  which  are  incident  to 

15  such  medical  care. 

16  "(B)  Sheltered  workshop  defined. — 

17  For  purposes  of  subparagraph  (A),  the  term  'shel- 

18  tered  workshop'  means  a  school — 

19  "(i)  which  provides  special  instruction 

20  or  training  designed  to  alleviate  the  disability 

21  of  the  individual,  and 

22  "(ii)  which  is  operated  by — 

23  "(I)  an  organization  described  in 

24  section  501(c)(3)  and  exempt  from  tax 

25  under  section  501(a),  or 
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1  "(II)  a  State,  a  possession  of  the 

2  United  States,  any  political  subdivision 

3  of  any  of  the  foregoing,  the  United 

4  States,  or  the  District  of  Columbia. 

5  "(C)  Permanent  and  total  disability 

6  defined. — An  individual  shall  be  treated  as  per- 

7  manently  and  totally  disabled  for  purposes  of  this 

8  paragraph  if  such  individual  would  be  so  treated 

9  under  paragraph  (3)  of  section  37(e)." 

10  (b)  Effective  Date. — The  amendment  made  by  sub- 


11  section  (a)  shall  apply  to  taxable  years  beginning  after  De- 

12  cember  31,  1984. 

13  Subtitle  C — Revision  of  At-Risk  Rules 

14  SEC.  431.  REVISION  OF  INVESTMENT  CREDIT  AT-RISK  RULES. 


15  (a)  In  General. — So  much  of  paragraph  (8)  of  section 

16  46(c)  (relating  to  limitation  to  amount  at  risk)  as  precedes 

17  subparagraph  (F)  thereof  is  amended  to  read  as  follows: 

18  "(8)  Certain  nonrecourse  financing  ex- 

19  cluded  from  credit  base. — 

20  "(A)  Limitation. — The  credit  base  of  any 

21  property  to  which  this  paragraph  applies  shall  be 

22  reduced  by  the  nonqualified  nonrecourse  financing 

23  with  respect  to  such  property  (as  of  the  close  of 

24  the  taxable  year  in  which  placed  in  service). 
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1  "(B)  Propeety  to  which  paragraph  ap- 

2  plies. — This  paragraph  applies  to  any  property 

3  which — 

4  "(i)  is  placed  in  service  during  the  tax- 

5  able  year  by  a  taxpayer  described  in  section 

6  465(a)(1),  and 

7  "(ii)  is  used  in  connection  with  an  activ- 

8  ity  with  respect  to  which  any  loss  is  subject 

9  to  limitation  under  section  465. 

10  "(C)  Credit  base  defined. — For  purposes 

11  of  this  paragraph,  the  term  'credit  base'  means — 

12  "(i)  in  the  case  of  new  section  38  prop- 

13  erty,  the  basis  of  the  property,  or 

14  "(ii)  in  the  case  of  used  section  38  prop- 

15  erty,  the  cost  of  such  property. 

16  "(D)    Nonqualified    nonrecourse  fi- 

17  nancing. — 

18  "(i)  In  general. — For  purposes  of  this 

19  paragraph  and  paragraph  (9),  the  term  'non- 
20  qualified  nonrecourse  financing'  means  any 

21  nonrecourse  financing  which  is  not  qualified 

22  commercial  financing. 

23  "(ii)  Qualified  commercial  financ- 

24  ing. — For  purposes  of  this  paragraph,  the 

25  term  'qualified  commercial  financing'  means 
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1  any  financing  with  respect  to  any  property 

2  if— 

3  "(I)  such  property  is  acquired  by 

4  the  taxpayer  from  a  person  who  is  not  a 

5  related  person, 

6  "(II)  the  amount  of  the  nonre- 

7  course  financing  with  respect  to  such 

8  property  does  not  exceed  80  percent  of 

9  the  credit  base  of  such  property,  and 

10  "(HI)  such  financing  is  borrowed 

11  from  a  qualified  person  or  represents  a 

12  loan  from  any  Federal,  State,  or  local 

13  government  or  instrumentality  thereof, 

14  or  is  guaranteed  by  any  Federal,  State, 

15  or  local  government. 

16  Such  term  shall  not  include  any  convertible 

17  debt. 

18  "(iii)  NONBE  COURSE   FINANCING. — For 

19  purposes   of  this   subparagraph,   the  term 

20  'nonrecourse  financing'  includes — 

21  "(I)  any  amount  with  respect  to 

22  which  the  taxpayer  is  protected  against 

23  loss     through    guarantees,  stop-loss 

24  agreements,  or  other  similar  arrange- 

25  ments,  and 
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1  "(II)  except  to  the  extent  provided 

2  in  regulations,  any  amount  borrowed 

3  from  a  person  who  has  an  interest 

4  (other  than  as  a  creditor)  in  the  activity 

5  in  which  the  property  is  used  or  from  a 

6  related  person  to  a  person  (other  than 

7  the  taxpayer)  having  such  an  interest. 

8  In  the  case  of  amounts  borrowed  by  a  corpo- 

9  ration  from  a  shareholder,   subclause  (II) 

10  shall  not  apply  to  an  interest  as  a  share- 

1 1  holder. 

12  "(iv)  Qualified  person. — For  pur- 

13  poses  of  this  paragraph,  the  term  'qualified 

14  person'  means  any  person  which  is  actively 

15  and  regularly  engaged  in  the  business  of 

16  lending  money  and  which  is  not — 

17  "(I)  a  related  person  with  respect 

18  to  the  taxpayer, 

19  "(II)  a  person  from  which  the  tax- 

20  payer  acquired  the  property  (or  a  relat- 

21  ed  person  to  such  person),  or 

22  "(III)  a  person  who  receives  a  fee 

23  with  respect  to  the  taxpayer's  invest- 

24  ment  in   the   property   (or  a  related 

25  person  to  such  person). 
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1  "(v)  Related  person. — For  purposes 

2  of  clause  (i),  the  term  'related  person'  has 

3  the  meaning  given  such  term  by  section 

4  "    168(e)(4).  Except  as  otherwise  provided  in 

5  regulations  prescribed  by  the  Secretary,  the 

6  determination  of  whether  a  person  is  a  relat- 

7  ed  person  shall  be  made  as  of  the  close  of 

8  the  taxable  year  in  which  the  property  is 

9  placed  in  service. 

10  "(E)  Application  to  partnerships  and 

11  s  corporations. — For  purposes  of  this  para- 

12  graph  and  paragraph  (9) — 

13  "(i)  In  general. — Except  as  otherwise 

14  provided  in  this  subparagraph,  in  the  case  of 

15  any  partnership  or  S  corporation,  the  deter- 

16  mination  of  whether  a  partner's  or  sharehold- 

17  er's  allocable  share  of  any  financing  is  non- 
18  qualified  nonrecourse  financing  shall  be  made 

19  at  the  partner  or  shareholder  level. 

20  "(ii)  Special  rule  for  certain  re- 

21  COURSE  FINANCING  OF  S  CORPORATION. — 

22  A  shareholder  of  an  S  corporation  shall  be 

23  treated  as  liable  for  his  allocable  share  of  any 

24  financing  provided  by  a  qualified  person  to 

25  such  corporation  if — 
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1  "(I)  such  financing  is  recourse  fi- 

2  nancing  (determined  at  the  corporate 

3  level),  and 

4  "(II)  such  financing  is  provided 

5  with  respect  to  qualified  business  prop- 

6  erty  of  such  corporation. 

7  "(iii)  Qualified  business  proper- 

8  ty. — For  purposes  of  clause  (ii),  the  term 

9  'qualified  business  property'  means  any  prop- 

10  erty  if— 

11  "(I)  such  property  is  used  by  the 

12  corporation  in  the  active  conduct  of  a 

13  trade  or  business, 

14  "(II)  during  the  entire  12 -month 

15  period  ending  on  the  last  day  of  the  tax- 

16  able  year,  such  corporation  had  at  least 

17  3  full-time  employees  who  were  not 

18  owner-employees  (as  defined  in  section 

19  465(c)(7)(E)(i))  and  substantially  all  the 

20  services  of  whom  were  services  directly 

21  related  to  such  trade  or  business,  and 

22  "(III)  during  the  entire  12-month 

23  period  ending  on  the  last  day  of  such 

24  taxable  year,  such  corporation  had  at 

25  least  1  full-time  employee  substantially 
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1  all  of  the  services  of  whom  were  in  the 

2  active  management  of  the  trade  or  busi- 

3  ness. 

4  Such  term  shall  not  include  any  master 

5  sound  recording  or  other  tangible  or  intangi- 

6  ble  asset  associated  with  literary,  artistic,  or 

7  musical  properties. 

8  "(iv)  Determination  of  allocable 

9  share. — The  determination  of  any  partner's 
10  or  shareholder's  allocable  share  of  any  fi- 
ll                     nancing  shall  be  made  in  the  same  manner 

12  as  the  credit  allowable  by  section  38  with  re- 

13  spect  to  such  property/' 

14  (b)  Treatment  of  Subsequent  Increases  and 

15  Decreases  in  Nonqualified  Nonrecourse  Financ- 

16  ing. — 

17  (1)  Subsequent  decreases. — Paragraph  (9)  of 

18  section  46(c)  (relating  to  subsequent  increases  in  the 

19  taxpayer's  amount  at  risk  with  respect  to  the  property) 

20  is  amended  to  read  as  follows: 

21  "(9)  Subsequent  decreases  in  nonqualified 

22  nonrecourse  financing  with  respect  to  the 

23  property. — 

24  "(A)  In  general. — If,  at  the  close  of  a  tax- 

25  able  year  following  the  taxable  year  in  which  the 
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1  property  was  placed  in  service,  there  is  a  net  de- 

2  crease  in  the  amount  of  nonqualified  nonrecourse 

3  financing  with  respect  to  such  property,  such  net 

4  decrease  shall  be  taken  into  account  as  additional 

5  qualified  investment  in  such  property  in  accord- 

6  ance  with  subparagraph  (C). 

7  "(B)  Ceetain  transactions  not  taken 

8  into  account. — For  purposes  of  this  paragraph, 

9  nonqualified  nonrecourse  financing  shall  not  be 

10  treated  as  decreased  through  the  surrender  or 

11  other  use  of  property  financed  by  nonqualified 

12  nonrecourse  financing. 

13  "(C)  Manner  in  which  taken  into  ac- 

14  count. — 

15  "(i)  Credit  determined  by  refer- 

16  ence    to    taxable    year  property 

17  placed  in  service. — For  purposes  of  de- 

18  termining  the  amount  of  credit  allowable 

19  under  section  38  and  the  amount  of  credit 

20  subject  to  the  early  disposition  rules  under 

21  section  47,  any  increase  in  a  taxpayer's 

22  qualified  investment  in  property  by  reason  of 

23  this  paragraph  shall  be  deemed  to  be  addi- 

24  tional  qualified  investment  made  by  the  tax- 

25  payer  in  the  year  in  which  the  property  re- 
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1  ferred  to  in   subparagraph  (A)  was  first 

2  placed  in  service. 

3  "(ii)  Credit  allowed  for  year  of 

4  decrease     in    nonqualified  nonre- 

5  course  financing. — Any  credit  allowable 

6  under  this  subpart  for  any  increase  in  quali- 

7  fied  investment  by  reason  of  this  paragraph 

8  shall  be  treated  as  earned  during  the  taxable 

9  year  of  the  decrease  in  the  amount  of  non- 
10  qualified  nonrecourse  financing." 

11  (2)  Subsequent  increases. — So  much  of  sub- 

12  section  (d)  of  section  47  (relating  to  property  ceasing  to 

13  be  at  risk)  as  precedes  paragraph  (3)  thereof  is  amend- 

14  ed  to  read  as  follows: 

15  "(d)  Increases  in  Nonqualified  Nonrecourse 

16  Financing. — 

17  "(1)  In  general. — If,  as  of  the  close  of  the  tax- 

18  able  year,  there  is  a  net  increase  with  respect  to  the 

19  taxpayer  in  the  amount  of  nonqualified  nonrecourse 

20  financing  (within  the  meaning  of  section  46(c)(8))  with 

21  respect  to  any  property  to  which  section  46(c)(8)  ap- 

22  plied,  then  the  tax  under  this  chapter  for  such  taxable 

23  year  shall  be  increased  by  an  amount  equal  to  the  ag- 

24  gregate  decrease  in  credits  allowed  under  section  38 

25  for  all  prior  taxable  years  which  would  have  resulted 
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1  from  reducing  the  qualified  investment  taken  into  ac- 

2  count  with  respect  to  such  property  by  the  amount  of 

3  such  net  increase. 

4  "(2)  Teansfees  of  debt  moee  than  1  YEAE 

5  AFTEE   INITIAL   BOEEOWING   NOT   TEEATED   AS  IN- 

6  CEEASING    NONQUALIFIED    NONEECOUESE  FINANC- 

7  ing. — For  purposes  of  paragraph  (1),  the  amount  of 

8  nonqualified  nonrecourse  financing  (within  the  meaning 

9  of  section  46(c)(8)(D))  with  respect  to  the  taxpayer 

10  shall  not  be  treated  as  increased  by  reason  of  a  trans- 

11  fer  of  (or  agreement  to  transfer)  any  evidence  of  an  in- 

12  debtedness  if  such  transfer  occurs  (or  such  agreement 

13  is  entered  into)  more  than  1  year  after  the  date  such 

14  indebtedness  was  incurred/ ' 

15  (c)  Claeification  of  Cooedination  of  Section 

16  48(d)  With  At-Risk  Rules. — Subsection  (d)  of  section  48 

17  (relating  to  certain  leased  property)  is  amended  by  adding  at 

18  the  end  thereof  the  following  new  paragraph: 

19  "(6)  Cooedination  with  at-eisk  eules. — 

20  "(A)  Requieement  that  lessoe  be  at 

21  eisk. — In  the  case  of  any  property  which,  in  the 

22  hands  of  the  lessor,  is  property  to  which  section 

23  46(c)(8)  applies,  the  amount  of  the  credit  allow- 

24  able  to  the  lessee  under  section  38  with  respect  to 

25  such  property  by  reason  of  an  election  under  this 
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1  subsection  shall  at  no  time  exceed  the  credit 

2  which  would  have  been  allowable  to  the  lessor 

3  with  respect  to  such  property  (determined  without 

4  regard  to  section  46(e)(3))  if — 

5  "(i)  the  lessor's  basis  in  such  property 

6  were  equal  to  the  lessee  acquisition  amount, 

7  and 

8  "(ii)  no  election  had  been  made  under 

9  this  subsection. 

10  "(B)  Lessee  subject  to  at-eisk  limita- 

11  tions. — 

12  "(i)  In  geneeal. — In  the  case  of  any 

13  lease  where — 

14  "(I)  the  lessee  is  a  taxpayer  de- 

15  scribed  in  section  465(a)(1), 

16  "(II)  the  property  is  used  by  the 

17  lessee  in  connection  with  an  activity 

18  with  respect  to  which  any  loss  is  subject 

19  to  limitation  under  section  465,  and 

20  "(HQ  the  at-risk  percentage  is  less 

21  than  30  percent  (18  percent  in  the  case 

22  of  3-year  property), 

23  any  credit  allowable  under  section  38  to  the 

24  lessee  by  reason  of  an  election  under  this 

25  subsection  (hereinafter  in  this  paragraph  re- 
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1  ferred  to  as  the  'total  credit')  shall  be  allow- 

2  able  only  as  provided  in  subparagraph  (C). 

3  "(ii)  At-risk  percentage. — For  pur- 

4  poses  of  this  paragraph,  the  term  'at-risk 

5  percentage'  means  the  percentage  obtained 

6  by  dividing— 

7  "(I)  the  present  value  (as  of  the 

8  time  the  lease  is  entered  into)  of  the  ag- 

9  gregate  lease  at-risk  payments,  by 

10  "(II)  the  lessee  acquisition  amount. 

11  For  purposes  of  subclause  (I),  the  present 

12  value  shall  be  determined  by  using  a  discount 

13  rate  equal  to  the  rate  in  effect  under  section 

14  6621  as  of  the  time  the  lease  is  entered  into. 

15  "(iii)  Lessee  acquisition  amount. — 

16  For  purposes  of  this  paragraph,  the  term 

17  'lessee    acquisition    amount'    means  the 

18  amount  for  which  the  lessee  is  treated  as 

19  having  acquired  the  property  by  reason  of  an 

20  election  under  this  subsection. 

21  "(iv)  Lease  at-risk  payment. — For 

22  purposes  of  this  paragraph,  the  term  'lease 

23  at-risk   payment'   means   any   rental  pay- 

24  ment — 
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1  "(I)  which  the  lessee  is  required  to 

2  make  under  the  lease  in  all  events,  and 

3  "(IT)  with  respect  to  which  the 

4  lessee   is   not  protected   against  loss 

5  through  nonrecourse  financing,  guaran- 

6  tees,  stop-loss  agreements,  or  other  sim- 

7  ilar  arrangements. 

8  "(C)  Year  for  which  credit  allow- 

9  ABLE. — 

10  "(i)  In  general. — Except  as  provided 

11  in  clause  (ii),  in  any  case  to  which  subpara- 

12  graph  (B)(i)  applies,  the  portion  of  the  total 

13  credit  allowable  for  any  taxable  year  shall  be 

14  an  amount  which  bears  the  same  ratio  to 

15  such  total  credit  as — 

16  "(I)  the  aggregate  rental  payments 

17  made  by  the  lessee  under  the  lease 

18  during  such  taxable  year,  bears  to 

19  "(IT)  the  lessee  acquisition  amount. 

20  "(ii)  Remaining  amount  allowable 

21  FOR  YEAR  IN  WHICH  AGGREGATE  RENTAL 

22  PAYMENTS  EXCEED  30  PERCENT  OF  ACQUI- 

23  sition  amount. — The  total  credit  (to  the 

24  extent  not  allowable  for  a  preceding  taxable 

25  year)  shall  be  allowable  for  the  first  taxable 
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1  year  as  of  the  close  of  which  the  aggregate 

2  rental  payments  made  by  the  lessee  under 

3  the  lease  equal  or  exceed  30  percent  (18  per- 

4  cent  in  the  case  of  3 -year  property)  of  the 

5  lessee  acquisition  amount. 

6  "(D)  Special  ktjles  foe  subpaeageaphs 

7  (B)  AND  (C). — 

8  "(i)     SUBPAEAGEAPHS     (B)     AND  (C) 

9  APPLY     IN     LIEU     OF     OTHEE  AT-EISK 

10  eules. — In  the  case  of  any  election  under 

11  this  subsection,  paragraphs  (8)  and  (9)  of  sec- 

12  tion  46(c)  and  subsection  (d)  of  section  47 

13  shall  only  apply  with  respect  to  the  lessor. 

14  "(ii)  Application  to  paetneeships 

15  and  s  coepoeations. — For  purposes  of 

16  subparagraphs  (B)  and  (C),  rules  similar  to 

17  the  rules  of  subparagraph  (E)  of  section 

18  46(c)(8)  shall  apply. 

19  "(iii)  Subsequent  eeductions  in  at- 

20  eisk    amount. — Under    regulations  pre- 

21  scribed  by  the  Secretary,  the  principles  of 

22  subsection  (d)  of  section  47  shall  apply  for 

23  purposes  of  subparagraphs  (B)  and  (C). 

24  "(E)  Regulations. — The  Secretary  shall 

25  prescribe  such  regulations  as  may  be  necessary  to 
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1  carry  out  the  purposes  of  this  paragraph,  includ- 

2  ing  regulations — 

3  "(i)  providing  for  such  adjustments  as 

4  may  be  appropriate  where  expenses  connect- 

5  ed  with  the  lease  are  borne  by  the  lessor, 

6  and 

7  "(ii)  providing  the  extent  to  which  con- 

8  tingencies  in  the  lease  will  be  disregarded." 

9  (d)  Technical  Amendments. — 

10  (1)  Clause  (i)  of  section  46(c)(8)(F)  (relating  to 

11  special  rule  for  certain  energy  property)  is  amended  to 

12  read  as  follows: 

13  "(i)  In  general. — Subparagraph  (A) 

14  shall  not  apply  with  respect  to  qualified 

15  energy  property." 

16  (2)  Subclause  (HI)  of  section  46(c)(8)(F)(ii)  (defin- 

17  ing  qualified  energy  property)  is  amended  to  read  as 

18  follows: 

19  "(IH)  as  of  the  close  of  the  taxable 

20  year  in  which  the  property  is  placed  in 

21  service,  not  more  than  75  percent  of  the 

22  basis  of  such  property  is  attributable  to 

23  nonqualified     nonrecourse  financing, 

24  and". 


517 

1  (3)  Subclause  (IV)  of  section  46(c)(8)(F)(ii)  is 

2  amended  by  striking  out  "nonrecourse  financing  (other 

3  than  financing  described  in  section  46(c)(8)(B)(ii))"  and 

4  inserting  in  lieu  thereof   "nonqualified  nonrecourse 

5  financing". 

6  (4)  Subparagraph  (A)  of  section  47(d)(3)  is  amend- 

7  ed  by  striking  out  "ceasing  to  be  at  risk"  and  inserting 

8  in  lieu  thereof  "increasing  the  amount  of  nonqualified 

9  nonrecourse  financing  (within  the  meaning  of  section 

10  46(c)(8))". 

11  (5)  Clause  (i)  of  section  47(d)(3)(B)  is  amended  by 

12  striking  out  "other  than  a  loan  described  in  section 

13  46(c)(8)(B)(ii)". 

14  (e)  Effective  Dates. — 

15  (1)  In  general. — The  amendments  made  by  this 

16  section  shall  apply  to  property  placed  in  service  after 

17  the  date  of  the  enactment  of  this  Act  in  taxable  years 

18  ending  after  such  date;  except  that  such  amendments 

19  shall  not  apply  to  any  property  to  which  the  amend- 

20  ments  made  by  section  211(f)  of  the  Economic  Recov- 

21  ery  Tax  Act  of  1981do  not  apply. 

22  (2)  Amendments  may  be  elected  retroac- 

23  tively. — At  the  election  of  the  taxpayer,  the  amend- 

24  ments  made  by  this  section  shall  apply  as  if  included  in 

25  the  amendments  made  by  section  211(f)  of  the  Eco- 
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1  nomic  Recovery  Tax  Act  of  1981.  Any  election  made 

2  under  the  preceding  sentence  shall  apply  to  all  proper- 

3  ty  of  the  taxpayer  to  which  the  amendments  made  by 

4  such  section  211(f)  apply  and  shall  be  made  at  such 

5  time  and  in  such  manner  as  the  Secretary  of  the 

6  Treasury  or  his  delegate  may  by  regulations  prescribe. 

7  SEC.  432.  EXCLUSION  OF  ACTIVE  BUSINESSES  OF  QUALIFIED 

8  C  CORPORATIONS  FROM  AT-RISK  RULES,  ETC. 

9  (a)  Exclusion  of  Active  Businesses  of  Quali- 


10  fied  C  Corporations  From  At-Risk  Rules. — Subsec- 

11  tion  (c)  of  section  465  (relating  to  deductions  limited  to 

12  amount  at  risk)  is  amended  by  adding  at  the  end  thereof  the 

13  following  new  paragraph: 


14  "(7)  Exclusion  of  active  businesses  of 

15  qualified  c  corporations. — 

16  "(A)  In  general. — In  the  case  of  a  taxpay- 

17  er  which  is  a  qualified  C  corporation — 

18  "(i)  each  qualifying  business  carried  on 

19  by  such  taxpayer  (or  carried  on  by  a  partner- 

20  ship  of  which  such  taxpayer  is  a  partner) 

21  shall  be  treated  as  a  separate  activity,  and 

22  "(ii)  subsection  (a)  shall  not  apply  to 

23  losses  from  such  business. 

24  "(B)    Qualified    c    corporation. — For 

25  purposes  of  subparagraph  (A),  the  term  'qualified 
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1  C  corporation'  means  any  corporation  described  in 

2  subparagraph  (B)  of  subsection  (a)(1)  which  is 

3  not— 

4  "(i)  a  personal  holding  company  (as  de- 

5  fined  in  section  542(a)), 

6  "(ii)  a  foreign  personal  holding  company 

7  (as  defined  in  section  552(a)),  or 

8  "(iii)  a  personal  service  corporation  (as 

9  defined  in  section  269A(b)  but  determined  by 

10  substituting  '5  percent'  for  '10  percent'  in 

11  section  269A(b)(2)). 

12  "(C)  Qualifying  business. — For  purposes 

13  of  this  paragraph,  the  term  'qualifying  business' 

14  means  any  business  if — 

15  "(i)  during  the  entire  12-month  period 

16  ending  on  the  last  day  of  the  taxable  year, 

17  such  corporation  had  at  least  1  full-time  em- 

18  ployee  substantially  all  the  services  of  whom 

19  were  in  the  active  management  of  such  busi- 

20  ness, 

21  "(ii)  during  the  entire  12-month  period 

22  ending  on  the  last  day  of  the  taxable  year, 

23  such  corporation  had  at  least  3  full-time, 

24  nonowner  employees  substantially  all  of  the 
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1  services  of  whom  were  services  directly  re- 

2  lated  to  such  business, 

3  "(hi)   the   amount   of   the  deductions 

4  which  are  allowable  to  the  taxpayer  solely 

5  by  reason  of  sections  162  and  404  for  the 

6  taxable  year  exceeds  15  percent  of  the  gross 

7  income  from  such  business  for  such  year,  and 

8  "(iv)  such  business  is  not  an  excluded 

9  business. 

10  "(D)  Special  rules  for  application  of 

11  SUBPARAGRAPH  (C). — 

12  "(i)  Partnerships  in  which  tax- 

13  payer  is  general  partner. — In  the  case 

14  of  a  business  of  a  partnership,  if — 

15  "(I)  the  taxpayer  is  a  general  part- 

16  ner  in  the  partnership,  and 

17  "(II)  during  the  entire  12-month 

18  period  ending  on  the  last  day  of  the 

19  partnership's  taxable  year,  the  number 

20  of  full-time  nonowner  employees  of  the 

21  partnership  (or  of  corporate  partners  of 

22  the   partnership)   substantially  all  the 

23  services  of  whom  were  directly  related 

24  to  such  business  equals  or  exceeds  3, 
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then  the  taxpayer's  proportionate  share  (de- 
termined on  the  basis  of  its  profits  interest) 
of  the  activities  of  the  partnership  in  such 
business  shall  be  treated  as  activities  of  the 
taxapayer. 

"(ii)  Deduction  foe  ownee  employ- 
ee COMPENSATION  NOT  TAKEN  INTO  AC- 
COUNT.— For  purposes  of  clause  (hi)  of  sub- 
paragraph (C),  there  shall  not  be  taken  into 
account  any  deduction  in  respect  of  compen- 
sation for  personal  services  rendered  by  any 
employee  (other  than  a  non-owner  employee) 
of  the  taxpayer  or  any  member  of  such  em- 
ployee's family  (within  the  meaning  of  sec- 
tion 318(a)(1)). 

"(hi)  Special  eule  foe  banks. — For 
purposes  of  clause  (hi)  of  subparagraph  (C), 
in  the  case  of  a  bank  (as  defined  in  section 
581)  or  a  financial  institution  to  which  sec- 
tion 591  applies — 

"(I)  gross  income  shall  be  deter- 
mined without  regard  to  the  exclusion 
of  interest  from  gross  income  under  sec- 
tion 103,  and 
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1 

"(H)  in  addition  to  the  deductions 

2 

described  in  such  clause,  there  shall 

3 

also  be  taken  into  account  the  amount 

4 

of  the  deductions  which  are  allowable 

5 

for  amounts  paid  or  credited  to  the  ac- 

6 

counts  of  depositors  or  holders  of  ac- 

7 

counts  as  dividends  or  interest  on  their 

8 

deposits    or    withdrawable  accounts 

9 

under  section  163  or  591. 

10 

"(iv)  Special  rule  for  life  insur- 

11 

ance  COMPANIES. — 

12 

"(I)  In  general. — Clause  (iii)  of 

13 

subparagraph  (C)  shall  not  apply  to  any 

14 

insurance  business  of  a  qualified  life  in- 

15 

surance  company. 

16 

"(IT)  Insurance  business. — For 

17 

purposes  of  subclause  (I),  the  term  'in- 

18 

surance  business '  means  any  business 

19 

which  is  not  a  noninsurance  business 

20 

(within     the     meaning     of  section 

21 

806(c)(3)). 

22 

"(HI)   Qualified  life  insur- 

23 

ance  company. — For  purposes  of  sub- 

24 

clause  (I),  the  term  'qualified  life  insur- 

25 

ance   company'   means   any  company 
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1  which  would  be  a  life  insurance  compa- 

2  ny  as  defined  in  section  816  if  unearned 

3  premiums  were  not  taken  into  account 

4  under  subsections  (a)(2)  and  (c)  of  sec- 

5  tion  816. 

6  "(E)  Definitions. — For  purposes  of  this 

7  paragraph — 

8  "(i)    Non-owner    employee. — The 

9  term  'non-owner  employee'  means  any  em- 

10  ployee  who  does  not  own,  at  any  time  during 

11  the  taxable  year,  more  than  5  percent  in 

12  value  of  the  outstanding  stock  of  the  taxpay- 

13  er.  For  purposes  of  the  preceding  sentence, 

14  section  318  shall  apply,  except  that  '5  per- 

15  cent'  shall  be  substituted  for  '50  percent*  in 

16  section  318(a)(2)(C). 

17  "(ii)  Excluded  business. — The  term 

18  'excluded  business'  means — 

19  "(I)  equipment  leasing  (as  defined 

20  in  paragraph  (6)),  and 

21  "(II)  any  business  involving  the 

22  use,  exploitation,  sale,  lease,  or  other 

23  disposition  of  master  sound  recordings, 

24  motion  picture  films,  video  tapes,  or 

25  tangible  or  intangible  assets  associated 
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1 

with  literary,  artistic,  musical,  or  simi- 

2 

lar  properties. 

3 

"(iii)  Special  rules  relating  to 

4 

COMMUNICATIONS  INDUSTRY,  ETC. — 

5 

"(I)  Business  not  excluded 

6 

WHERE   TAXPAYER  NOT  COMPLETELY 

7 

at  risk. — A  business  involving  the 

8 

use,  exploitation,  sale,  lease,  or  other 

9 

disposition  of  property  described  in  sub- 

10 

clause  (IT)  of  clause  (ii)  shall  not  consti- 

11 

tute  an  excluded  business  by  reason  of 

12 

such  subclause  if  the  taxpayer  is  at  risk 

13 

with  respect  to  all  amounts  paid  or  in- 

14 

i    /           i                 ii                      *ii  j\ 

curred  (or  chargeable  to  capital  account) 

15 

in  such  business. 

16 

"(IT)  Certain  licensed  busi- 

17 

nesses    not    excluded. — For  pur- 

18 

poses  of  subclause  (LT)  of  clause  (ii),  the 

19 

provision  of  radio,  television,  cable  tele- 

20 

vision,  or  similar  services  pursuant  to  a 

21 

license  or  franchise  granted  by  the  Fed- 

22 

eral   Communications    Commission  or 

23 

any  other  Federal,  State,  or  local  au- 

24 

thority  shall  not  constitute  an  excluded 

25 

business  by  reason  of  such  subclause. 
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1  "(F)  Affiliated  group  treated  as  i 

2  taxpayer. — For  purposes  of  this  paragraph — 

3  "(i)  In  general. — Except  as  provided 

4  in  clause  (iii),  the  component  members  of  an 

5  affiliated  group  of  corporations  shall  be  treat- 

6  ed  as  a  single  taxpayer. 

7  "(ii)  Affiliated  group  of  corpora- 

8  tions. — The  term  'affiliated  group  of  corpo- 

9  rations'  means  an  affiliated  group  (as  defined 

10  in  section  1504(a))  which  files  or  is  required 

11  to  file  consolidated  income  tax  returns. 

12  "(iii)  Component  member. — The  term 

13  'component  member'   means   an  includible 

14  corporation   (as   defined   in   section  1504) 

15  which  is  a  member  of  the  affiliated  group. 

16  "(G)  LOSS  OF   1   MEMBER  OF  AFFILIATED 

17  GROUP  MAY  NOT  OFFSET  INCOME  OF  PERSONAL 

18  holding  company. — Nothing  in  this  paragraph 

19  shall  permit  any  loss  of  a  member  of  an  affiliated 

20  group  to  be  used  as  an  offset  against  the  income 

21  of  any  other  member  of  such  group  which  is  a 

22  personal  holding  company  (as  defined  in  section 

23  542(a))." 

24  (b)  Activities  Treated  as  Separate  Activities 


25  by  Statute  May  Be  Aggregated  Where  Taxpayer 
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1  Actively  Paeticipates  in  the  Management  of  Each 

2  Activity. — Paragraph  (2)  of  section  465(c)  (relating  to  ac- 

3  tivities  to  which  risk  applies)  is  amended  to  read  as  follows: 


4  "(2)  Sepaeate  activities. — For  purposes  of 

5  this  section — 

6  "(A)  In  geneeal. — Except  as  provided  in 

7  subparagraph  (B),  a  taxpayer's  activity  with  re- 

8  spect  to  each — 

9  "(i)  film  or  video  tape, 

10  "(ii)  section  1245  property  which  is 

11  leased  or  held  for  leasing, 

12  "(iii)  farm, 

13  "(iv)  oil  and  gas  property  (as  defined 

14  under  section  614),  or 

15  "(v)  geothermal  property  (as  defined 

16  under  section  614), 

17  shall  be  treated  as  a  separate  activity. 

18  "(B)  Aggeegation  of  activities  wheee 

19  TAXPAYEE    ACTIVELY    PAETICIPATES    IN  MAN- 

20  AGEMENT  OF  EACH  ACTIVITY. — 

21  "(i)  In  geneeal. — All  activities  which 

22  are  described  in  both  subparagraph  (A)  and 

23  clause  (ii)  of  this  subparagraph  and  which 

24  constitute  part  or  all  of  a  trade  or  business 

25  shall  be  treated  as  1  activity. 
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1  "(ii)  Activities. — An  activity  is  de- 

2  scribed  in  this  clause  if — 

3  "(I)  the  taxpayer  actively  partici- 

4  pates  in  the  management  of  such  activi- 

5  ty,  or 

6  :  "(II)  such  activity  is  carried  on  by 

7  a  partnership  or  an  S  corporation  and 

8  65  percent  or  more  of  the  losses  for  the 

9  taxable  year  is  allocable  to  persons  who 

10  actively  participate  in  the  management 

11  of  such  activity." 

12  (c)  Corporations  Considered  at  Risk  With  Re- 

13  spect  to  Amounts  Borrowed  From  Shareholders, 

14  Etc. — Paragraph  (3)  of  section  465(b)  (relating  to  certain 

15  borrowed  amounts  excluded)  is  amended  to  read  as  follows: 

16  "(3)    Certain    borrowed    amounts  ex- 

17  cluded. — 

18  "(A)  In  general. — For  purposes  of  para- 

19  graph  (1)(B),  amounts  borrowed  shall  not  be  con- 

20  sidered  to  be  at  risk  with  respect  to  an  activity  if 

21  such  amounts  are  borrowed  from  any  person  who 

22  has  an  interest  in  such  activity  or  (except  to  the 

23  extent  provided  in  regulations)  from  a  related 

24  person  to  a  person  (other  than  the  taxpayer) 

25  having  such  an  interest. 
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1  "(B)  Exceptions. — 

2  "(i)  Interest  as  creditor. — Subpar- 

3  agraph  (A)  shall  not  apply  to  an  interest  as  a 

4  creditor  in  the  activity. 

5  "(ii)    Interest    as  shareholder 

6  with  respect  to  amounts  borrowed 

7  by  corporation. — In  the  case  of  amounts 

8  borrowed  by  a  corporation  from  a  sharehold- 

9  er,  subparagraph  (A)  shall  not  apply  to  an 

10  interest  as  a  shareholder. 

11  "(C)  Related  person  defined. — For  pur- 

12  poses   of  subparagraph  (A),   the  term  'related 

13  person'  has  the  meaning  given  such  term  by  sec- 

14  tion  168(e)(4)." 

15  (d)  Effective  Date. — The  amendments  made  by  this 


16  section  shall  apply  to  taxable  years  beginning  after  December 

17  31,  1983;  except  that  any  loss  from  an  activity  described  in 

18  section  465(c)(7)(A)  of  the  Internal  Revenue  Code  of  1954 

19  (as  amended  by  this  section)  which  (but  for  the  amendments 

20  made  by  this  section)  would  have  been  treated  as  a  deduction 

21  for  the  taxpayer's  first  taxable  year  beginning  after  Decem- 

22  ber  31,  1983,  under  section  465(a)(2)  of  such  Code  shall  be 

23  allowed  as  a  deduction  for  such  first  taxable  year  notwith- 

24  standing  such  amendments. 
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1  Subtitle  D — Estate  Tax  Provisions 

2  SEC.  441.  PERMANENT  RULES  FOR  REFORMING  GOVERNING 

3  INSTRUMENTS    CREATING    CHARITABLE  RE- 

4  MAINDER  TRUSTS  AND  OTHER  CHARITABLE  IN- 

5  TERESTS. 

6  (a)  Geneeal  Rule. — Paragraph  (3)  of  section  2055(e) 

7  (relating  to  disallowance  of  deductions  in  certain  cases)  is 

8  amended  to  read  as  follows: 

9  "(3)  Reformations  to  comply  with  paea- 

10  GEAPH  (2). — 

11  "(A)  In  geneeal. — A  deduction  shall  be  al- 

12  lowed  under  subsection  (a)  in  respect  of  any  quali- 

13  fied  reformation. 

14  "(B)  Qualified  eefoemation. — For  pur- 

15  poses  of  this  paragraph,  the  term  'qualified  refor- 

16  mation'  means  a  change  of  a  governing  instru- 

17  ment  by  reformation,  amendment,  construction,  or 

18  otherwise  which  changes  a  reformable  interest 

19  into  a  qualified  interest  but  only  if — 

20  "(i)  any  difference  between — 

21  "(I)   the   actuarial   value  (deter- 

22  mined  as  of  the  date  of  the  decedent's 

23  death)  of  the  qualified  interest,  and 

24  "(II)  the  actuarial  value  (as  so  de- 

25  termined)  of  the  reformable  interest, 
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1  does  not  exceed  5  percent  of  the  actuarial 

2  value  (as  so  determined)  of  the  reformable  in- 

3  terest, 

4  *  "(ii)  in  the  case  of — 

5  "(I)  a  charitable  remainder  inter- 

6  est,  the  nonremainder  interest  (before 

7  and  after  the  qualified  reformation)  ter- 

8  minated  at  the  same  time,  or 

9  "(II)  any  other  interest,  the  re- 

10  formable  interest  and  the  qualified  inter- 

11  est  are  for  the  same  period,  and 

12  "(hi)  such  change  is  effective  as  of  the 

13  date  of  the  decedent's  death. 

14  A  nonremainder  interest  (before  reformation)  for  a 

15  term  of  years  in  excess  of  20  years  shall  be  treat- 

16  ed  as  satisfying  subclause  (I)  of  clause  (ii)  if  such 

17  interest  (after  reformation)  is  for  a  term  of  20 

18  years. 

19  "(C)  Keformable  interest. — For  pur- 

20  poses  of  this  paragraph — 

21  "(i)  In  general. — The  term  'reform- 

22  able  interest'  means  any  interest  for  which  a 

23  deduction  would  be  allowable  under  subsec- 

24  tion  (a)  at  the  time  of  the  decedent's  death 

25  but  for  paragraph  (2). 


531 

1  "(ii)    Beneficiaey's  inteeest  must 

2  be  fixed. — The  term  'reformable  interest' 

3  does  not  include  any  interest  unless,  before 

4  the  remainder  vests  in  possession,  all  pay- 

5  ments  to  persons  other  than  an  organization 

6  described  in  subsection  (a)  are  expressed 

7  either  in  specified  dollar  amounts  or  a  fixed 

8  percentage  of  the  fair  market  value  of  the 

9  property.    For    purposes    of  determining 

10  whether  all  such  payments  are  expressed  as 

11  a  fixed  percentage  of  the  fair  market  value  of 

12  the  property,  section  664(d)(3)  shall  be  taken 

13  into  account. 

14  "(hi)  Special  eule  wheee  timely 

15  COMMENCEMENT       OF       EEFOEMATION. — 

16  Clause  (ii)  shall  not  apply  to  any  interest  if  a 

17  judicial  proceeding  is  commenced  to  change 

18  such  interest  into  a  qualified  interest  not 

19  later  than  the  90th  day  after — 

20  "(I)  if  an  estate  tax  return  is  re- 

21  quired  to  be  filed,  the  last  date  (includ- 

22  ing  extensions)  for  filing  such  return,  or 

23  "(II)  if  no  estate  tax  return  is  re- 

24  quired  to  be  filed,  the  last  date  (includ- 

25  ing  extensions)  for  filing  the  income  tax 
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1  return  for  the   1st  taxable  year  for 

2  which  such  a  return  is  required  to  be 

3  filed  by  the  trust. 

4  "(iv)  Special  rule  for  will  ex- 

5  ECUTED  BEFORE  JANUARY  1,  1979,  ETC. — 

6  In  the  case  of  any  interest  passing  under  a 

7  will  executed  before  January  1,  1979,  or 

8  under  a  trust  created  before   such  date, 

9  clause  (ii)  shall  not  apply. 

10  "(D)  Qualified  interest. — For  purposes 

11  of  this  paragraph,  the  term  'qualified  interest' 

12  means  an  interest  for  which  a  deduction  is  allow- 

13  able  under  subsection  (a). 

14  "(E)  Limitation. — The  deduction  referred 

15  to  in  subparagraph  (A)  shall  not  exceed  the 

16  amount  of  the  deduction  which  would  have  been 

17  allowable  for  the  reformable  interest  but  for  para- 

18  graph  (2). 

19  "(F)  Special  rule  where  income  bene- 

20  ficiary  dies. — If  (by  reason  of  the  death  of  any 

21  individual)  by  the  due  date  for  filing  the  estate  tax 

22  return  (including  any  extension  thereof)  a  reform- 

23  able  interest  is  in  a  wholly  charitable  trust  or 

24  passes  directly  to  a  person  or  for  a  use  described 

25  in  subsection  (a),  a  deduction  shall  be  allowed  for 
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1  such  reformable  interest  as  if  it  had  met  the  re- 

2  quirements  of  paragraph  (2)  on  the  date  of  the  de- 

3  cedent's  death.  For  purposes  of  the  preceding  sen- 

4  tence,  the  term  'wholly  charitable  trust'  means  a 

5  charitable  trust  which,  upon  the  allowance  of  a 

6  deduction,    would    be    described    in  section 

7  4947(a)(1). 

8  "(G)    Statute    of    limitations. — The 

9  period  for  assessing  any  deficiency  of  any  tax  at- 

10  tributable  to  the  application  of  this  paragraph 

11  shall  not  expire  before  the  date  1  year  after  the 

12  date  on  which  the  Secretary  is  notified  that  such 

13  reformation  has  occurred. 

14  "(H)  Regulations. — The  Secretary  shall 

15  prescribe  such  regulations  as  may  be  necessary  to 

16  carry  out  the  purposes  of  this  paragraph,  includ- 

17  ing  regulations  providing  such  adjustments  in  the 

18  application  of  the  provisions  of  section  508  (relat- 

19  ing  to  special  rules  relating  to  section  501(c)(3) 

20  organizations),  subchapter  J  (relating  to  estates, 

21  trusts,  beneficiaries,  and  decedents),  and  chapter 

22  42  (relating  to  private  foundations)  as  may  be 

23  necessary  by  reason  of  the  qualified  reformation. 

24  "(I)  Reformations  permitted  in  case 

25  of  remainder  interests  in  residence  or 


534 

1  FAEM,  POOLED  INCOME  FUNDS,  ETC. — The  SeC- 

2  retary  shall  prescribe  regulations  (consistent  with 

3  the  provisions  of  this  paragraph)  permitting  refor- 

4  mations  in  the  case  of  any  failure — 

5  "(i)  to  meet  the  requirements  of  section 

6  170(f)(3)(B)  (relating  to  remainder  interests 

7  in  personal  residence  or  farm,  etc.),  or 

8  "(ii)  to  meet  the  requirements  of  section 

9  642(c)(5)." 

10  (b)  Income  Tax  Deduction. — Subsection  (f)  of  sec- 

11  tion  170  (relating  to  disallowance  of  deduction  in  certain 

12  cases  and  special  rules)  is  amended  by  adding  at  the  end 

13  thereof  the  following  new  paragraph: 

14  "(7)  Reformations  to  comply  with  para- 

15  GRAPH  (2). — 

16  "(A)  In  general. — A  deduction  shall  be  al- 

17  lowed  under  subsection  (a)  in  respect  of  any  quali- 

18  fied  reformation. 

19  "(B)  Rules  similar  to  section  2055 

20  (e)(3)  to  apply. — For  purposes  of  this  paragraph, 

21  rules  similar  to  the  rules  of  section  2055(e)(3) 

22  shall  apply." 

23  (c)  Gift  Tax  Deduction. — Subsection  (c)  of  section 

24  2522  is  amended  by  adding  at  the  end  thereof  the  following 

25  new  paragraph: 
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1  "(4)  Kefoemations  to  comply  with  paea- 

2  GEAPH  (2). — 

3  "(A)  In  geneeal. — A  deduction  shall  be  al- 

4  lowed  under  subsection  (a)  in  respect  of  any  quali- 

5  fied  reformation. 

6  "(B)  Rules  similae  to  section  2055(e)(3) 

7  to  apply. — For  purposes  of  this  paragraph,  rules 

8  similar  to  the  rules  of  section  2055(e)(3)  shall 

9  apply." 

10  (d)  Teeatment  of  Ceetain  Contingencies  Undee 

11  Section  664. — Section  664  (relating  to  charitable  remain- 

12  der  trusts)  is  amended  by  adding  at  the  end  thereof  the  fol- 

13  lowing  new  subsection: 

14  "(f)  Ceetain  Contingencies  Peemitted. — 

15  "(1)  Geneeal  eule.. — If  a  trust  would,  but  for  a 

16  qualified  contingency,  meet  the  requirements  of  para- 

17  graph  (1)(A)  or  (2)(A)  of  subsection  (d),  such  trust  shall 

18  be  treated  as  meeting  such  requirements. 

19  "(2)  Value  deteemined  without  eegaed  to 

20  qualified  contingency. — For  purposes  of  determin- 

21  ing  the  amount  of  any  charitable  contribution  (or  the 

22  actuarial  value  of  any  interest),  a  qualified  contingency 

23  shall  not  be  taken  into  account. 

24  "(3)  Qualified  contingency. — For  purposes  of 

25  this  subsection,  the  term  'qualified  contingency'  means 
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1  any  provision  of  a  trust  which  provides  that,  upon  the 

2  happening  of  a  contingency,  the  payments  described  in 

3  paragraph  (1)(A)  or  (2)(A)  of  subsection  (d)  (as  the  case 

4  may  be)  will  terminate  not  later  than  such  payments 

5  would  otherwise  terminate  under  the  trust.' ' 

6  (e)  Effective  Date. — 

7  (1)  Subsections  (a),  (b),  and  (c). — The  amend- 

8  ments  made  by  subsections  (a),  (b),  and  (c)  shall  apply 

9  to  reformations  after  December  31,  1978;  except  that 

10  such  amendments  shall  not  apply  to  any  reformation  to 

11  which  section  2055(e)(3)  of  the  Internal  Revenue  Code 

12  of  1954  (as  in  effect  on  the  day  before  the  date  of  the 

13  enactment  of  this  Act)  applies.  For  purposes  of  apply- 

14  ing  clause  (iii)  of  section  2055(e)(3)(C)  of  such  Code  (as 

15  amended  by  this  section),  the  90th  day  described  in 

16  such  clause  shall  be  treated  as  not  occurring  before  the 

17  90th  day  after  the  date  of  the  enactment  of  this  Act. 

18  '  (2)  Subsection  (d). — The  amendment  made  by 

19  subsection  (d)  shall  apply  to  transfers  after  December 

20  31,  1978. 

21  (3)  Statute  of  limitations. — 

22  (A)  In  geneeal. — If  on  the  date  of  the  en- 

23  actment  of  this  Act  (or  at  any  time  before  the 

24  date  1  year  after  such  date  of  enactment),  credit 

25  or  refund  of  any  overpayment  of  tax  attributable 


1  to  the  amendments  made  by  this  section  is  barred 

2  by  any  law  or  rule  of  law,  such  credit  or  refund  of 

3  such  overpayment  may  nevertheless  be  made  if 

4  claim  therefor  is  filed  before  the  date  1  year  after 

5  the  date  of  the  enactment  of  this  Act. 

6  (B)  NO  INTEEEST  WHEEE  STATUTE  CLOSED 

7  ON  date  of  enactment. — In  any  case  where 

8  the  making  of  the  credit  or  refund  of  the  overpay- 

9  ment  described  in  subparagraph  (A)  is  barred  on 

10  the  date  of  the  enactment  of  this  Act,  no  interest 

11  shall  be  allowed  with  respect  to  such  overpayment 

12  (or  any  related  adjustment)  for  the  period  before 

13  the  date  180  days  after  the  date  on  which  the 

14  Secretary  of  the  Treasury  (or  his  delegate)  is  noti- 

15  fied  that  the  reformation  has  occurred. 

16  SEC.   442.  ALTERNATE  VALUATION  ELECTION  AVAILABLE 

17  ONLY  WHERE  IT  RESULTS  IN  REDUCTION  OF 

18  GROSS  ESTATE  AND  ESTATE  TAX. 

19  (a)  Geneeal  Rule. — Section  2032  (relating  to  alter- 

20  nate  valuation)  is  amended  by  redesignating  subsection  (c)  as 

21  subsection  (d)  and  by  inserting  after  subsection  (b)  the  follow- 

22  ing  new  subsection: 

23  "(c)  Election  Must  Deceease  Geoss  Estate  and 

24  Estate  Tax. — No  election  may  be  made  under  this  section 

25  with  respect  to  an  estate  unless  such  election  will  decrease — 
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1  "(1)  the  value  of  the  gross  estate,  and 

2  "(2)  the  amount  of  the  tax  imposed  by  this  chap- 

3  ter  (reduced  by  credits  allowable  against  such  tax)." 

4  (b)  Effective  Date. — The  amendments  made  by  sub- 

5  section  (a)  shall  apply  with  respect  to  estates  of  decedents 

6  dying  after  the  date  of  the  enactment  of  this  Act. 

7  SEC.  443.  ALTERNATE  VALUATION  ELECTION  AVAILABLE  ON 

8  LATE  RETURN. 

9  (a)  General  Rule. — Subsection  (d)  of  section  2032 

10  (relating  to  time  of  election),  as  amended  by  section  442,  is 

11  amended  to  read  as  follows: 

12  "(d)  Election.— 

13  "(1)  In  general. — The  election  provided  for  in 

14  this  section  shall  be  made  by  the  executor  on  the 

15  return  of  the  tax  imposed  by  this  chapter.  Such  an 

16  election,  once  made,  shall  be  irrevocable. 

17  "(2)  Statute  of  limitations  where  proper- 

18  ty  sold  before  election. — if — 

19  "(A)  an  election  provided  for  in  this  section 

20  is  made  after  a  disposition  of  any  property,  and 

21  "(B)  the  basis  of  such  property  is  reduced  by 

22  reason  of  such  election, 

23  the  period  for  assessing  any  deficiency  of  tax  attributa- 

24  ble  to  such  basis  reduction  shall  not  expire  before  the 


1  date  1  year  after  the  date  on  which  such  election  is 

2  made." 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  apply  with  respect  to  the  estates  of  decedents 

5  dying  after  the  date  of  the  enactment  of  this  Act. 

6  Subtitle  E — Foreign  Tax  Provisions 

7  SEC.  451.  DEFINITION  OF  RESIDENT  ALIEN  AND  NONRESI- 


8  DENT  ALIEN. 

9  (a)  Geneeal  Rule. — Section  7701  (relating  to  defini- 

10  tions)  is  amended  by  redesignating  subsections  (b),  (c),  and  (d) 

11  as  subsections  (c),  (d),  and  (e),  respectively,  and  by  inserting 

12  after  subsection  (a)  the  following  new  subsection: 

13  "(b)  Definition  of  Resident  Alien  and  Noneesi- 

14  dent  Alien. — 

15  "(1)  In  geneeal. — For  purposes  of  this  title 

16  (other  than  subtitle  B) — 

17  "(A)  Resident  alien. — An  alien  individual 

18  shall  be  treated  as  a  resident  of  the  United  States 

19  with  respect  to  any  calendar  year  if  (and  only  if) 

20  such  individual  meets  the  requirements  of  clause 

21  (i)  or  (ii): 

22  "(i)  Lawfully  admitted  foe  pee- 

23  manent  eesidence. — Such  individual  is  a 

24  lawful  permanent  resident  of  the  United 
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1  States  at  any  time  during  such  calendar 

2  year. 

3  "(ii)  Substantial  presence  test. — 

4  Such  individual  meets  the  substantial  pres- 

5  ence  test  of  paragraph  (3). 

6  "(B)  Nonresident  alien. — An  individual 

7  is  a  nonresident  alien  if  such  individual  is  neither 

8  a  citizen  of  the  United  States  nor  a  resident  of  the 

9  United  States  (within  the  meaning  of  subpara- 

10  graph  (A)). 

11  "(2)  Special  rules  for  first  and  last  year 

12  of  residency. — 

13  "(A)  First  year  of  residency. — 

14  "(i)  In  general. — If  an  alien  individu- 

15  al  is  a  resident  of  the  United  States  under 

16  paragraph  (1)(A)  with  respect  to  any  calen- 

17  dar  year,  but  was  not  a  resident  of  the 

18  United  States  at  any  time  during  the  preced- 

19  ing  calendar  year,  such  alien  individual  shall 

20  be  treated  as  a  resident  of  the  United  States 

21  only  for  the  portion  of  such  calendar  year 

22  which  begins  on  the  residency  starting  date. 

23  "(ii)  Eesidency  starting  date  for 

24  INDIVIDUALS    LAWFULLY    ADMITTED  FOR 

25  permanent  residence. — In  the  case  of  an 
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1  individual  who  is  a  lawful  permanent  resident 

2  of  the  United  States  at  any  time  during  the 

3  calendar  year,  but  does  not  meet  the  sub- 

4  stantial  presence  test  of  paragraph  (3),  the 

5  residency  starting  date  shall  be  the  first  day 

6  in  such  calendar  year  on  which  he  was 

7  present  in  the  United  States  while  a  lawful 

8  permanent  resident  of  the  United  States. 

9  "(iii)  Residency  starting  date  for 

10  INDIVIDUALS  MEETING  SUBSTANTIAL  PRES- 

11  ence  test. — In  the  case  of  an  individual 

12  who  meets  the  substantial  presence  test  of 

13  paragraph  (3)  with  respect  to  any  calendar 

14  year,  the  residency  starting  date  shall  be  the 

15  first  day  during  such  calendar  year  on  which 

16  the  individual  is  present  in  the  United  States. 

17  "(B)  Last  year  of  residency. — An  alien 

18  individual  shall  not  be  treated  as  a  resident  of  the 

19  United  States  during  a  portion  of  any  calendar 

20  year  if — 

21  "(i)  such  portion  is  after  the  last  day  in 

22  such  calendar  year  on  which  the  individual 

23  was  present  in  the  United  States  (or,  in  the 

24  case  of  an  individual  described  in  paragraph 
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1  (l)(A)(i),  the  last  day  on  which  he  was  so  de- 

2  scribed), 

3  "(ii)  during  such  portion  the  individual 

4  -  has  a  closer  connection  to  a  foreign  country 

5  than  to  the  United  States,  and 

6  "(hi)  the  individual  is  not  a  resident  of 

7  the  United  States  at  any  time  during  the 

8  next  calendar  year. 

9  "(C)  Certain  nominal  presence  disre- 

10  GARDE  D. — 

11  "(i)  In  general. — For  purposes  of 

12  subparagraphs  (A)(iii)  and  (B),  an  individual 

13  shall  not  be  treated  as  present  in  the  United 

14  States  during  any  period  for  which  the  indi- 

15  vidual  establishes  that  he  has  a  closer  con- 

16  nection  to  a  foreign  country  than  to  the 

17  United  States. 

18  "(ii)  Not  more  than  io  days  disre- 

19  garded. — Clause  (i)  shall  not  apply  to  more 

20  than  10  days  on  which  the  individual  is 

21  present  in  the  United  States. 

22  "(3)  Substantial  presence  test. — 

23  "(A)  In  general. — Except  as  otherwise 

24  provided  in  this  paragraph,  an  individual  meets 

25  the  substantial  presence  test  of  this  paragraph 
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1  with  respect  to  any  calendar  year  (hereinafter  in 

2  this  subsection  referred  to  as  the  'current  year') 

3  if— 

4  "(i)  such  individual  was  present  in  the 

5  United  States  on  at  least  31  days  during  the 

6  calendar  year,  and 

7  "(ii)  the  sum  of  the  number  of  days  on 

8  which  such  individual  was  present  in  the 

9  United  States  during  the  current  year  and 
10  the  2  preceding  calendar  years  (when  mul ti- 
ll plied  by  the  applicable  multiplier  determined 

12  under  the  following  table)  equals  or  exceeds 

13  183  days: 

"In  the  case  of  The  applicable 

days  in:  multiplier  is: 

Current  year   1 

1st  preceding  year   Vs 

2nd  preceding  year   Vfe 

14  "(B)  Exception  where  individual  is 

15  PRESENT  IN  THE  UNITED  STATES  DURING  LESS 

16  THAN     ONE-HALF     OF     CURRENT     YEAR  AND 

17  CLOSER  CONNECTION  TO  FOREIGN  COUNTRY  IS 

18  established. — An  individual  shall  not  be  treat- 

19  ed  as  meeting  the  substantial  presence  test  of  this 

20  paragraph  with  respect  to  any  current  year  if — 

21  "(i)  such  individual  is  present  in  the 

22  United  States  on  fewer  than  183  days  during 

23  the  current  year,  and 
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1  "(ii)  it  is  established  that  for  the  current 

2  year  such  individual  has  a  tax  home  (as  de- 

3  fined  in  section  911(d)(3)  without  regard  to 

4  the  second  sentence  thereof)  in  a  foreign 

5  country  and  has  a  closer  connection  to  such 

6  foreign  country  than  to  the  United  States. 

7  "(C)  Subparagraph  (B)  not  to  apply  in 

8  certain  cases. — Subparagraph  (B)  shall  not 

9  apply  to  any  individual  with  respect  to  any  cur- 

10  rent  year  if  at  any  time  during  such  year — 

11  "(i)  such  individual  had  an  application 

12  for  adjustment  of  status  pending,  or 

13  "(ii)  such  individual  took  other  steps  to 

14  aPPty  f°r  status  as  a  lawful  permanent  resi- 

15  dent  of  the  United  States. 

16  "(D)  Medical  condition  exception  for 

17  subparagraph  (B)(i). — Clause   (i)  of  subpara- 

18  graph  (B)  shall  not  apply  to  any  individual  who 

19  was  unable  to  leave  the  United  States  because  of 

20  a  medical  condition  which  arose  while  such  indi- 

21  vidual  was  present  in  the  United  States. 

22  "(E)  Exception  for  exempt  individ- 

23  uals. — An  individual  shall  not  be  treated  as 

24  being  present  in  the  United  States  on  any  day  if 
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1  such  individual  is  an  exempt  individual  for  such 

2  day. 

3  "(4)  Exempt  individual  defined. — For  pur- 

4  poses  of  this  subsection — 

5  "(A)  In  general. — An  individual  is  an 

6  exempt  individual  for  any  day  if,  for  such  day, 

7  such  individual  is — 

8  "(i)  a  foreign  government-related  indi- 

9  vidual, 

10  "(ii)  a  teacher  or  trainee,  or 

11  "(iii)  a  student. 

12  "(B)  Foreign  government-related  indi- 

13  vidual. — The  term  'foreign  government-related 

14  individual'    means    any    individual  temporarily 

15  present  in  the  United  States  by  reason  of — 

16  "(i)  diplomatic  status,  or  a  visa  which 

17  the  Secretary  (after  consultation  with  the 

18  Secretary  of  State)  determines  represents 

19  full-time  diplomatic  or  consular  status  for 

20  purposes  of  this  subsection, 

21  "(ii)  being  a  full-time  employee  of  an  in- 

22  ternational  organization,  or 

23  "(iii)  being  a  member  of  the  immediate 

24  family  of  an  individual  described  in  clause  (i) 

25  or  (ii). 
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1  "(C)  Tbachee  oe  trainee. — The  term 

2  'teacher  or  trainee'  means  any  individual — 

3  "(i)  who  is  temporarily  present  in  the 

4  United  States  under  subparagraph  (J)  of  sec- 

5  tion  101(15)  of  the  Immigration  and  Nation- 

6  ality  Act  (other  than  as  a  student),  and 

7  "(ii)  who  substantially  complies  with  the 

8  requirements  for  being  so  present. 

9  "(D)  Student. — The  term  'student'  means 

10  any  individual — 

11  "(i)  who  is  temporarily  present  in  the 

12  United  States— 

13  "(I)  under  subparagraph  (F)  of  sec- 

14  tion  101(15)  of  the  Immigration  and 

15  Nationality  Act,  or 

16  "(II)  as  a  student  under  subpara- 

17  graph  (J)  of  such  section  101(15),  and 

18  "(ii)  who  substantially  complies  with  the 

19  requirements  for  being  so  present. 

20  "(E)    Special    eules    foe  teachees, 

21  TEAINEES,  AND  STUDENTS. — 

22  "(i)  Limitation  on  teachees  and 

23  teainees. — An  individual  shall  not  be  treat- 

24  ed  as  an  exempt  individual  by  reason  of 

25  clause  (ii)  of  subparagraph  (A)  for  the  current 
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1 

year  if,  for  any  2  calendar  years  during  the 

2 

preceding  6  calendar  years,  such  person  was 

3 

an  exempt  person  under  clause  (ii)  or  (iii)  of 

4 

subparagraph  (A). 

5 

"(ii)  Limitation  on  students. — For 

6 

any  calendar  year  alter  the  5th  calendar  year 

7 

for  which  an  individual  was  an  exempt  indi- 

8 

vidual  under  clause  (u)  or  (m)  of  subpara- 

9 

graph  (A),  such  mdividual  shall  not  be  treat- 

10 

ed  as  an  exempt  mdividual  by  reason  of 

11 

clause  (m)  of  subparagraph  (A),  unless  such 

12 

•       T •      •  T         1              j      1  1  •    1                j           ,1                    .  •     p        ■  •  p 

mdividual  establishes  to  the  satisfaction  of 

13 

the  Secretary  that  such  mdividual  does  not 

14 

•jTj                                           .1                    •  T          •          j  T           XT     •  j  T 

mtend  to  permanently  reside  m  the  United 

15 

States  and  that  such  individual  meets  the  re- 

16 

quirements  of  subparagraph  (D)(ii). 

17 

(5)  Lawful  peemanent  eesident. — For  pur- 

18 

Pit*               1              i  •                           •       T  •     •  T         1*               1  PI 

poses  oi  this  subsection,  an  individual  is  a  lawful  per- 

19 

manent  resident  oi  the  United  States  at  any  time  if — 

20 

(A)  such  mdividual  has  the  status  oi  having 

21 

been  lawfully  accorded  the  privilege  of  residing 

22 

permanently  in  the  United  States  as  an  immigrant 

23 

in  accordance  with  the  immigration  laws,  and 
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1  "(B)  such  status  has  not  been  revoked  (and 

2  has  not  been  administratively  or  judicially  deter- 

3  mined  to  have  been  abandoned). 

4  "(6)  Peesence  in  the  united  states. — For 

5  purposes  of  this  subsection — 

6  "(A)  In  general. — Except  as  provided  in 

7  subparagraph  (B),  an  individual  shall  be  treated  as 

8  present  in  the  United  States  on  any  day  if  such 

9  individual  is  physically  present  in  the  United 

10  States  at  any  time  during  such  day. 

11  "(B)    Commuters    from    Canada  or 

12  Mexico. — If  an  individual  regularly  commutes  to 

13  employment  (or  self-employment)  in  the  United 

14  States  from  a  place  of  residence  in  Canada  or 

15  Mexico,  such  individual  shall  not  be  treated  as 

16  present  in  the  United  States  on  any  day  during 

17  which  he  so  commutes. 

18  "(7)  Annual  statements. — The  Secretary  may 

19  prescribe  regulations  under  which  an  individual  who 

20  (but  for  subparagraph  (B),  (D),  or  (E)  of  paragraph  (3)) 

21  would  meet  the  substantial  presence  test  of  paragraph 

22  (3)  is  required  to  submit  an  annual  statement  setting 

23  forth  the  basis  on  which  such  individual  claims  the 

24  benefits  of  subparagraph  (B),  (D),  or  (E)  of  paragraph 

25  (3),  as  the  case  may  be. 
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1  "(8)  Taxable  year. — 

2  "(A)  In  general. — For  purposes  of  this 

3  title,  an  alien  individual  who  has  not  established  a 

4  taxable  year  for  any  prior  period  shall  be  treated 

5  as  having  a  taxable  year  which  is  the  calendar 

6  year. 

7  "(B)  Fiscal  year  taxpayer. — If — 

8  "(i)  an  individual  is  treated  under  para- 

9  graph  (1)  as  a  resident  of  the  United  States 

10  for  any  calendar  year,  and 

11  "(ii)  after  the  application  of  subpara- 

12  graph  (A),  such  individual  has  a  taxable  year 

13  other  than  a  calendar  year, 

14  he  shall  be  treated  as  a  resident  of  the  United 

15  States  with  respect  to  any  portion  of  a  taxable 

16  year  which  is  within  such  calendar  year." 

17  (b)  Effective  Dates. — 

18  (1)  In  general. — The  amendment  made  by  sub- 

19  section  (a)  shall  apply  to  taxable  years  beginning  after 

20  December  31,  1984. 

21  (2)  Transitional  rule  for  applying  sub- 

22  stantial  presence  test. — 

23  (A)  If  an  alien  individual  was  not  a  resident 

24  of  the  United  States  as  of  the  close  of  calendar 

25  year  1984,  the  determination  of  whether  such  in- 
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1  dividual  meets  the  substantial  presence  test  of 

2  section  7701(b)(3)  of  the  Internal  Revenue  Code 

3  of  1954  (as  added  by  this  section)  shall  be  made 

4  by  only  taking  into  account  presence  after  1984. 

5  (B)  If  an  alien  individual  was  a  resident  of 

6  the  United  States  as  of  the  close  of  calendar  year 

7  1984,  but  was  not  a  resident  of  the  United  States 

8  as  of  the  close  of  calendar  year  1983,  the  deter- 

9  mination  of  whether  such  individual  meets  such 

10  substantial  presence  test  shall  be  made  by  only 

11  taking  into  account  presence  in  the  United  States 

12  after  1983. 

13  (3)  Transitional  rule  for  applying  lawful 

14  residence   test. — In  the  case  of  any  individual 

15  who — 

16  (A)  was  a  lawful  permanent  resident  of  the 

17  United  States  (within  the  meaning  of  section 

18  7701(b)(5)  of  the  Internal  Revenue  Code  of  1954, 

19  as  added  by  this  section)  as  of  the  close  of  calen- 

20  dar  year  1983,  and 

21  (B)  was  present  in  the  United  States  on  any 

22  day  during  1984, 

23  for  purposes  of  section  7701(b)(2)(A)  of  such  Code  (as 

24  so  added),  such  individual  shall  be  treated  as  a  resident 

25  of  the  United  States  during  1984. 
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1  SEC.  452.  TREATMENT  OF  COMMUNITY  INCOME. 

2  (a)  GrENEKAL  Rule. — Subsection  (a)  of  section  879  (re- 

3  lating  to  tax  treatment  of  certain  community  income  in  the 

4  case  of  a  resident  or  citizen  of  the  United  States  who  is  mar- 

5  ried  to  a  nonresident  alien  individual)  is  amended  by  striking 

6  out  so  much  of  such  subsection  as  precedes  paragraph  (1) 

7  thereof  and  inserting  in  lieu  thereof  the  following: 

8  "(a)  Geneeal  Rule. — In  the  case  of  a  married  couple 

9  1  or  both  of  whom  are  nonresident  alien  individuals  and  who 

10  have  community  income  for  the  taxable  year,  such  communi- 

11  ty  income  shall  be  treated  as  follows :". 

12  (b)  Cleeical  Amendments. — 

13  (1)  The  heading  of  section  879  is  amended  to  read 

14  as  follows: 

15  "SEC.  879.  TAX  TREATMENT  OF  CERTAIN  COMMUNITY  INCOME 

16  IN  THE  CASE  OF  NONRESIDENT  ALIEN  INDIVID- 

17  UALS." 

18  (2)  The  table  of  sections  for  subpart  A  of  part  II 

19  of  subchapter  N  of  chapter  1  is  amended  by  striking 

20  out  the  item  relating  to  section  879  and  inserting  in 

21  lieu  thereof  the  following: 

"Sec.  879.  Tax  treatment  of  certain  community  income  in  the  case 
of  nonresident  alien  individuals." 

22  (c)  Effective  Date. — The  amendments  made  by  this 

23  section  shall  apply  to  taxable  years  beginning  after  December 

24  31,  1984. 
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1  SEC.  453.  AMENDMENTS  RELATED  TO  FOREIGN  PERSONAL 

2  HOLDING  COMPANIES. 

3  (a)  Attribution  Feom  Family  Members. — Subsec- 

4  tion  (a)  of  section  554  (relating  to  constructive  ownership)  is 

5  amended  by  adding  at  the  end  thereof  the  following  new  sen- 

6  tence: 

r 

7  'Tor  purposes  of  the  stock  ownership  requirement  provided 

8  in  section  552(a)(2),  stock  owned  by  a  nonresident  alien  indi- 

9  vidual  (other  than  a  foreign  trust  or  foreign  estate)  shall  not 

10  be  considered  by  reason  of  so  much  of  paragraph  (2)  as  re- 

1 1  lates  to  attribution  through  family  membership  as  owned  by  a 

12  citizen  or  by  a  resident  alien  individual  who  is  not  the  spouse 

13  of  the  nonresident  individual/ ' 

14  (b)  Inclusion  in  Income  of  United  States  Per- 

15  sons  Holding  Interest  Through  Foreign  Entity. — 

16  Section  551  (relating  to  foreign  personal  holding  company 

17  income  taxed  to  United  States  shareholders)  is  amended  by 

18  redesignating  subsection  (f)  as  subsection  (g)  and  by  inserting 

19  after  subsection  (e)  the  following  new  subsection: 

20  "(f)  Stock  Held  Through  Foreign  Entity. — For 

21  purposes  of  this  section,  stock  of  a  foreign  personal  holding 

22  company  owned  (directly  or  through  the  application  of  this 

23  subsection)  by — 

24  "(1)  a  partnership,  estate,  or  trust  which  is  not  a 

25  United  States  shareholder,  or 


553 

1  "(2)  a  foreign  corporation  which  is  not  a  foreign 

2  personal  holding  company, 

3  shall  be  considered  as  being  owned  proportionately  by  its 

4  partners,  beneficiaries,  or  shareholders.  In  any  case  to  which 

5  the  preceding  sentence  applies,  the  Secretary  may  by  regula- 

6  tions  provide  for  such  adjustments  in  the  application  of  this 

7  part  as  may  be  necessary  to  carry  out  the  purposes  of  the 

8  preceding  sentence." 


9  (c)  Effective  Dates. — 

10  v  (1)  In  geneeal. — Except  as  provided  in  para- 

11  graph  (2),  the  amendments  made  by  this  section  shall 

12  apply  to  taxable  years  of  foreign  corporations  beginning 

13  after  December  31,  1983. 

14  (2)    l-YEAE   EXTENSION   FOR   CERTAIN  TRUSTS 

15  CREATED  BEFORE  JUNE  30,  1953. — 

16  (A)  In  general. — The  amendment  made  by 

17  subsection  (b)  shall  apply  to  taxable  years  of  a 

18  foreign  corporation  beginning  after  December  31, 

19  1984,  with  respect  to  stock  of  such  corporation 

20  which  is  held  (directly  or  indirectly,  within  the 

21  meaning  of  section  554  of  the  Internal  Revenue 

22  Code  of  1954)  by  a  trust  created  before  June  30, 

23  1953,  if— 

24  (i)  none  of  the  beneficiaries  of  such  trust 

25  was  a  citizen  or  resident  of  the  United  States 
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1  at  the  time  of  its  creation  or  within  10  years 

2  thereafter,  and 

3  (ii)  such  trust  does  not,  after  July  1, 

4  1983,  acquire  (directly  or  indirectly)  stock  of 

5  any  foreign  personal  holding  company  other 

6  than  a  company  described  in  subparagraph 

7  (B). 

8  (B)  Description  of  company. — A  com- 

9  pany  is  described  in  this  subparagraph  if — 

10  (i)  substantially  all  of  the  assets  of  such 

11  company  are  stock  or  assets  previously  held 

12  by  such  trust,  or 

13  (ii)  such  company  ceases  to  be  a  foreign 

14  personal  holding  company  before  January  1, 

15  1985. 

16  SEC.  454.  AMENDMENTS  RELATED  TO  SECTION  1248. 

17  (a)  Elimination  of  Double  Taxation  of  Earn- 

18  ings  and  Profits  of  Certain  Foreign  Corpora- 

19  tions. — 

20  (1)  Section  959  (relating  to  exclusion  from  gross 

21  income  of  previously  taxed  earnings  and  profits)  is 

22  amended  by  adding  at  the  end  thereof  the  following 

23  new  subsection: 

24  "(e)  Coordination  With  Amounts  Previously 

25  Taxed  Under  Section  1248. — For  purposes  of  this  sec- 
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1  tion  and  section  960(b),  any  amount  included  in  the  gross 

2  income  of  any  person  as  a  dividend  by  reason  of  subsectipn 

3  (a)  or  (f)  of  section  1248  shall  be  treated  as  an  amount  includ- 

4  ed  in  the  gross  income  of  such  person  under  section 

5  951(a)(1)(A)." 

6  (2)  Section  1248  is  amended  by  adding  at  the  end 

7  thereof  the  following  new  subsection: 

8  "(i)  Ceoss  Reference. — 

"For  provision  excluding  amounts  previously  taxed 
under  this  section  from  gross  income  when  subsequently 
distributed,  see  section  959(e)." 

9  (b)  Clarification  of  Section  1248(c)(2)(D).— Sub- 

10  paragraph  (D)  of  section  1248(c)(2)  (relating  to  earnings  and 

11  profits  of  subsidiaries  of  foreign  corporations)  is  amended  by 

12  striking  out  "section  958(a)(2)"  and  inserting  in  lieu  thereof 

13  "section  958(a)". 


14  (c)  Effective  Dates. — 

15  (1)  In  general. — Except  as  provided  in  para- 

16  graph  (2),  the  amendments  made  by  this  section  shall 

17  apply  with  respect  to  transactions  to  which  subsection 

18  (a)  or  (f)  of  section  1248  of  the  Internal  Revenue  Code 

19  of  1954  applies  occurring  after  the  date  of  the  enact- 

20  ment  of  this  Act. 

21  (2)  Election  of  earlier  date  for  certain 

22  transactions. — 

23  (A)  In  general. — If  the  appropriate  elec- 

24  tion  is  made  under  subparagraph  (B),  the  amend- 
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•1  ments  made  by  subsection  (a)  shall  apply  with  re- 

2  spect  to  transactions  to  which  subsection  (a)  or  (f) 

3  of  section  1248  of  such  Code  applies  occurring 

4  after  October  9,  1975. 

5  (B)  Election. — 

6  (i)  Subparagraph  (A)  shall  apply  with 

7  respect  to  transactions  to  which  subsection 

8  (a)  of  section  1248  of  such  Code  applies  if 

9  the  foreign  corporation  described  in  such  sub- 

10  section  (or  its  successor  in  interest)  so  elects. 

11  (ii)  Subparagraph  (A)  shall  apply  with 

12  respect  to  transactions  to  which  subsection 

13  (f)  of  section  1248  of  such  Code  applies  if  the 

14  domestic   corporation   described  in  section 

15  1248(f)(1)  of  such  Code  (or  its  successor)  so 

16  elects. 

17  (hi)  Any  election  under  clause  (i)  or  (ii) 

18  shall  be  made  not  later  than  180  days  after 

19  the  date  of  the  enactment  of  this  Act  and 

20  shall  be  made  in  such  manner  as  the  Secre- 

21  tary  of  the  Treasury  or  his  delegate  shall 

22  prescribe. 
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1  SEC  455.  COORDINATION  OF  SUBPART  F  WITH  FOREIGN  PER- 

2  SONAL  HOLDING  COMPANY  PROVISIONS. 

3  (a)  General  Eule. — Subsection  (d)  of  section  951  (re- 

4  lating  to  coordination  with  foreign  personal  holding  company 

5  provisions)  is  amended  to  read  as  follows: 

6  "(d)    Coordination   With   Foreign  Personal 

7  Holding  Company  Provisions. — If,  but  for  this  subsec- 

8  tion,  an  amount  would  be  included  in  the  gross  income  of  a 

9  United  States  shareholder  for  any  taxable  year  both  under 

10  subsection  (a)(l)(A)(i)  and  under  section  551(b)  (relating  to 

11  foreign  personal  holding  company  income  included  in  gross 

12  income  of  United  States  shareholder),  such  amount  shall  be 

13  included  in  the  gross  income  of  such  shareholder  only  under 

14  subsection  (a)(1)(A)." 

15  (b)  Effective  Date. — The  amendment  made  by  sub- 

16  section  (a)  shall  apply  to  taxable  years  of  United  States 

17  shareholders  beginning  after  the  date  of  the  enactment  of  this 

18  Act. 

19  SEC.  456.  STAPLED  STOCK;  STAPLED  ENTITIES. 

20  (a)  General  Rule. — Part  IX  of  subchapter  B  of  chap- 

21  ter  1  is  amended  by  inserting  after  section  269 A  the  follow- 

22  ing  new  section: 

23  "SEC  269B.  STAPLED  ENTITIES. 

24  "(a)  General  Rule. — Except  as  otherwise  provided 

25  by  regulations,  for  purposes  of  this  title — 

31-409  O  -  84  -  37  BK  1 
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1  "(1)  if  a  domestic  corporation  and  a  foreign  corpo- 

2  ration  are  stapled  entities,  the  foreign  corporation  shall 

3  be  treated  as  a  domestic  corporation. 

4  "(2)  in  applying  section  1563,  stock  in  a  second 

5  corporation  which  constitutes  a  stapled  interest  with 

6  respect  to  stock  of  a  first  corporation  shall  be  treated 

7  as  owned  by  such  first  corporation,  and 

8  "(3)  in  applying  subchapter  M  for  purposes  of  de- 

9  termining  whether  any  stapled  entity  is  a  regulated  in- 

10  vestment  company  or  a  real  estate  investment  trust,  all 

11  entities  which  are  stapled  entities  with  respect  to  each 

12  other  shall  be  treated  as  1  entity. 

13  "(b)  Secretary  To  Prescribe  Regulations. — The 


14  Secretary  shall  prescribe  such  regulations  as  may  be  neces- 

15  sary  to  prevent  avoidance  or  evasion  of  Federal  income  tax 

16  through  the  use  of  stapled  entities.  Such  regulations  may  in- 

17  elude  (but  shall  not  be  limited  to)  regulations  providing  the 

18  extent  to  which  1  of  such  entities  shall  be  treated  as  owning 

19  the  other  entity  (to  the  extent  of  the  stapled  interest). 


20  "(c)  Definitions. — For  purposes  of  this  section — 

21  "(1)  Entity. — The  term  'entity'  means  any  cor- 

22  poration,   partnership,   trust,   association,   estate,  or 

23  other  form  of  carrying  on  a  business  or  activity. 

24  "(2)  Stapled  entities. — The  term  'stapled  en- 

25  tities'  means  any  group  of  2  or  more  entities  if  more 
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1  than  50  percent  in  value  of  the  beneficial  ownership  in 

2  each  of  such  entities  consists  of  stapled  interests. 

3  "(3)  Stapled  interests. — Two  or  more  inter- 

4  ests  are  stapled  interests  if,  by  reason  of  form  of  own- 

5  ership,  restrictions  on  transfer,  or  other  terms  or  condi- 

6  tions,  in  connection  with  the  transfer  of  1  of  such  inter- 

7  ests  the  other  such  interests  are  also  transferred  or  re- 

8  quired  to  be  transferred. 

9  "(d)  Special  Eule  for  Treaties. — Nothing  in  sec- 


10  tion  894  or  7852(d)  or  in  any  other  provision  of  law  shall  be 

11  construed  as  permitting  an  exemption,  by  reason  of  any 

12  treaty  obligation  of  the  United  States  heretofore  or  hereafter 

13  entered  into,  from  the  provisions  of  this  section." 

14  (b)  Clerical  Amendment. — The  table  of  sections  for 

15  part  IX  of  subchapter  B  of  chapter  1  is  amended  by  inserting 

16  after  the  item  relating  to  section  269 A  the  following  new 

17  item: 


"Sec.  269B.  Stapled  entities." 

18  (c)  Effective  Dates. — 

19  (1)  In  general. — Except  as  otherwise  provided 

20  in  this  subsection,  the  amendments  made  by  this  sec- 

21  tion  shall  take  effect  on  the  date  of  the  enactment  of 

22  this  Act. 

23  (2)   Interests   stapled   as   of   june  30, 

24  1983. — Except  as  otherwise  provided  in  this  subsec- 

25  tion,  in  the  case  of  any  interests  which  on  June  30, 
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1  1983,  were  stapled  interests  (as  defined  in  section 

2  269B(c)(3)  of  the  Internal  Eevenue  Code  of  1954  (as 

3  added  by  this  section),  the  amendments  made  by  this 

4  section  shall  take  effect  on  January  1,  1985  (January 

5  1,  1987  in  the  case  of  a  foreign  corporation). 

6  (3)  Ceetain  stapled  entities  which  in- 

7  CLUDE    REAL    ESTATE    INVESTMENT    TRUST. — Para- 

8  graph  (3)  of  section  269B(a)  of  such  Code  shall  not 

9  apply  in  determining  the  application  of  the  provisions 

10  of  part  II  of  subchapter  M  of  chapter  1  of  such  Code 

11  to  any  real  estate  investment  trust  which  is  part  of  a 

12  group  of  stapled  entities  if — 

13  (A)  all  members  of  such  group  were  stapled 

14  entities  as  of  June  30,  1983,  and 

15  (B)  as  of  June  30,  1983,  such  group  included 

16  one  or  more  real  estate  investment  trusts. 

17  (4)  Certain  stapled  entities  which  in- 

18  clude  puerto  rican  corporations. — 

19  (A)  Paragraph  (1)  of  section  269B(a)  of  such 

20  Code  shall  not  apply  to  a  domestic  corporation 

21  and  a  qualified  Puerto  Bican  corporation  which, 

22  on  June  30,  1983,  were  stapled  entities. 

23  (B)  For  purposes  of  subparagraph  (A),  the 

24  term  "qualified  Puerto  Rican  corporation"  means 

25  any  corporation  organized  in  Puerto  Rico — 
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1  (i)  which  is  described  in  section  957(c) 

2  of  such  Code  or  would  be  so  described  if  any 

3  dividends  it  received  from  any  other  corpora- 

4  tion  described  in  such  section  957(c)  were 

5  treated  as  gross  income  of  the  type  described 

6  in  such  section  957(c),  and 

7  (ii)  does  not,  at  any  time  during  the  tax- 

8  able  year,  own  (within  the  meaning  of  sec- 

9  tion  958  of  such  Code  but  before  applying 

10  paragraph  (2)  of  section  269B(a)  of  such 

11  Code)  any  stock  of  any  corporation  which  is 

12  not  described  in  such  section  957(c). 

13  (5)  Treaty  rule  not  to  apply  to  stapled 

14  entities  entitled  to  treaty  benefits  as  of 

15  june  30,  198  3. — In  the  case  of  any  entity  which  was 

16  a  stapled  entity  as  of  June  30,  1983,  subsection  (d)  of 

17  section  269B  of  such  Code  shall  not  apply  to  any 

18  treaty  benefit  to  which  such  entity  was  entitled  as  of 

19  June  30,  1983. 

20  (6)  Election  to  treat  stapled  foreign  en- 

21  titles  as  subsidiaries. — 

22  (A)  In  general. — In  the  case  of  any  for- 

23  eign  corporation  and  domestic  corporation  which 

24  as  of  June  30,  1983,  were  stapled  entities,  such 

25  domestic  corporation  may  elect  (in  lieu  of  applying 
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1  paragraph  (1)  of  section  269B(a)  of  such  Code)  to 

2  be  treated  as  owning  all  interests  in  the  foreign 

3  corporation  which  constitute  stapled  interests  with 

4  respect  to  stock  of  the  domestic  corporation. 

5  (B)  Election. — Any  election  under  subpar- 

6  agraph  (A)  shall  be  made  not  later  than  180  days 

7  after  the  date  of  the  enactment  of  this  Act  and 

8  shall  be  made  in  such  manner  as  the  Secretary  of 

9  the  Treasury  or  his  delegate  shall  prescribe. 

10  (C)  Election  irrevocable. — Any  election 

11  under  subparagraph  (A),  once  made,  may  be  re- 

12  voked  only  with  the  consent  of  the  Secretary  of 

13  the  Treasury  or  his  delegate. 

14  Subtitle  F — Miscellaneous  Treasury 

15  Administrative  Provisions 

16  PART  I— PROVISIONS  NOT  RELATING  TO  DISTILLED 

17  SPIRITS  TAX 

18  SEC.  461.  SIMPLIFICATION  OF  CERTAIN  REPORTING  REQUIRE- 

19  MENTS. 

20  (a)  DISC  Eepoet.— 

21  (1)  Section  506  of  the  Revenue  Act  of  1971  (re- 

22  lating  to  submission  of  annual  reports  to  Congress)  is 

23  amended  to  read  as  follows: 
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1  "SEC.  506.  SUBMISSION  OF  REPORTS  TO  CONGRESS. 

2  "The  Secretary  of  the  Treasury  shall,  for  the  calendar 

3  year  1981  and  each  second  calendar  year  thereafter,  submit  a 

4  report  to  the  Congress  within  27  V2  months  following  the 

5  close  of  such  calendar  year  setting  forth  an  analysis  of  the 

6  operation  and  effect  of  the  provisions  of  this  title." 

7  (2)  The  amendment  made  by  paragraph  (1)  shall 

8  apply  to  reports  for  calendar  years  after  1980. 

9  (b)  Eepoet  on  Possessions  Corporations. — The 

10  Secretary  of  the  Treasury  shall,  for  the  calendar  year  1981 

11  and  each  second  calendar  year  thereafter,  submit  a  report  to 

12  the  Congress  within  24  months  following  the  close  of  such 

13  calendar  year  setting  forth  an  analysis  of  the  operation  and 

14  effect  of  sections  936  and  934(b)  of  the  Internal  Revenue 

15  Code  of  1954. 

16  (c)  High  Income  Taxpayer  Report. — 

17  (1)  Section  2123  of  the  Tax  Reform  Act  of  1976 

18  is  amended  to  read  as  follows: 

19  "SEC.  2123.  HIGH  INCOME  TAXPAYER  REPORT. 

20  'The  Secretary  of  the  Treasury  shall  publish  annually 

21  information  on  the  amount  of  tax  paid  by  individual  taxpayers 

22  with  high  total  incomes.  Total  income  for  this  purpose  is  to 

23  be  calculated  and  set  forth  by  adding  to  adjusted  gross 

24  income  any  items  of  tax  preference  excluded  from,  or  deduct- 

25  ed  in  arriving  at,  adjusted  gross  income,  and  by  subtracting 

26  any  investment  expenses  incurred  in  the  production  of  such 
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1  income  to  the  extent  of  the  investment  income.  These  data 

2  are  to  include  the  number  of  such  individuals  with  total 

3  income  over  $200,000  who  owe  no  Federal  income  tax  (after 

4  credits)  and  the  deductions,  exclusions,  or  credits  used  by 

5  them  to  avoid  tax." 


6  '     (2)  The  amendment  made  by  paragraph  (1)  shall 

7  aPPty  to  information  published  after  the  date  of  the  en- 

8  actment  of  this  Act. 

9  (d)  International  Boycott  Reports. — 

10  (1)  Section  1067  of  the  Tax  Reform  Act  of  1976 

11  is  amended  to  read  as  follows: 

12  "SEC.  1067.  REPORTS  BY  THE  SECRETARY. 

13  "(a)  General  Rule. — As  soon  after  the  close  of  each 


14  4-year  period  as  the  data  become  available,  the  Secretary 

15  shall  transmit  a  report  to  the  Committee  on  Ways  and  Means 

16  of  the  House  of  Representatives  and  to  the  Committee  on 

17  Finance  of  the  Senate  setting  forth  for  such  4-year  period — 


18  "(1)  the  number  of  reports  filed  under  section 

19  999(a)  of  the  Internal  Revenue  Code  of  1954  for  tax- 

20  able  years  ending  with  or  within  each  calendar  year  in 

21  such  4-year  period, 

22  "(2)  the  number  of  such  reports  with  respect  to 

23  each  such  calendar  year  on  which  the  taxpayer  indicat- 

24  ed  international  boycott  participation  or  cooperation 
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1  (within  the  meaning  of  section  999(b)(3)  of  such  Code), 

2  and 

3  "(3)  a  detailed  description  of  the  manner  in  which 

4  the  provisions  of  such  Code  relating  to  international 

5  boycott  activity  have  been  administered  during  such  4- 

6  year  period. 

7  "(b)  4-Yeae  Peeiod. — For  purposes  of  subsection  (a), 

8  the  term  '4-year  period'  means  the  period  consisting  of  4 

9  calendar  years  beginning  with  calendar  year  1982  and  each 

10  subsequent  fourth  calendar  year." 

11  (2)  The  amendment  made  by  paragraph  (1)  shall 

12  apply  to  reports  for  periods  after  December  31,  1981. 

13  SEC.  462.  REMOVAL  OF  $1,000,000  LIMITATION  ON  WORKING 

14  CAPITAL  FUND. 

15  The  last  sentence  of  section  322(a)  of  title  31,  United 

16  States  Code  (placing  a  $1,000,000  limitation  on  the  working 

17  capital  fund  for  the  Department  of  the  Treasury),  is  hereby 

18  repealed. 

19  SEC.  463.  INCREASE  IN  LIMITATION  ON  REVOLVING  FUND  FOR 

20  REDEMPTION  OF  REAL  PROPERTY. 

21  Subsection  (a)  of  section  7810  (relating  to  revolving 

22  fund  for  redemption  of  real  property)  is  amended  by  striking 

23  out     "$1,000,000"     and     inserting     in     lieu  thereof 

24  "$10,000,000". 
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1  SEC.  464.  REMOVAL  OF  $1,000,000  LIMITATION  ON  SPECIAL  AU- 

2  THORITY  TO  DISPOSE  OF  OBLIGATIONS. 

3  Subsection  (b)  of  section  324  of  title  31,  United  States 

4  Code  (relating  to  disposing  and  extending  the  maturity  of  ob- 

5  ligations),  is  amended  by  striking  out  the  last  sentence. 

6  SEC.  465.  SECRETARY  OF  THE  TREASURY  AUTHORIZED  TO 

7  ACCEPT  GIFTS  AND  BEQUESTS. 

8  Section  321  of  title  31,  United  States  Code,  is  amended 

9  by  adding  at  the  end  thereof  the  following  new  subsection: 

10  " (d)(1)  The  Secretary  of  the  Treasury  may  accept,  hold, 

11  administer,  and  use  gifts  and  bequests  of  property,  both  real 

12  and  personal,  for  the  purpose  of  aiding  or  facilitating  the 

13  work  of  the  Department  of  the  Treasury.  Gifts  and  bequests 

14  of  money  and  the  proceeds  from  sales  of  other  property  re- 

15  ceived  as  gifts  or  bequests  shall  be  deposited  in  the  Treasury 

16  in  a  separate  fund  and  shall  be  disbursed  on  order  of  the 

17  Secretary  of  the  Treasury.  Property  accepted  under  this 

18  paragraph,  and  the  proceeds  thereof,  shall  be  used  as  nearly 

19  as  possible  in  accordance  with  the  terms  of  the  gift  or 

20  bequest. 

21  "(2)  For  purposes  of  the  Federal  income,  estate,  and  gift 

22  taxes,  property  accepted  under  paragraph  (1)  shall  be  consid- 

23  ered  as  a  gift  or  bequest  to  or  for  the  use  of  the  United 

24  States. 

25  "(3)  The  Secretary  of  the  Treasury  may  invest  and  rein- 

26  vest  the  fund  in  public  debt  securities  with  maturities  suitable 
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1  for  the  needs  of  the  fund  and  bearing  interest  at  rates  deter- 

2  mined  by  the  Secretary  of  the  Treasury,  taking  into  consider- 

3  ation  the  current  average  market  yield  on  outstanding  mar- 

4  ketable  obligations  of  the  United  States  of  comparable  matu- 

5  rities.  Income  accruing  from  the  securities,  and  from  any 

6  other  property  accepted  under  paragraph  (1),  shall  be  depos- 

7  ited  to  the  credit  of  the  fund,  and  shall  be  disbursed  on  order 

8  of  the  Secretary  of  the  Treasury  for  purposes  as  nearly  as 

9  possible  in  accordance  with  the  terms  of  the  gifts  or  be- 

10  quests. 

11  "(4)  The  Secretary  of  the  Treasury  shall,  not  less  fre- 

12  quently  than  annually,  make  a  public  disclosure  of  the 

13  amount  (and  sources)  of  the  gifts  and  bequests  received  under 

14  this  subsection,  and  the  purposes  for  which  amounts  in  the 

15  separate    fund    established    under    this    subsection  are 

16  expended." 

17  SEC.  466.  EXTENSION  OF  PERIOD  FOR  COURT  REVIEW  OF 

18  JEOPARDY     ASSESSMENT     WHERE  PROMPT 

19  SERVICE  NOT  MADE  ON  THE  UNITED  STATES. 

20  (a)  Geneeal  Rule. — Paragraph  (2)  of  section  7429(b) 

21  (relating  to  judicial  review)  is  amended  by  adding  at  the  end 

22  thereof  the  following  new  sentence: 

23  "If  the  court  determines  that  proper  service  was  not 

24  made  on  the  United  States  within  5  days  after  the  date 

25  of  the  commencement  of  the  action,  the  running  of  the 
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1  20-day  period  set  forth  in  the  preceding  sentence  shall 

2  not  begin  before  the  day  on  which  proper  service  was 

3  made  on  the  United  States." 

4  (b)  Effective  Date. — The  amendment  made  by  sub- 

5  section  (a)  shall  apply  to  actions  commenced  after  the  date  of 

6  the  enactment  of  this  Act. 

7  SEC.  467.  EXTENSION  OF  PERIOD  DURING  WHICH  ADDITION- 

8  AL  TAX  SHOWN  ON  AMENDED  RETURN  MAY  BE 

9  ASSESSED. 

10  (a)  General  Rule. — Subsection  (c)  of  section  6501 

11  (relating  to  exceptions)  is  amended  by  adding  at  the  end 

12  thereof  the  following  new  paragraph: 

13  "(7)  Special  rule  for  certain  amended  re- 

14  turns. — Where,  within  the  60-day  period  ending  on 

15  the  day  on  which  the  time  prescribed  in  this  section  for 

16  the  assessment  of  any  tax  imposed  by  subtitle  A  for 

17  any  taxable  year  would  otherwise  expire,  the  Secretary 

18  receives  a  written  document  signed  by  the  taxpayer 

19  showing  that  the  taxpayer  owes  an  additional  amount 

20  of  such  tax  for  such  taxable  year,  the  period  for  the 

21  assessment  of  such  additional  amount  shall  not  expire 

22  before  the  day  60  days  after  the  day  on  which  the  Sec- 

23  retary  receives  such  document." 

24  (b)  Effective  Date. — The  amendment  made  by  sub- 

25  section  (a)  shall  apply  with  respect  to  documents  received  by 
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1  the  Secretary  of  the  Treasury  (or  his  delegate)  after  the  date 

2  of  the  enactment  of  this  Act. 

3  SEC.  468.  TREATMENT  OF  CERTAIN  GUARANTEED  DRAFTS 

4  ISSUED  BY  FINANCIAL  INSTITUTIONS. 

5  (a)  (jEnekal  Rule. — Paragraph  (2)  of  section  6311(b) 

6  (relating  to  liability  of  banks  and  others)  is  amended — 

7  (1)  by  striking  out  "or  cashier's  check"  and  in- 

8  serting  in  lieu  thereof  "or  cashier's  check  (or  other 

9  guaranteed  draft)", 

10  (2)  by  striking  out  "the  amount  of  such  check" 

11  and  inserting  in  lieu  thereof  "the  amount  of  such  check 

12  (or  draft)", 

13  (3)  by  striking  out  "the  bank  or  trust  company" 

14  and  inserting  in  lieu  thereof  "the  financial  institution", 

15  and 

16  (4)  by  striking  out  "such  bank"  each  place  it  ap- 

17  pears  and  inserting  in  lieu  thereof  "such  financial  insti- 

18  tution". 

19  (b)  Effective  Date. — The  amendments  made  by  sub- 

20  section  (a)  shall  take  effect  on  the  date  of  the  enactment  of 

21  this  Act. 

22  SEC.  469.  DISCLOSURE  OF  WINDFALL  PROFIT  TAX  INFORM  A- 

23  TION  TO  STATE  TAX  OFFICIALS. 

24  (a)  Geneeal  Rule. — Paragraph  (1)  of  section  6103(d) 

25  (relating  to  disclosure  to  State  tax  officials)  is  amended  by 
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1  striking  out  "44,  51"  and  inserting  in  lieu  thereof  "44,  45, 

2  51". 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  take  effect  on  the  date  of  the  enactment  of 

5  this  Act. 

6  PART  II— PROVISIONS  RELATING  TO  DISTILLED 

7  SPIRITS 

8  SEC.  470.  REPEAL  OF  OCCUPATIONAL  TAX  ON  MANUFACTUR- 

9  ERS  OF  STILLS  AND  CONDENSERS;  NOTICES  OF 

10  MANUFACTURE  AND  SET  UP  OF  STILLS. 

11  (a)  In  General. — Subpart  C  of  part  II  of  subchapter 

12  A  of  chapter  51  (relating  to  manufacturers  of  stills)  is  amend- 

13  ed  to  read  as  follows: 

14  "Subpart  C — Manufacturers  of  Stills 

"Sec.  5101.  Notice  of  manufacture  of  still;  notice  of  set  up  of  still. 
"Sec.  5102.  Definition  of  manufacturer  of  stills. 

15  "SEC.  5101.  NOTICE  OF  MANUFACTURE  OF  STILL;  NOTICE  OF 

16  SET  UP  OF  STILL. 

17  "(a)  Notice  Requirements. — 

18  "(1)  Notice  of  manufacture  of  still. — The 

19  Secretary  may,  pursuant  to  regulations,  require  any 

20  person  who  manufactures  any  still,  boiler,  or  other 

21  vessel  to  be  used  for  the  purpose  of  distilling,  to  give 

22  written  notice,  before  the  still,  boiler,  or  other  vessel  is 

23  removed  from  the  place  of  manufacture,  setting  forth 
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1  by  whom  it  is  to  be  used,  its  capacity,  and  the  time  of 

2  removal  from  the  place  of  manufacture. 

3  "(2)  Notice  of  set  up  of  still. — The  Secre- 

4  tary  may,  pursuant  to  regulations,  require  that  no  still, 

5  boiler,  or  other  vessel  be  set  up  without  the  manufac- 

6  turer  of  the  still,  boiler,  or  other  vessel  first  giving 

7  written  notice  to  the  Secretary  of  that  purpose. 

8  "(b)  Penalties,  Etc. — 


"(1)  For  penalty  and  forfeiture  for  failure  to  give 
notice  of  manufacture,  or  for  setting  up  a  still  without 
first  giving  notice,  when  required  by  the  Secretary,  see 
sections  5615(2)  and  5687. 

"(2)  For  penalty  and  forfeiture  for  failure  to  register 
still  or  distilling  apparatus  when  set  up,  see  section 
5601(a)(1)  and  5615(1). 

9    "SEC.  5102.  DEFINITION  OF  MANUFACTURER  OF  STILLS. 


10  "Any  person  who  manufactures  any  still  or  condenser  to 

11  be  used  in  distilling  shall  be  deemed  a  manufacturer  of  stills." 

12  (b)  Technical  Amendments. — 

13  (1)  Paragraph  (2)  of  section  5179(b)  (relating  to 

14  registration  of  stills)  is  amended  to  read  as  follows: 

"(2)  For  provisions  requiring  notification  to  set  up  a 
still,  boiler,  or  other  vessel  for  distilling,  see  section 
5101(a)(2)." 

15  (2)  Paragraph  (2)  of  section  5615  (relating  to 

16  property  subject  to  forfeiture)  is  amended  to  read  as 

17  follows: 

18  "(2)  Distilling  apparatus  removed  with- 

19  out  notice  or  set  up  without  notice. — Any 
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1  still,  boiler,  or  other  vessel  to  be  used  for  the  purpose 

2  of  distilling — 

3  "(A)  which  is  removed  without  notice  having 

4  been  given  when  required  by  section  5101(a)(1), 

5  or 

6  "(B)  which  is  set  up  without  notice  having 

7  been  given  when  required  by  section  5101(a)(2); 

8  and". 

9  (3)  Subsection  (a)  of  section  5691  (relating  to  pen- 

10  alties  for  nonpayment  of  special  taxes  relating  to  liq- 

11  uors)  is  amended  by  striking  out  "limited  retail  dealer, 

12  or  manufacturer  of  stills"  and  inserting  in  lieu  thereof 

13  "or  limited  retail  dealer". 

14  SEC.  471.  ALLOWANCE  OF  DRAWBACK  CLAIMS  EVEN  WHERE 

15  CERTAIN  REQUIREMENTS  NOT  MET. 

16  Section  5134  (relating  to  drawback)  is  amended  by 

17  adding  at  the  end  thereof  the  following  new  subsection: 

18  "(c)  Allowance  of  Drawback  Even  Where  Cer- 

19  tain  Eeqtjirements  Not  Met. — 

20  "(1)  In  general. — No  claim  for  drawback  under 

21  this  section  shall  be  denied  in  the  case  of  a  failure  to 

22  comply  with  any  requirement  imposed  under  this  sub- 

23  part  or  any  rule  or  regulation  issued  thereunder  upon 

24  the  claimant's  establishing  to  the  satisfaction  of  the 

25  Secretary  that  distilled  spirits  on  which  the  tax  has 
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1  been  paid  or  determined  were  in  fact  used  in  the  manu- 

2  facture  or  production  of  medicines,  medicinal  prepara- 

3  tions,  food  products,  flavors,  or  flavoring  extracts, 

4  which  were  unfit  for  beverage  purposes. 

5  "(2)  Penalty.— 

6  "(A)  In  gbneeal. — In  the  case  of  a  failure 

7  to  comply  with  any  requirement  imposed  under 

8  this  subpart  or  any  rule  or  regulation  issued 

9  thereunder,  the  claimant  shall  be  liable  for  a  pen- 

10  alty  of  $1,000  for  each  failure  to  comply  unless  it 

11  is  shown  that  the  failure  to  comply  was  due  to 

12  reasonable  cause. 

13  "(B)  Penalty  may  not  exceed  amount 

14  of  claim. — The  aggregate  amount  of  the  penal- 

15  ties  imposed  under  subparagraph  (A)  for  failures 

16  described  in  paragraph  (1)  in  respect  of  any  claim 

17  shall  not  exceed  the  amount  of  such  claim  (deter- 

18  mined  without  regard  to  subparagraph  (A)). 

19  "(3)  Penalty  teeated  as  tax. — The  penalty 

20  imposed  by  paragraph  (2)  shall  be  assessed,  collected, 

21  and  paid  in  the  same  manner  as  taxes,  as  provided  in 

22  section  6662(a)/ ' 
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1  SEC.  472.  DISCLOSURE  OF  ALCOHOL  FUEL  PRODUCERS  TO  AD- 

2  MINISTRATORS  OF  STATE  ALCOHOL  LAWS. 

3  (a)  In  General. — Subsection  (1)  of  section  6103  (relat- 

4  ing  to  confidentiality  and  disclosure  of  returns  and  return  in- 

5  formation)  is  amended  by  adding  at  the  end  thereof  the  fol- 

6  lowing  new  paragraph: 

7  "(9)  Disclosure  of  alcohol  fuel  produc- 

8  ers    to    administrators    of   state  alcohol 

9  laws. — Notwithstanding  any  other  provision  of  this 

10  section,  the  Secretary  may  disclose — 

11  "(A)  the  name  and  address  of  any  person 

12  who  is  qualified  to  produce  alcohol  for  fuel  use 

13  under  section  5181,  and 

14  "(B)  the  location  of  any  premises  to  be  used 

15  by  such  person  in  producing  alcohol  for  fuel, 

16  to  any  State  agency,  body,  or  commission,  or  its  legal 

17  representative,  which  is  charged  under  the  laws  of 

18  such  State  with  responsibility  for  administration  of 

19  State  alcohol  laws  solely  for  use  in  the  administration 

20  of  such  laws." 

21  (b)  Technical  Amendments. — 

22  (1)  Subparagraph  (A)  of  section  6103(p)(3)  (relat- 

23  ing  to  records  of  inspection  and  disclosure)  is  amended 

24  by  striking  out  "(5),  or  (7)"  and  inserting  in  lieu  there- 

25  of  "(5),  (7),  (8),  or  (9)". 
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1  (2)  The  material  preceding  subparagraph  (A)  of 

2  paragraph  (4)  of  section  6103(p)  is  amended  by  striking 

3  out  "or  (7)"  and  inserting  in  lieu  thereof  "(7),  (8),  or 

4  (9)". 

5  (3)  Clause  (i)  of  section  6103(p)(4)(F)  is  amended 

6  by  striking  out  "(1)  (6)  or  (7)"  and  inserting  in  lieu 

7  thereof  "(1)  (6),  (7),  (8),  or  (9)". 

8  (4)  Paragraph  (2)  of  section  7213(a)  (relating  to 

9  unauthorized  disclosure  of  information)  is  amended  by 

10  striking  out  "or  (8)"  and  inserting  in  lieu  thereof  "(8), 

11  or  (9)". 

12  (5)  Section  127(a)(1)  of  Public  Law  96-249  is 

13  amended  by  striking  out  "Subsection  (i)"  and  inserting 

14  in  lieu  thereof  "Subsection  (1)". 

15  (6)  The  paragraph  (7)  of  section  61030)  added  by 

16  Public  Law  96-265  is  hereby  redesignated  as  para- 

17  graph  (8). 

18  SEC.  473.  REPEAL  OF  STAMP  REQUIREMENT  FOR  DISTILLED 

19  SPIRITS. 

20  (a)  In  General. — Section  5205  (relating  to  stamps)  is 

21  hereby  repealed. 

22  (b)  Bottles  Must  Have  Other  Antitampering 

23  Closure. — Section  5301  is  amended  by  redesignating  sub- 

24  section  (d)  as  subsection  (e)  and  by  inserting  after  subsection 

25  (c)  the  following  new  subsection: 
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1  "(d)  Closures. — The  immediate  container  of  distilled 

2  spirits  withdrawn  from  bonded  premises,  or  from  customs 

3  custody,  on  determination  of  tax  shall  bear  a  closure  or  other 

4  device  which  is  designed  so  as  to  require  breaking  in  order  to 

5  gain  access  to  the  contents  of  such  container.  The  preceding 

6  sentence  shall  not  apply  to  containers  of  bulk  distilled  spir- 

7  its."  ' 


8  (c)  Technical  and  Conforming  Amendments. — 

9  (1)  The  second  sentence  of  section  5062(b)  (relat- 

10  ing  to  drawback  in  case  of  exportation)  is  amended  by 

11  striking  out  "stamped  or  restamped,  and". 

12  (2)  Paragraph  (2)  of  section  5066(a)  (relating  to 

13  bottled  distilled  spirits  eligible  for  export  with  benefit  of 

14  drawback)  is  amended  by  striking  out  "stamped  or  re- 

15  stamped,  and  marked,"  and  inserting  in  lieu  thereof 

16  "marked". 

17  (3)  Subsection  (b)  of  section  5116  (relating  to 

18  cross  references)  is  amended  to  read  as  follows: 

19  "(b)  Cross  Eeference. — 

"For  provisions  relating  to  containers  of  distilled  spir- 
its, see  section  5206." 

20  (4)  Subsection  (c)  of  section  5204  (relating  to 

21  gauging)  is  amended — 

22  (A)  by  striking  out  "Stamping,"  in  the 

23  heading,  and 

24  (B)  by  striking  out  "stamping,"  in  the  text. 
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1  (5)(A)  Section  5206  (relating  to  containers)  is 

2  amended  by  redesignating  subsections  (d)  and  (e)  as 

3  subsections  (e)  and  (f),  respectively,  and  by  inserting 

4  after  subsection  (c)  the  following  new  subsection: 

5  "(d)  Effacement  of  Mabks  and  Beands  on  Emp- 


6  tied  Containees. — Every  person  who  empties,  or  causes 

7  to  be  emptied,  any  container  of  distilled  spirits  bearing  any 

8  mark  or  brand  required  by  law  (or  regulations  pursuant 

9  thereto)  shall  at  the  time  of  emptying  such  container  efface 

10  and  obliterate  such  mark  or  brand;  except  that  the  Secretary 

11  may,  by  regulations,  waive  any  requirement  of  this  subsec- 

12  tion  where  he  determines  that  no  jeopardy  to  the  revenue 

13  will  be  involved." 

14  (B)  Subsection  (f)  of  section  5206,  as  redesignated 

15  by  subparagraph  (A),  is  amended  by  adding  at  the  end 

16  thereof  the  following  new  paragraphs: 

"(3)  For  provisions  relating  to  the  marking  and  brand- 
ing of  containers  of  distilled  spirits  by  proprietors,  see 
section  5204(c). 

"(4)  For  penalties  and  forfeitures  relating  to  marks 
and  brands,  see  sections  5604  and  5613." 

17  (6)  Paragraph  (4)  of  section  5207(a)  (relating  to 

18  records  and  reports)  is  amended  by  striking  out  subpar- 

19  agraph  (D),  by  adding  "and"  at  the  end  of  subpara- 

20  graph  (B),  and  by  striking  out      and"  at  the  end  of 

21  subparagraph  (C)  and  inserting  in  lieu  thereof  a  period. 
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1  (7)  Subsection  (c)  of  section  5215  (relating  to 

2  return  of  tax  determined  distilled  spirits  to  bonded 

3  premises)  is  amended — 

4  (A)  by  striking  out  "Ke  stamping"  in  the 

5  heading  and  inserting  in  lieu  thereof  "Reclos- 

6  ing",  and 

7  (B)  by  striking  out  "restamping"  in  the  text 

8  and  inserting  in  lieu  thereof  "reclosing". 

9  (8)  Section  5235  (relating  to  bottling  of  alcohol 

10  for  industrial  purposes)  is  amended  by  striking  out 

11  "stamped,"  in  the  first  sentence  and  by  striking  out  the 

12  second  sentence. 

13  (9)  Subsection  (c)  of  section  5301  (relating  to  reg- 

14  ulation  of  traffic  in  containers  of  distilled  spirits)  is 

15  amended — 

16  (A)  by  striking  out  "stamping"  in  paragraphs 

17  (1)  and  (3)  and  inserting  in  lieu  thereof  "tax  de- 

18  termination",  and 

19  (B)  by  striking  out     if  the  liquor  bottles  are 

20  to  be  again  stamped  under  the  provisions  of  this 

21  chapter". 

22  (10)  Subsection  (a)  of  section  5555  (relating  to 

23  records,  statements,  and  returns)  is  amended  by  strik- 

24  ing  out  "or  for  the  affixing  of  any  stamp  required  to  be 

25  affixed  by  this  chapter,". 
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1  (11)(A)  Section  5604  (relating  to  penalties  relat- 

2  ing  to   stamps,   marks,   brands,   and  containers)  is 

3  amended  to  read  as  follows: 

4  "SEC.  5604.  PENALTIES  RELATING  TO  MARKS,  BRANDS,  AND 

5  CONTAINERS. 

6  "(a)  In  Geneeal. — Any  person  who  shall — 

7  "(1)  transport,  possess,  buy,  sell,  or  transfer  any 

8  distilled  spirits  unless  the  immediate  container  bears 

9  the  type  of  closure  or  other  device  required  by  section 

10  5301(d); 

11  "(2)  with  intent  to  defraud  the  United  States, 

12  empty  a  container  bearing  the  closure  or  other  device 

13  required  by  section  5301(d)  without  breaking  such  clo- 

14  sure  or  other  device, 

15  "(3)  empty,  or  cause  to  be  emptied,  any  distilled 

16  spirits  from  an  immediate  container  bearing  any  mark 

17  or  brand  required  by  law  without  effacing  and  obliter- 

18  ating  such  mark  or  brand  as  required  by  section 

19  5206(d), 

20  "(4)  place  any  distilled  spirits  in  any  bottle,  or 

21  reuse  any  bottle  for  the  purpose  of  containing  distilled 

22  spirits,  which  has  once  been  filled  and  fitted  with  a  clo- 

23  sure  or  other  device  under  the  provisions  of  this  chap- 

24  ter,  without  removing  and  destroying  such  closure  or 

25  other  device, 
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1  "(5)  willfully  and  unlawfully  remove,  change,  or 

2  deface  any  mark,  brand,  label,  or  seal  affixed  to  any 

3  case  of  distilled  spirits,  or  to  any  bottle  contained 

4  therein, 

5  "(6)  with  intent  to  defraud  the  United  States,  pur- 

6  chase,  sell,  receive  with  intent  to  transport,  or  trans- 

7  port  any  empty  cask  or  package  having  thereon  any 

8  mark  or  brand  required  by  law  to  be  affixed  to  any 

9  cask  or  package  containing  distilled  spirits,  or 

10  ■  '(7)  change  or  alter  any  mark  or  brand  on  any 

11  cask  or  package  containing  distilled  spirits,  or  put  into 

12  any  cask  or  package  spirits  of  greater  strength  than  is 

13  indicated  by  the  inspection  mark  thereon,  or  fraudu- 

14  lently  use  any  cask  or  package  having  any  inspection 

15  mark  thereon,  for  the  purpose  of  selling  other  spirits, 

16  or  spirits  of  quantity  or  quality  different  from  the  spir- 

17  its  previously  inspected, 

18  shall  be  fined  not  more  than  $10,000  or  imprisoned  not  more 

19  than  5  years,  or  both,  for  each  such  offense. 

20  "(b)  Cross  References. — 

"For  provisions  relating  to  the  authority  of  internal 
revenue  officers  to  enforce  provisions  of  this  section,  see 
sections  5203,  5557,  and  7608." 

21  (B)  The  table  of  sections  for  part  I  of  subchapter 

22  J  of  chapter  51  is  amended  by  striking  out  the  item 

23  relating  to  section  5604  and  inserting  in  lieu  thereof 

24  the  following: 
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"Sec.  5604.  Penalties  relating  to  marks,  brands,  and  containers." 

1  (12)(A)  Subsection  (b)  of  section  5613  (relating  to 

2  forfeiture  of  distilled  spirits  not  stamped,  marked,  or 

3  branded  as  required  by  law)  is  amended  to  read  as  fol- 

4  lows: 

5  "(b)  Containees  Without  Closubes. — All  distilled 


6  spirits  found  in  any  container  which  is  required  by  this  chap- 

7  ter  to  bear  a  closure  or  other  device  and  which  does  not  bear 

8  a  closure  or  other  device  in  compliance  with  this  chapter 

9  shall  be  forfeited  to  the  United  States." 


10  (B)  The  section  heading  of  section  5613  is  amend- 

11  ed  by  striking  out  "STAMPED"  and  inserting  in  lieu 

12  thereof  "CLOSED". 

13  (C)  The  item  relating  to  section  5613  in  the  table 

14  of  sections  for  part  I  of  subchapter  J  of  chapter  51  is 

15  amended  by  striking  out  "stamped"  and  inserting  in 

16  lieu  thereof  "closed". 

17  (13)  Subsection  (b)  of  section  6801  (relating  to  au- 

18  thority  for  establishment,  alteration,  and  distribution)  is 

19  amended  by  striking  out  "several  stamp  taxes;"  and  all 

20  that  follows  and  inserting  in  lieu  thereof  "several 

21  stamp  taxes." 

22  (14)  The  table  of  sections  for  part  I  of  subchapter 

23  C  of  chapter  51  is  amended  by  striking  out  the  item 

24  relating  to  section  5205. 
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1  SEC.  474.  EFFECTIVE  DATES. 

2  (a)  In  Geneeal. — Except  as  provided  in  subsection  (b), 

3  the  amendments  made  by  this  part  shall  take  effect  on  the 

4  first  day  of  the  first  calendar  month  which  begins  more  than 

5  90  days  after  the  date  of  the  enactment  of  this  Act. 

6  (b)  Repeal  of  Stamp  Requieement. — The  amend- 

7  ments  made  by  section  473  shall  take  effect  on  July  1,  1985. 

8  Subtitle  G — Tax  Court  Provisions 

9  SEC.  475.  CERTIFIED  PUBLIC  ACCOUNTANTS  AND  ENROLLED 

10  AGENTS  AUTHORIZED  TO  REPRESENT  TAXPAY- 

11  ERS  IN  SMALL  TAX  CASES;  INCREASE  IN  JURIS- 

12  DICTION AL  LIMIT  FOR  SMALL  CASES. 

13  (a)  Geneeal  Rule. — Section  7463  (relating  to  dis- 

14  putes  involving  $5,000  or  less)  is  amended  by  adding  at  the 

15  end  thereof  the  following  new  subsection: 

16  "(g)  Repeesentation  of  Taxpayee. — In  any  case 

17  in  which  the  proceedings  are  conducted  under  this  section, 

18  any  person  who  is — 

19  "(1)  a  certified  public  accountant,  or 

20  "(2)  an  enrolled  agent  authorized  to  practice 

21  before  the  Internal  Revenue  Service, 

22  shall  be  allowed  to  represent  the  taxpayer.  Nothing  in  this 

23  subsection  shall  prevent  the  Tax  Court  from  extending  its 

24  rules  of  practice  relating  to  suspension  or  disqualification  to 

25  persons  referred  to  in  paragraph  (1)  or  (2)." 
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1  (b)  Increase  in  Jurisdictional  Limit  for  Small 

2  Tax  Cases.— 

3  (1)  In  general. — Subsection  (a)  of  section  7463 

4  (relating  to  disputes  involving  $5,000  or  less)  is 

5  amended  by  striking  out  "$5,000"  each  place  it  ap- 

6  pears  and  inserting  in  lieu  thereof  "$10,000". 

7  (2)  Clerical  amendments. — 

8  (A)  The  section  heading  for  section  7463  is 

9  amended  by  striking  out  "$5,000"  and  inserting 

10  in  lieu  thereof  "$10,000". 

11  (B)  The  table  of  sections  for  part  LI  of  sub- 

12  chapter  C  of  chapter  76  is  amended  by  striking 

13  out  "$5,000"  in  the  item  relating  to  section  7463 

14  and  inserting  in  lieu  thereof  "$10,000". 

15  (c)  Effective  Date. — The  amendments  made  by  this 

16  section  shall  take  effect  on  the  date  of  the  enactment  of  this 

17  Act. 

18  SEC.  476.  ANNUITIES  TO  SURVIVORS  OF  TAX  COURT  JUDGES. 

19  (a)  Entitlement  to  Annuity. — Subsection  (h)  of 

20  section    7448    (relating    to    entitlement    to    annuity)  is 

21  amended — 

22  (1)  by  striking  out  "$900  per  year  divided  by  the 

23  number  of  such  children  or  $360  per  year,"  in  para- 

24  graph  (2)  and  inserting  in  lieu  thereof  "$4,644  per 


584 

1  year  divided  by  the  number  of  such  children  or  $1,548 

2  per  year,";  and 

3  (2)  by  striking  out  "$480  per  year"  in  paragraph 

4  (3)  and  inserting  in  lieu  thereof  "$5,580  per  year  di- 

5  vided  by  the  number  of  such  children  or  $1,860  per 

6  year,  whichever  is  lesser". 

7  (b)  Effective  Date. — The  amendments  made  by  this 

8  subsection  (a)  shall  apply  to  annuities  payable  with  respect  to 

9  months  beginning  after  the  date  of  the  enactment  of  this  Act. 

10  SEC.  477.  PROCEEDINGS  WHICH  MAY  BE  ASSIGNED  TO  COM- 

11  MISSIONERS. 

12  (a)  In  Geneeal. — Subsection  (d)  of  section  7456  (relat- 

13  ing  to  proceedings  which  may  be  assigned  to  commissioners) 

14  is  amended  to  read  as  follows: 

15  "(d)  Peoceedings  Which  May  Be  Assigned  to 

16  Commissionees. — The  chief  judge  may  assign — 

17  "(1)  any  declaratory  judgment  proceeding, 

18  "(2)  any  proceeding  under  section  7463, 

19  "(3)  any  proceeding  where  neither  the  amount  of 

20  the  deficiency  placed  in  dispute  (within  the  meaning  of 

21  section  7463)  nor  the  amount  of  any  claimed  overpay- 

22  ment  exceeds  $10,000;  and 

23  "(4)  any  other  proceeding  which  the  chief  judge 

24  may  designate, 
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1  to  be  heard  by  the  commissioners  of  the  court,  and  the  court 

2  may  authorize  a  commissioner  to  make  the  decision  of  the 

3  court  with  respect  to  any  proceeding  described  in  paragraph 

4  (1),  (2),  or  (3),  subject  to  such  conditions  and  review  as  the 

5  court  may  provide." 

6  (b)  Effective  Date. — The  amendment  made  by  sub- 

7  section  (a)  shall  take  effect  as  if  enacted  as  part  of  the  Miscel- 

8  laneous  Revenue  Act  of  1982. 

9  SEC.  478.  SPECIAL  TRIAL  JUDGES. 

10  (a)  In  General. — Subsection  (a)  of  section  7456  (relat- 

11  ing  to  administration  of  oaths  and  procurement  of  testimony) 

12  is  amended  by  striking  out  "commissioner"  each  place  it  ap- 

13  pears  and  inserting  in  lieu  thereof  "special  trial  judge". 

14  (b)  Appointment  and  Compensation. — Subsection 

15  (c)  of  section  7456  (relating  to  commissioners)  is  amended — 

16  (1)  by  striking  out  "Commissioneks"  in  the 

17  heading  and  inserting  in  lieu  thereof  "Special  Teial 

18  Judges"; 

19  (2)  by  striking  out  "commissioners"  and  inserting 

20  in  lieu  thereof  "special  trial  judges";  and 

21  (3)  by  striking  out  "commissioner"  and  inserting 

22  in  lieu  thereof  "special  trial  judge". 

23  (c)  Peoceedings  Which  May  be  Assigned  to  Spe- 

24  cial  Trial  Judges. — Subsection  (d)  of  section  7456  (relat- 
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1  ing  to  proceedings  which  may  be  assigned  to  commissioners), 

2  as  amended  by  section  477,  is  amended — 


3  (1)  by  striking  out  "Commissioners"  in  the 

4  heading  and  inserting  in  lieu  thereof  "Special  Trial 

5  Judges"; 

6  (2)  by  striking  out  "commissioners"  and  inserting 

7  in  lieu  thereof  "special  trial  judges";  and 

8  (3)  by  striking  out  "commissioner"  and  inserting 

9  in  lieu  thereof  "special  trial  judge". 

10  (d)  Conforming  Amendment. — Subsection  (c)  of  sec- 


11  tion  7471  (cross  reference  relating  to  compensation  and 

12  travel  and  subsistence   allowances   of  commissioners)  is 

13  amended  by  striking  out  "Commissioners"  in  the  heading 

14  and  inserting  in  lieu  thereof  "Special  Trial  Judges",  and 

15  by  striking  out  "commissioners"  and  inserting  in  lieu  thereof 

16  "special  trial  judges". 


17  (e)  Effective  Date. — 

18  (1)  The  amendments  made  by  this  section  shall 

19  take  effect  on  the  date  of  the  enactment  of  this  Act. 

20  (2)  Any  reference  in  any  law  to  a  commissioner  of 

21  the  Tax  Court  shall  be  treated  as  a  reference  to  a  spe- 

22  cial  trial  judge  of  the  Tax  Court. 

23  SEC.  479.  PUBLICITY  OF  TAX  COURT  PROCEEDINGS. 

24  (a)  In  General. — Section  7461  (relating  to  publicity  of 

25  proceedings)  is  amended  to  read  as  follows: 
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1  "SEC.  7461.  PUBLICITY  OF  PROCEEDINGS. 

2  "(a)  General  Eule. — Except  as  provided  in  subsec- 

3  tion  (b),  all  reports  of  the  Tax  Court  and  all  evidence  re- 

4  ceived  by  the  Tax  Court  and  its  divisions,  including  a  tran- 

5  script  of  the  stenographic  report  of  the  hearings,  shall  be 

6  public  records  open  to  the  inspection  of  the  public. 

7  "(b)  Exceptions. — 

8  "(1)  Trade  secrets  or  other  confidential 

9  information. — The  Tax  Court  may  make  any  provi- 

10  sion  which  is  necessary  to  prevent  the  disclosure  of 

11  trade  secrets  or  other  confidential  information,  includ- 

12  ing  a  provision  that  any  document  or  information  be 

13  placed  under  seal  to  be  opened  only  as  directed  by  the 

14  court. 

15  "(2)  Evidence,  etc. — After  the  decision  of  the 

16  Tax  Court  in  any  proceeding  has  become  final,  the  Tax 

17  Court  may,  upon  motion  of  the  taxpayer  or  the  Secre- 

18  tary,  permit  the  withdrawal  by  the  party  entitled 

19  thereto  of  originals  of  books,  documents,  and  records, 

20  and  of  models,  diagrams,  and  other  exhibits,  introduced 

21  in  evidence  before  the  Tax  Court  or  any  division;  or 

22  the  Tax  Court  may,  on  its  own  motion,  make  such 

23  other  disposition  thereof  as  it  deems  advisable." 

24  (b)  Effective  Date. — The  amendment  made  by  sub- 

25  section  (a)  shall  take  effect  on  the  date  of  the  enactment  of 

26  this  Act. 
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1  SEC.  480.  ELIMINATION  OF  MANDATORY  RETIREMENT  AGE 

2  FOR  TAX  COURT  JUDGES. 

3  (a)  In  General. — Paragraph  (1)  of  section  7447(b)  (re- 

4  lating  to  retirement  of  Tax  Court  judges)  is  amended  to  read 

5  as  follows: 

6  ,  "(1)  Any  judge  may  retire  at  any  time  after  at- 

7  tairiing  age  70." 

8  (b)  Effective  Date. — The  amendment  made  by  sub- 

9  section  (a)  shall  take  effect  on  the  date  of  the  enactment  of 

10  this  Act. 

11  Subtitle  H — Simplification  of  Income 

12  Tax  Credits 

13  SEC.  481.  SHORT  TITLE. 

14  This  subtitle  may  be  cited  as  the  "Tax  Credit  Simplifi- 

15  cation  Act  of  1984". 

16  SEC.  482.  CREDITS  GROUPED  TOGETHER  IN  MORE  LOGICAL 

17  ORDER. 

18  (a)  Credits  Divided  Into  4  Categories. — The 

19  table  of  subparts  for  part  IY  of  subchapter  A  of  chapter  1 

20  (relating  to  credits  against  tax)  is  amended  to  read  as  follows: 

"Subpart  A.  Nonrefundable  personal  credits. 
"Subpart  B.  Foreign  tax  credit,  etc. 
"Subpart  C.  Refundable  credits. 
"Subpart  D.  Business-related  credits." 

21  (b)  Existing  Credits  Assigned  to  Appropriate 

22  Category. — Part  IV  of  subchapter  A  of  chapter  1  is 
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amended  by  striking  out  the  heading  and  table  of  sections  for 
subpart  A  and  inserting  in  lieu  thereof  the  following: 

"Subpart  A — Nonrefundable  Personal  Credits 

"Sec.  21.  Expenses  for  household  and  dependent  care  services  nec- 
essary for  gainful  employment. 
"Sec.  22.  Credit  for  the  elderly  and  the  permanently  and  totally  dis- 
abled. 

"Sec.  23.  Residential  energy  credit. 
"Sec.  24.  Contributions  to  candidates  for  public  office. 
"Sec.  25.  Limitation  based  on  tax  liability;  definition  of  tax  liability. 

4  "Subpart  B— Foreign  Tax  Credit,  Etc. 

"Sec.  27.  Taxes  of  foreign  countries  and  possessions  of  the  United 
States;  possession  tax  credit. 

"Sec.  28.  Clinical  testing  expenses  for  certain  drugs  for  rare  dis- 
eases or  conditions. 

"Sec.  29.  Credit  for  producing  fuel  from  a  nonconvenitional  source. 

"Sec.  30.  Credit  for  increasing  research  activities. 

5  "Subpart  C— Refundable  Credits 

"Sec.  31.  Tax  withheld  on  wages. 
"Sec.  32.  Earned  income. 

"Sec.  33.  Tax  withheld  at  source  on  nonresident  aliens  and  foreign 
corporations. 

"Sec.  34.  Certain  uses  of  gasoline  and  special  fuels. 
"Sec.  35.  Overpayments  of  tax. 

6  "Subpart  D — Business  Related  Credits 

"Sec.  38.  General  business  credit. 

"Sec.  39.  Carryback  and  carry  forward  of  unused  credits. 

"Sec.  40.  Alcohol  used  as  fuel. 

"Sec.  41.  Employee  stock  ownership  credit." 

7  (c)  Sections  Moved  to  Appeopeiate  Place  in 

8  PaetIV.— 

9  (1)  Designation. — The  following  sections  of 

10  such  part  IV  are  henceforth  to  be  designated  in  ac- 

11  cordance  with  the  following  table: 


31-409  O  -  84  -  39  BK  1 
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Old  section  number:  New  section  number:  New  subpart 

designation: 

44A   21   A 

37   22   A 

44C   23   A 

41   24   A 

33   27   B 

44H   28   B 

44D   29   B 

44F   30   B 

31   31   C 

43   32   C 

32   33   C 

39   34   C 

45   35   C 

44E   40   D 

44G   41   D 

1  (2)  Placed  in  appropriate  subparts. — Each 

2  section  for  which  paragraph  (1)  provides  a  new  section 

3  number  is  hereby  moved  to  the  appropriate  place  in  the 

4  appropriate  subpart  of  such  part  IV. 

5  SEC.  483.  UNIFORM  LIMITATION  ON  PERSONAL  NONREFUND- 

6  ABLE  CREDITS. 

7  Subpart  A  of  part  IV  of  subchapter  A  of  chapter  1  is 

8  amended  by  adding  after  section  24  the  following  new  sec- 

9  tion: 

10  "SEC.  25.  LIMITATION  BASED  ON  TAX  LIABILITY;  DEFINITION 

11  OF  TAX  LIABILITY. 

12  "(a)  Limitation  Based  on  Amount  of  Tax. — The 

13  aggregate  amount  of  credits  allowed  by  this  subpart  for  the 

14  taxable  year  shall  not  exceed  the  taxpayer's  tax  liability  for 

15  such  taxable  year. 

16  "(b)  Tax  Liability. — For  purposes  of  this  section — 
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1  "(1)  In  geneeal. — The  term  'tax  liability'  means 

2  the  tax  imposed  by  this  chapter  for  the  taxable  year. 

3  "(2)  Exception  foe  ceetain  taxes. — For 

4  purposes  of  paragraph  (1),  any  tax  imposed  by  any  of 

5  the  following  provisions  shall  not  be  treated  as  tax  im- 

6  posed  by  this  chapter: 

7  "(A)  section  56  (relating  to  corporate  mini- 

8  mum  tax), 

9  "(B)  subsection  (m)(5)(B),  (o)(2),  or  (q)  of  sec- 

10  tion  72  (relating  to  additional  tax  on  certain  dis- 

11  tributions), 

12  "(C)  section  408(f)  (relating  to  additional  tax 

13  on  income  from  certain  retirement  accounts), 

14  "(D)  section  531  (relating  to  accumulated 

15  earnings  tax), 

16  "(E)  section  541  (relating  to  personal  holding 

17  company  tax), 

18  "(F)  section  1351(d)(1)  (relating  to  recoveries 

19  of  foreign  expropriation  losses), 

20  "(G)  section  1374  (relating  to  tax  on  certain 

21  capital  gains  of  S  corporations),  and 

22  "(H)  section  1375  (relating  to  tax  imposed 

23  when  passive  investment  income  of  corporation 

24  having  subchapter  C  earnings  and  profits  exceeds 

25  25  percent  of  gross  receipts). 
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1  "(c)  Similae  Rule  for  Alternative  Minimum  Tax 

2  for  Taxpayers  Other  than  Corporations. — 

"For  treatment  of  tax  imposed  by  section  55  as  not  im- 
posed by  this  chapter,  see  section  55(c)." 

3  SEC.  484.  UNIFORM  CARRYOVER  PROVISIONS  FOR  BUSINESS- 

4  RELATED  CREDITS. 

5  Subpart  D  of  part  IV  of  subchapter  A  of  chapter  1  is 

6  amended  by  inserting  before  section  40  the  following  new 

7  sections: 

8  "SEC.  38.  GENERAL  BUSINESS  CREDIT. 

9  "(a)  Allowance  of  Credit. — There  shall  be  allowed 

10  as  a  credit  against  the  tax  imposed  by  this  chapter  for  the 

1 1  taxable  year  an  amount  equal  to  the  sum  of — 

12  "(1)  the  business  credit  carryforwards  carried  to 

13  such  taxable  year, 

14  "(2)  the  amount  of  the  current  year  business 

15  credit,  plus 

16  "(3)  the  business  credit  carrybacks  carried  to  such 

17  taxable  year. 

18  "(b)  Current  Year  Business  Credit. — For  pur- 

19  poses  of  this  subpart,  the  amount  of  the  current  year  business 

20  credit  is  the  sum  of  the  following  credits  determined  for  the 

21  taxable  year: 

22  "(1)  the  investment  credit  determined  under  sec- 

23  tion  46(a), 
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1  "(2)  the  targeted  jobs  credit  determined  under 

2  section  51(a), 

3  "(3)  the  alcohol  fuels  credit  determined  under  sec- 

4  tion  40(a),  plus 

5  "(4)  the  employee  stock  ownership  credit  deter- 

6  mined  under  section  41(a). 

7  "(c)  Limitation  Based  on  Amount  of  Tax. — 

8  "(1)  In  geneeal. — The  credit  allowed  under 

9  subsection  (a)  for  any  taxable  year  shall  not  exeeed  the 

10  sum  of — 

11  "(A)  so  much  of  the  taxpayer's  net  tax  liabil- 

12  ity  for  the  taxable  year  as  does  not  exceed 

13  $25,000,  plus 

14  "(B)  85  percent  of  so  much  of  the  taxpayer's 

15  net  tax  liability  for  the  taxable  year  as  exceeds 

16  $25,000. 

17  "(2)  Net  tax  liability. — For  purposes  of  para- 

18  graph  (1),  the  term  'net  tax  liability'  means  the  tax  lia- 

19  bility  (as  defined  in  section  25(b)),  reduced  by  the  sum 

20  of  the  credits  allowable  under  subparts  A  and  B  of  this 

21  part. 

22  "(3)  Special  rules. — 

23  "(A)  Married  individuals. — In  the  case 

24  of  a  husband  or  wife  who  files  a  separate  return, 

25  the  amount  specified  under  subparagraphs  (A)  and 
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1  (B)  of  paragraph  (1)  shall  be  $12,500  in  lieu  of 

2  $25,000.  This  subparagraph  shall  not  apply  if  the 

3  spouse  of  the  taxpayer  has  no  business  credit 

4  carryforward  or  carryback  to,  and  has  no  current 

5  year  business  credit  for,  the  taxable  year  of  such 

6  spouse  which  ends  within  or  with  the  taxpayer's 

7  taxable  year. 

8  "(B)  Controlled  geoups. — In  the  case  of 

9  a  controlled  group,  the  $25,000  amount  specified 

10  under  subparagraphs  (A)  and  (B)  of  paragraph  (1) 

11  shall  be  reduced  for  each  component  member  of 

12  such  group  by  apportioning  $25,000  among  the 

13  component   members    of   such   group   in  such 

14  manner  as  the  Secretary  shall  by  regulations  pre- 

15  scribe.  For  purposes  of  the  preceding  sentence, 

16  the  term  'controlled  group'  has  the  meaning  given 

17  to  such  term  by  section  1563(a). 

18  "(C)  Limitations  with  respect  to  cer- 

19  tain  persons. — In  the  case  of  a  person  de- 

20  scribed  in  subparagraph  (A)  or  (B)  of  section 

21  46(e)(1),  the  $25,000  amount  specified  under  sub- 

22  paragraphs  (A)  and  (B)  of  paragraph  (1)  shall 

23  equal  such  person's  ratable  share  (as  detennined 

24  under  section  46(e)(2))  of  such  amount. 
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1  "(D)  Estates  and  teusts. — In  the  case  of 

2  an  estate  or  trust,  the  $25,000  amount  specified 

3  under  subparagraphs  (A)  and  (B)  of  paragraph  (1) 

4  shall  be  reduced  to  an  amount  which  bears  the 

5  same  ratio  to  $25,000  as  the  portion  of  the 

6  income  of  the  estate  or  trust  which  is  not  allo- 

7  cated  to  beneficiaries  bears  to  the  total  income  of 

8  the  estate  or  trust. 

9  "(d)  Special  Rules  foe  Ceetain  Regulated  Com- 


10  panies. — In  the  case  of  any  taxpayer  to  which  section  46(f) 

11  applies,  for  purposes  of  sections  46(f),  47(a),  196(a),  and 

12  404(i)  and  any  other  provision  of  this  title  where  it  is  neces- 

13  sary  to  ascertain  the  extent  to  which  the  credits  determined 

14  under  section  40(a),  41(a),  46(a),  or  51(a)  are  used  in  a  tax- 

15  able  year  or  as  a  carryback  or  carryforward,  the  order  in 

16  which  such  credits  are  used  shall  be  determined  on  the  basis 

17  of  the  order  in  which  they  are  listed  in  subsection  (b). 

18  "SEC.  39.  CARRYBACK  AND  CARRYFORWARD  OF  UNUSED 


19  CREDITS. 

20  "(a)  In  Geneeal. — 

21  "(1)  3  YEAE  CAEEYBACK  AND  15  YEAE  CAEEY- 

22  foewaed. — If  the  sum  of  the  business  credit  carryfor- 

23  wards  to  the  taxable  year  plus  the  amount  of  the  cur- 

24  rent  year  business  credit  for  the  taxable  year  exceeds 

25  the  amount  of  the  limitation  imposed  by  subsection  (c) 
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1  of  section  38  for  such  taxable  year  (hereinafter  in  this 

2  section  referred  to  as  the  'unused  credit  year'),  such 

3  excess  (to  the  extent  attributable  to  the  amount  of  the 

4  current  year  business  credit)  shall  be — 

5  "(A)  a  business  credit  carryback  to  each  of 

6  the  3  taxable  years  preceding  the  unused  credit 

7  year,  and 

8  "(B)  a  business  credit  carryforward  to  each 

9  of  the  15  taxable  years  following  the  unused 

10  credit  year, 

11  and,  subject  to  the  limitations  imposed  by  subsections 

12  (b)  and  (c),  shall  be  taken  into  account  under  the  provi- 

13  sions  of  section  38(a)  in  the  manner  provided  in  section 

14  38(a). 

15  "(2)  Amount  caeried  to  each  yeae. — 

16  "(A)  Entire  amount  carried  to  first 

17  year. — The  entire  amount  of  the  unused  credit 

18  for  an  unused  credit  year  shall  be  carried  to  the 

19  earliest  of  the  18  taxable  years  to  which  (by 

20  reason  of  paragraph  (1))  such  credit  may  be 

21  carried. 

22  "(B)  Amount   carried   to   other  n 

23  years. — The  amount  of  the  unused  credit  for  the 

24  unused  credit  year  shall  be  carried  to  each  of  the 

25  other  17  taxable  years  to  the  extent  that  such 
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1  unused  credit  may  not  be  taken  into  account 

2  under  section  38(a)  for  a  prior  taxable  year  be- 

3  cause  of  the  limitations  of  subsections  (b)  and  (c). 

4  "(b)  Limitation  on  Caeeybacks. — The  amount  of 


5  the  unused  credit  which  may  be  taken  into  account  under 

6  section  38(a)(3)  for  any  preceding  taxable  year  shall  not 

7  exceed  the  amount  by  which  the  limitation  imposed  by  sec- 

8  tion  38(c)  for  such  taxable  year  exceeds  the  sum  of — 


9  "(1)  the  amounts  determined  under  paragraphs  (1) 

10  and  (2)  of  section  38(a)  for  such  taxable  year,  plus 

11  "(2)  the  amounts  which  (by  reason  of  this  section) 

12  are  carried  back  to  such  taxable  year  and  are  attributa- 

13  ble  to  taxable  years  preceding  the  unused  credit  year. 

14  "(c)  Limitation  on  Caeeyfoewaeds. — The  amount 


15  of  the  unused  credit  which  may  be  taken  into  account  under 

16  section  38(a)(1)  for  any  succeeding  taxable  year  shall  not 

17  exceed  the  amount  by  which  the  limitation  imposed  by  sec- 

18  tion  38(c)  for  such  taxable  year  exceeds  the  sum  of  the 

19  amounts  which,  by  reason  of  this  section,  are  carried  to  such 

20  taxable  year  and  are  attributable  to  taxable  years  preceding 

21  the  unused  credit  year. 


22  "(d)  Teansitional  Rules. — 

23  "(1)  Caeeyfoewaeds. — 

24  "(A)  In  geneeal. — Any  carryforward  from 

25  an  unused  credit  year  under  section  46,  50A,  53, 
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1  44E,  or  44G  which  has  not  expired  before  the  be- 

2  ginning  of  the  first  taxable  year  beginning  after 

3  December  31,  1983,  shall  be  aggregated  with 

4  other  such  carryforwards  from  such  unused  credit 

5  year  and  shall  be  a  business  credit  carryforward 

6  to  each  taxable  year  beginning  after  December 

7  31,  1983,  which  is  1  of  the  first  15  taxable  years 

8  after  such  unused  credit  year. 

9  "(B)  Amount  carried  forward. — The 

10  amount  carried  forward  under  subparagraph  (A)  to 

11  any  taxable  year  shall  be  properly  reduced  for  any 

12  amount  allowable  as  a  credit  with  respect  to  such 

13  carryforward  for  any  taxable  year  before  the  year 

14  to  which  it  is  being  carried. 

15  "(2)  Carrybacks. — In  detennining  the  amount 

16  allowable  as  a  credit  for  any  taxable  year  beginning 

17  before  January  1,  1984,  as  the  result  of  the  carryback 

18  of  a  general  business  tax  credit  from  a  taxable  year  be- 

19  ginning  after  December  31,  1983,  paragraph  (1)  of 

20  subsection  (b)  shall  be  applied  as  if  it  read  as  follows: 

21  "  '(1)  the  sum  of  the  credits  allowable  for  such 

22  taxable  year  under  sections  38,  40,  44B,  44E,  and 

23  44G,  plus'." 
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1  SEC.  485.  TECHNICAL  AND  CONFORMING  AMENDMENTS. 

2  (a)  Eefeeences  to  Old  and  New  Peovisions. — 

3  Whenever  in  this  section  reference  is  made  to  an  old  or  new 

4  section  or  other  provision,  the  reference  is  to  the  provision 

5  before  (in  the  case  of  "old")  or  after  (in  the  case  of  "new") 

6  the  changes  made  by  section  482  of  this  Act. 


7  (b)  Old  Section  21.— 

8  (1)  Redesignation. — Old  section  21  (relating  to 

9  effect  of  changes)  is  redesignated  as  section  15. 

10  (2)      Confoeming      amendments. — Sections 

11  441(f)(2)(A)  and  6013(c)  are  each  amended  by  striking 

12  out  "21"  and  inserting  in  lieu  thereof  "15". 

13  (3)  Table  of  sections. — The  table  of  sections 

14  for  part  HE  of  subchapter  A  of  chapter  1  is  amended 

15  by  striking  out  the  item  relating  to  section  21  and  in- 

16  serting  in  lieu  thereof  the  following: 

"Sec.  15.  Effect  of  changes." 

17  (c)  New  Section  21. — New  section  21  (relating  to  ex- 

18  penses  for  household  and  dependent  care  services  necessary 

19  for  gainful  employment)  is  amended — 

20  (1)  by  striking  out  subsection  (b)  and  by  redes- 

21  ignating  subsections  (c),  (d),  (e),  (f),  and  (g)  as  subsec- 

22  tions  (b),  (c),  (d),  (e),  and  (f),  respectively, 

23  (2)  by  striking  out  "subsection  (c)(1)"  in  subsec- 

24  tion  (a)' and  inserting  in  lieu  thereof  "subsection  (b)(1)", 
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1  (3)  by  striking  out  "subsection  (c)(2)"  in  subsec- 

2  tion  (a)  and  inserting  in  lieu  thereof  "subsection  (b)(2)", 

3  (4)  by  striking  out  "subsection  (c)(1)(C)"  in  para- 

4  graph  (2)  of  subsection  (d)  (as  redesignated  by  para- 

5  graph  (1))  and  inserting  in  lieu  thereof  "subsection 

6  (b)(1)(C)", 

7  •     (5)  by  striking  out  "subsection  (d)(1)"  in  subpara- 

8  graph  (A)  of  subsection  (d)(2)  (as  redesignated  by  para- 

9  graph  (1))  and  inserting  in  lieu  thereof,  "subsection 

10  (c)(1)", 

11  (6)  by  striking  out  "subsection  (d)(2)"  in  subpara- 

12  graph  (B)  of  subsection  (d)(2)  (as  redesignated  by  para- 

13  graph  (1))  and  inserting  in  lieu  thereof  "subsection 

14  (c)(2)",  and 

15  (7)  by  striking  out  "subsection  (c)(1)"  in  subsec- 

16  tion  (e)(5)  (as  redesignated  by  paragraph  (1))  and  in- 

17  serting  in  lieu  thereof  "subsection  (b)(1)". 

18  (d)  New  Section  22. — New  section  22  (relating  to  the 

19  credit  for  the  elderly  and  the  permanently  and  totally  dis- 

20  abled)  is  amended — 

21  (1)  by  striking  out  "section  37  amount"  each 

22  place  it  appears  in  the  text  and  inserting  in  lieu  thereof 

23  "section  22  amount", 
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1  (2)  by  striking  out  the  heading  of  subsection  (c) 

2  and   inserting   in   lieu    thereof    "(c)    Section  22 

3  Amount. — ",  and 

4  (3)  by  amending  subsection  (d)  to  read  as  follows: 

5  "(d)  Adjusted  Geoss  Income  Limitation. — If  the 

6  adjusted  gross  income  of  the  taxpayer  exceeds — 

7  "(1)  $7,500  in  the  case  of  a  single  individual, 

8  "(2)  $10,000  in  the  case  of  a  joint  return,  or 

9  "(3)  $5,000  in  the  case  of  a  married  individual 

10  filing  a  separate  return, 

11  the  section  22  amount  shall  be  reduced  by  one-half  of  the 

12  excess  of  the  adjusted  gross  income  over  $7,500,  $10,000,  or 

13  $5,000,  as  the  case  may  be." 

14  (e)  New  Section  23. — Subsection  (b)  of  new  section 

15  23  (relating  to  residential  energy  credit)  is  amended  by  strik- 

16  ing  out  paragraphs  (5)  and  (6)  and  inserting  in  lieu  thereof 

17  the  following: 

18  "(5)  Caeeyfoewaed  of  unused  ceedit. — 

19  "(A)  In  geneeal. — If  the  credit  allowable 

20  under  subsection  (a)  for  any  taxable  year  exceeds 

21  the  limitation  imposed  by  section  25(a)  for  such 

22  taxable  year  reduced  by  the  sum  of  the  credits  al- 

23  lowable  under  this  subpart  (other  than  this  sec- 

24  tion),  such  excess  shall  be  carried  to  the  succeed- 

25  ing  taxable  year  and  added  to  the  credit  allowable 
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1  under  subsection  (a)  for  such  succeeding  taxable 

2  year. 

3  "(B)    NO    CARRYFORWARD    TO  TAXABLE 

4  YEAES      BEGINNING     AFTER      DECEMBER  31, 

5  198  7. — No  amount  may  be  carried  under  subpar- 

6  agraph  (A)  to  any  taxable  year  beginning  after 

7  December  31,  1987." 

8  (f)  New  Section  24. — Subsection  (b)  of  new  section  24 

9  (relating  to  contributions  to  candidates  for  political  office)  is 

10  amended  by  striking  out  paragraph  (2)  and  by  redesignating 

11  paragraph  (3)  as  paragraph  (2). 

12  (g)  New  Section  28.— 

13  (1)  New  section  28  is  amended — 

14  (A)  by  striking  out  "section  44F"  each  place 

15  it  appears  and  inserting  in  lieu  thereof  "section 

16  30",  and 

17  (B)  by  striking  out  "section  44F(b)"  in  sub- 

18  section  (c)(2)  and  inserting  in  lieu  thereof  "section 

19  30(b),"  and 

20  (C)  by  striking  out  "section  44F(f)"  in  sub- 

21  section  (d)(4)  and  inserting  in  lieu  thereof  "section 

22  30(f)". 

23  (2)  Paragraph  (2)  of  new  section  28(d)  is  amended 

24  to  read  as  follows: 


1  "(2)  Limitation  based  on  amount  of  tax. — 

2  The  credit  allowed  by  this  section  for  any  taxable  year 

3  shall  not  exceed  the  taxpayer's  tax  liability  for  the  tax- 

4  able  year  (as  defined  in  section  25(b)),  reduced  by  the 

5  sum  of  the  credits  allowable  under  subpart  A  and  sec- 

6  tion  28." 

7  (h)  New  Section  29. — Paragraph  (5)  of  new  section 

8  29(b)  (relating  to  credit  for  producing  fuel  from  a  nonconven- 

9  tional  source)  is  amended  to  read  as  follows: 

10  "(5)  Application  with  othee  ceedits. — The 

11  credit  allowed  by  subsection  (a)  for  a  taxable  year  shall 

12  not  exceed  the  taxpayer's  tax  liability  for  the  taxable 

13  year  (as  defined  in  section  25(b)),  reduced  by  the  sum 

14  of  the  credits  allowable  under  subpart  A  and  sections 

15  27  and  28." 

16  (i)  New  Section  30. — 

17  (1)  New  section  30  (relating  to  credit  for  increas- 

18  ing  research  activities)  is  amended — 

19  (A)  by  striking  out  "in  computing  the  credit 

20  under    section    40    or    44B"    in  subsection 

21  (b)(2)(D)(iii)  and  inserting  in  lieu  thereof  "in  deter- 

22  mining  the  targeted  jobs  credit  under  section 

23  51(a)",  and 

24  (B)  by  amending  subparagraph  (A)  of  subsec- 

25  tion  (g)(1)  to  read  as  follows: 
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1  "(A)  In  geneeal. — Except  as  provided  in 

2  subparagraph  (B),  the  credit  allowed  by  subsection 

3  (a)  for  any  taxable  year  shall  not  exceed  the  tax- 

4  payer's  tax  liability  for  the  taxable  year  (as  de- 

5  fined  in  section  25(b)),  reduced  by  the  sum  of  the 

6  credits  allowable  under  subpart  A  and  sections 

7  27,  28,  and  29." 

8  (2)  New  section  30  teeated  as  continu- 

9  ation   of   old   section   44F. — For   purposes  of 

10  determining — 

11  (A)  whether  any  excess  credit  under  old  sec- 

12  tion  44F  for  a  taxable  year  beginning  before  Jan- 

13  uary  1,  1984,  is  allowable  as  a  carryover  under 

14  new  section  30,  and 

15  (B)  the  period  during  which  new  section  30 

16  is  in  effect, 

17  new  section  30  shall  be  treated  as  a  continuation  of  old 

18  section  44F  (and  shall  apply  only  to  the  extent  old  sec- 

19  tion  44F  would  have  applied). 

20  (j)  New  Section  33. — New  section  33  (relating  to  tax 


21  withheld  at  source  on  nonresident  aliens  and  foreign  corpora- 

22  tions  and  on  tax-free  covenant  bonds)  is  amended  to  read  as 

23  follows: 
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1  "SEC.  33.  TAX  WITHHELD  AT  SOURCE  ON  NONRESIDENT 

2  ALIENS  AND  FOREIGN  CORPORATIONS. 

3  "There  shall  be  allowed  as  a  credit  against  the  tax  im- 

4  posed  by  this  subtitle  the  amount  of  tax  withheld  at  source 

5  under  subchapter  A  of  chapter  3  (relating  to  withholding  of 

6  tax  on  nonresident  aliens  and  on  foreign  corporations)." 

7  (k)  New  Section  40. — New  section  40  (relating  to  al- 

8  cohol  used  as  fuel)  is  amended — 

9  (1)  by  amending  subsection  (a)  to  read  as  follows: 

10  "(a)  General  Rule. — For  purposes  of  section  38,  the 

11  alcohol  fuels  credit  determined  under  this  section  for  the  tax- 

12  able  year  is  an  amount  equal  to  the  sum  of — 

13  "(1)  the  alcohol  mixture  credit,  plus 

14  "(2)  the  alcohol  credit.", 

15  (2)  by  striking  out  "the  credit  allowable  under  this 

16  section"  in  subsection  (c)  and  inserting  in  lieu  thereof 

17  "the  credit  determined  under  this  section", 

18  (3)  by  striking  out  "credit  was  allowable"  each 

19  place  it  appears  in  paragraph  (3)  of  subsection  (d)  and 

20  inserting  in  lieu  thereof  "credit  was  determined", 

21  (4)  by  striking  out  subsection  (e)  and  redesignating 

22  subsection  (f)  as  subsection  (e), 

23  (5)  by  amending  paragraph  (2)  of  subsection  (e) 

24  (as  redesignated  by  paragraph  (4))  to  read  as  follows: 

25  "(2)  No  caeeyovers  to  years  after  1994. — 

26  No  amount  may  be  carried  under  section  39  by  reason 
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1  of  this  section  (treating  the  amount  allowed  by  reason 

2  of  this  section  as  the  first  amount  allowed  by  this  sub- 

3  part)  to  any  taxable  year  beginning  after  December  31, 

4  1994.",  and 

5  (6)  by  adding  at  the  end  thereof  the  following  new 

6  subsection: 

7  "(f)  Election  To  Have  Alcohol  Fuels  Ceedit 

8  Not  Apply. — 

9  "(1)  In  general. — A  taxpayer  may  elect  to 

10  have  this  section  not  apply  for  any  taxable  year. 

11  "(2)  Time  for  making  election. — An  election 

12  under  paragraph  (1)  for  any  taxable  year  may  be  made 

13  (or  revoked)  at  any  time  before  the  expiration  of  the  3- 

14  year  period  beginning  on  the  last  date  prescribed  by 

15  law  for  filing  the  return  for  such  taxable  year  (deter- 

16  mined  without  regard  to  extensions). 

17  "(3)  Manner  of  making  election. — An  elec- 

18  tion  under  paragraph  (1)  (or  revocation  thereof)  shall 

19  be  made  in  such  manner  as  the  Secretary  may  by  reg- 

20  ulations  prescribe." 

21  (1)  New  Section  41. — New  section  41  (relating  to  em- 

22  ployee  stock  ownership  plan)  is  amended — 

23  (1)  by  amending  paragraph  (1)  of  subsection  (a)  to 

24  read  as  follows: 


"(1)  Amount  of  credit. — In  the  case  of  a  cor- 
poration which  elects  to  have  this  section  apply  for  the 
taxable  year  and  which  meets  the  requirements  of  sub- 
section (c)(1),  for  purposes  of  section  38,  the  amount  of 
the  employee  stock  ownership  credit  detennined  under 
this  section  for  the  taxable  year  is  an  amount  equal  to 
the  amount  of  the  credit  determined  under  paragraph 
(2)  for  such  taxable  year.", 

(2)  by  amending  subsection  (b)  to  read  as  follows: 
"(b)  Certain  Regulated  Companies. — No  credit 
attributable  to  compensation  taken  into  account  for  the  rate- 
making  purposes  involved  shall  be  determined  under  this  sec- 
tion with  respect  to  a  taxpayer  if — 

"(1)  the  taxpayer's  cost  of  service  for  ratemaking 
purposes  or  in  its  regulated  books  of  account  is  reduced 
by  reason  of  any  portion  of  such  credit  which  results 
from  the  transfer  of  employer  securities  or  cash  to  a 
tax  credit  employee  stock  ownership  plan  which  meets 
the  requirements  of  section  409; 

"(2)  the  base  to  which  the  taxpayer's  rate  of 
return  for  ratemaking  purposes  is  applied  is  reduced  by 
reason  of  any  portion  of  such  credit  which  results  from 
a  transfer  described  in  paragraph  (1)  to  such  employee 
stock  ownership  plan;  or 
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1  "(3)  any  portion  of  the  amount  of  such  credit 

2  which  results  from  a  transfer  described  in  paragraph 

3  (1)  to  such  employee  stock  ownership  plan  is  treated 

4  for  ratemaking  purposes  in  any  way  other  than  as 

5  though  it  had  been  contributed  by  the  taxpayer's 

6  common  shareholders. 

7  Under  regulations  prescribed  by  the  Secretary,  rules  similar 

8  to  the  rules  of  paragraphs  (4)  and  (7)  of  section  46(f)  shall 

9  apply  for  purposes  of  the  preceding  sentence.",  and 

10  (3)  by  striking  out  "the  credit  allowed  under  this 

11  section"  in  subsection  (c)(3)  and  inserting  in  lieu  there- 

12  of  "the  credit  determined  under  this  section". 

13  (m)  Repeal  of  Ceetain  Old  Pkovisions. — 

14  (1)  Old  sections  38,  40,  44,  and  44B  are  hereby 

15  repealed. 

16  (2)  Old  subpart  C  of  part  IV  of  subchapter  A  of 

17  chapter  1  is  hereby  repealed. 

18  (n)  Redesignated  of  Old  Subparts. — 

19  (1)  Old  subparts  B  and  D  of  part  IV  of  subchapter 

20  A  of  chapter  1  are  redesignated  as  subparts  E  and  F, 

21  respectively. 

22  (2)  The  subpart  heading  for  subpart  F  of  part  IV 

23  of  subchapter  A  of  chapter  1  (as  so  redesignated)  is 

24  amended  to  read  as  follows: 
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1    "Subpart  F— Rules  for  Computing  Targeted  Jobs  Credit". 


2  (3)  The  table  of  subparts  for  such  part  IV  (as 

3  amended  by  subsection  (a)  of  section  482)  is  amended 

4  by  adding  at  the  end  thereof  the  following: 

"Subpart  E.  Rules  for  computing  credit  for  investment  in  certain  de- 
preciable property. 
"Subpart  F.  Rules  for  computing  targeted  jobs  credit." 

5  (o)  Investment  Tax  Credit. — 

6  (1)  Section  46  (relating  to  amount  of  investment 

7  tax  credit)  is  amended  by  striking  out  subsections  (a) 

8  and  (b)  and  inserting  in  lieu  thereof  the  following: 

9  "(a)  Amount  of  Investment  Credit. — For  purposes 


10  of  section  38,  the  amount  of  the  investment  credit  determined 

11  under  this  section  for  any  taxable  year  shall  be  an  amount 

12  equal  to  the  sum  of  the  following  percentages  of  the  qualified 

13  investment  (as  determined  under  subsections  (c)  and  (d)): 


14  "(1)  the  regular  percentage, 

15  "(2)  in  the  case  of  energy  property,  the  energy 

16  percentage,  and 

17  "(3)  in  the  case  of  that  portion  of  the  basis  of  any 

18  property  which  is  attributable  to  qualified  rehabilitation 

19  expenditures,  the  rehabilitation  percentage. 

20  "(b)  Determination  of  Percentages. — For  pur- 

21  poses  of  subsection  (a) — 

22  "(1)  Regular  percentage. — The  regular  per- 

23  centage  is  10  percent. 

24  "(2)  Energy  percentage. — 
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1  "(A)  In  geneeal. — The  energy  percentage 

2  shall  be  determined  in  accordance  with  the  follow- 

3  ing  table: 


Column  A — Description 

Column  B — Percentage 

Column  C 

— Period 

in  trie  c&se  oi^ 

1  lie  energy  percentage  isi 

For  the  period: 

Beginning  on: 

And  ending  on: 

(i)  Geneeal  Rule. — 

Property  not  described 

in  any  of  the  following 

provisions  of  this 

column. 

10  percent  

Oct.  1,  1978 

Dec.  31,  1982. 

(ii)  Solae  Wind,  oe 

Geotheemal 

Peopeety. — 

Property  described  in 

section  48(l)(2)(A)(ii) 

or  48(l)(3)(A)(vii). 

A.  10  percent  

Oct.  1,  1978 

Dec.  31,  1979. 

B.  15  percent  

Jan.  1,  1980 

Dec.  31,  1985. 

(iii)  Ocean  Theemal 

Peopeety. — 

Property  described  in 

section  48(l)(3)(A)(k). 

15  percent   

Jan.  1,  1980 

Dec.  31,  1985. 

(iv)  Qualified 

Hydeoelecteic 

Genebatlng 

Peopeety. — 

Property  described  in 

section  48(l)(2)(A)(vii). 

1 1  percent   

Jan.  1,  1980 

Dec.  31,  1985. 

(v)  Qualified 

Inteecity  Buses. — 

Property  described  in 

section  48(l)(2)(A)(k). 

10  percent  

Jan.  1,  1980 

Dec.  31,  1985. 

(vi)  BlOMASS 

Peopeety. — 

Property  described  in 

section  48(1)(15). 

10  percent   

Oct.  1,  1978 

Dec.  31,  1985. 

(vii)  Chloe- Alkali 

Electeolytic 

Cells. — Property 

described  in  section 

48(1)(5)(M). 

10  percent   

Jan.  1,  1980 

Dec.  31,  1982. 

4 
5 


"(B)  Peeiods  foe  which  peecentage 
not  specified. — In  the  case  of  any  energy  prop- 
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1  erty,  the  energy  percentage  shall  be  zero  for  any 

2  period  for  which  an  energy  percentage  is  not 

3  specified  for  such  property  under  subparagraph 

4  (A)  (as  modified  by  subparagraphs  (C)  and  (D)). 

5  "(C)  Longer  period  for  certain  long- 

6  term  projects. — For  the  purpose  of  applying 

7  the  energy  percentage  contained  in  clause  (i)  of 

8  subparagraph  (A)  with  respect  to  property  which 

9  is  part  of  a  project  with  a  normal  construction 

10  period  of  2  years  or  more  (within  the  meaning  of 

11  subsection  (d)(2)(A)(i)),  'December  31,  1990'  shall 

12  be  substituted  for  'December  31,  1982'  if— 

13  "(i)  before  January  1,  1983,  all  engi- 

14  neering  studies  in  connection  with  the  com- 

15  mencement  of  the  construction  of  the  project 

16  have  been  completed  and  all  environmental 

17  and  construction  permits  required  under  Fed- 

18  eral,  State,  or  local  law  in  connection  with 

19  the  commencement  of  the  construction  of  the 

20  project  have  been  applied  for,  and 

21  "(ii)  before  January  1,  1986,  the  tax- 

22  payer  has  entered  into  binding  contracts  for 

23  the  acquisition,  construction,  reconstruction, 

24  or  erection  of  equipment  specially  designed 

25  for  the  project  and  the  aggregate  cost  to  the 
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1  taxpayer  of  that  equipment  is  at  least  50 

2  percent  of  the  reasonably  estimated  cost  for 

3  all  such  equipment  which  is  to  be  placed  in 

4  service   as   part  of  the  project  upon  its 

5  completion. 

6  "(D)  LONGEE  PERIOD  FOR  CERTAIN  HYDRO- 

r 

7  ELECTRIC  GENERATING  PROPERTY. — If  an  appli- 

8  cation  has  been  docketed  by  the  Federal  Energy 

9  Regulatory  Commission  before  January  1,  1986, 

10  with  respect  to  the  installation  of  any  qualified 

11  hydroelectric  generating  property,  for  purposes  of 

12  applying   the   energy   percentage   contained  in 

13  clause  (iv)  of  subparagraph  (A)  with  respect  to 

14  such  property,  'December  31,  1988'  shall  be  sub- 

15  stituted  for  'December  31,  1985'. 

16  "(3)  Special  rule  for  certain  energy  prop- 

17  erty. — The  regular  percentage  shall  not  apply  to  any 

18  energy  property  which,  but  for  section  48(1)(1),  would 

19  not  be  section  38  property.  In  the  case  of  any  qualified 

20  hydroelectric  generating  property  which  is  a  fish  pas- 

21  sageway,  the  preceding  sentence  shall  not  apply  to  any 

22  period  after  1979  for  which  the  energy  percentage  for 

23  such  property  is  greater  than  zero. 

24  "(4)  Rehabilitation  percentage. — 

25  "(A)  In  general. — 
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In  the  case  of  qualified 


rehabilitation  expenditures 


The  rehabilitation 
percentage  is: 


with  respect  to  a: 

30-year  building  

40-year  building  

Certified  historic  structure, 


15 

20 
25. 


1 
2 

3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 


"(B)  Regular  and  energy  percentages 
not  to  apply. — The  regular  percentages  and 
the  energy  percentages  shall  not  apply  to  that 
portion  of  the  basis  of  any  property  which  is  at- 
tributable to  qualified  rehabilitation  expenditures. 

"(C)  Definitions. — For  purpose  of  this 
paragraph — 

"(i)  30-year  building. — The  term 
'30-year  building'  means  a  qualified  rehabili- 
tated building  other  than  a  40-year  building 
and  other  than  a  certified  historic  structure. 

"(ii)  40-year  building. — The  term 
'40-year  building'  means  a  qualified  rehabili- 
tated building  (other  than  a  certified  historic 
structure)  which  would  meet  the  require- 
ments of  section  48(g)(B)  if  '40'  were  substi- 
tuted for  '30'  each  place  it  appears  in  sub- 
paragraph (B)  thereof. 

"(iii)  Certified  historic  struc- 
ture.— The  term  'certified  historic  struc- 
ture' means  a  qualified  rehabilitated  building 
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1  which  meets  the  requirements  of  section 

2  48(g)(3)." 

3  (2)   Subclause   (II)   of  section  46(c)(8)(F)(ii)  is 

4  amended  by  striking  out  " section  46(a)(2)(C)"  and  in- 

5  serting  in  lieu  thereof  "subsection  (b)(2)". 

6  (3)(A)    Paragraph    (1)    of    section    46(e)  is 

7  amended — 

8  (i)  by  striking  out  "and  the  $25,000  amount 

9  specified  under  subparagraphs  (A)  and  (B)  of  sub- 

10  section  (a)(3)",  and 

11  (ii)  by  striking  out  "such  items"  and  insert- 

12  ing  in  lieu  thereof  "such  qualified  investment". 

13  (B)  Paragraph  (2)  of  section  46(e)  is  amended  by 

14  striking  out  "the  items  described  therein"  and  inserting 

15  in  lieu  thereof  "qualified  investment". 

16  (4)(A)  Paragraphs  (1)  and  (2)  of  section  46(f)  are 

17  each  amended  by  striking  out  "no  credit  shall  be  al- 

18  lowed  by  section  38"  and  inserting  in  lieu  thereof  "no 

19  credit  determined  under  subsection  (a)  shall  be  allowed 

20  by  section  38". 

21  (B)  Paragraphs  (1)  and  (2)  of  section  46(f)  are 

22  each  amended  by  striking  out  "the  credit  allowable  by 

23  section  38"  each  place  it  appears  and  inserting  in  lieu 

24  thereof  "the  credit  determined  under  subsection  (a)  and 

25  allowable  by  section  38". 
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1  (C)  Subparagraph  (B)  of  section  46(f)(4)  is  amend- 

2  ed  by  striking  out  "the  credit  allowed  by  section  38" 

3  and  inserting  in  lieu  thereof  "the  credit  determined 

4  under  subsection  (a)  and  allowed  by  section  38". 

5  (5)  Paragraph  (8)  of  section  46(f)  is  amended — , 

6  (A)  by  striking  out  "the  credit  allowable 

7  under  section  38"  each  place  it  appears  and  in- 

8  serting  in  lieu  thereof  "the  credit  determined 

9  under  subsection  (a)  and  allowable  under  section 

10  38",  and 

11  (B)  by  striking  out  "(within  the  meaning  of 

12  subsection  (a)(7)(C))"  and  inserting  in  lieu  thereof 

13  "(within  the  meaning  of  the  first  sentence  of  sub- 

14  section  (c)(3)(B))". 

15  (6)  Paragraph  (2)  of  section  46(g)  is  amended  by 

16  striking  out  "the  limitation  of  subsection  (a)(3)"  and  in- 

17  serting  in  lieu  thereof  "the  limitation  of  section  38(c)". 

18  (7)  Paragraph  (1)  of  section  46(h)  is  amended — 

19  (A)  by  striking  out  "the  credit  allowable  to 

20  the  organization  under  section  38"  and  inserting 

21  in  lieu  thereof  "the  credit  determined  under  sub- 

22  section  (a)  and  allowable  to  the  organization 

23  under  section  38",  and 


616 

1  (B)  by  striking  out  ''the  limitation  contained 

2  in  subsection  (a)(3)"  and  inserting  in  lieu  thereof 

3  "the  limitation  contained  in  section  38(c)". 

4  (8)  Paragraphs  (5)  and  (6)  of  section  47(a)  are 

5  each  amended  by  striking  out  "under  section  46(b)" 

6  and  inserting  in  lieu  thereof  "under  section  39". 

7  (9)  Subsection  (c)  of  section  47  is  amended  by 

8  striking  out  "subpart  A"  and  inserting  in  lieu  thereof 

9  "subpart  A,  B,  or  D". 

10  (10)   Subparagraph   (B)   of   section  48(c)(3)  is 

11  amended  by  striking  out  "section  46(b)"  and  inserting 

12  in  lieu  thereof  "section  39". 

13  (11)   Subparagraph   (B)   of   section   48(d)(1)  is 

14  amended  by  striking  out  "section  46(a)(6)"  and  insert- 

15  ing  in  lieu  thereof  "section  38(c)(3)(B)". 

16  (12)  Subsection  (f)  of  section  48  is  amended — 

17  (A)  by  adding  "and"  at  the  end  of  paragraph 

18  (1), 

19  (B)  striking  out      and"  at  the  end  of  para- 

20  graph  (2)  and  inserting  in  lieu  thereof  a  period, 

21  and 

22  (C)  by  striking  out  paragraph  (3). 

23  (13)  Paragraph  (1)  of  section  48(1)  is  amended  by 

24  striking  out  "section  46(a)(2)(C)"  and  inserting  in  lieu 

25  thereof  "section  46(b)(2)". 


1  (14)  Subsection  (m)  of  section  48  is  amended  by 

2  striking  out  "subsection  (a)(2)"  and  inserting  in  lieu 

3  thereof  "subsection  (b)". 

4  (15)  Subsection  (n)  of  section  48  (relating  to  re- 

5  quirements  for  allowance  of  employee  plan  percentage) 

6  is  hereby  repealed;  except  that  paragraph  (4)  of  section 

7  48(n)  of  the  Internal  Revenue  Code  of  1954  (as  in 

8  effect  before  its  repeal  by  this  paragraph)  shall  contin- 

9  ue  to  apply  in  the  case  of  any  recapture  under  section 

10  47(f)  of  such  Code  of  a  credit  allowable  for  a  taxable 

11  year  beginning  before  January  1,  1984. 

12  (16)  Subsection  (o)  of  section  48  (defining  certain 

13  credits)  is  amended  by  striking  out  paragraphs  (3),  (4), 

14  (5),  (6),  and  (7)  and  by  redesignating  paragraph  (8)  as 

15  paragraph  (3). 

16  (17)  Subsection  (q)  of  section  48  is  amended — 

17  (A)  by  striking  out  "section  46(a)(2)"  each 

18  place  it  appears  and  inserting  in  lieu  thereof  "sec- 

19  tion  46(a)",  and 

20  (B)  by  striking  out  "section  46(a)(2)(B)"  each 

21  place  it  appears  and  inserting  in  lieu  therof  "sec- 

22  tion  46(b)(1)". 

23  (18)  Subsection  (r)  of  section  48  is  amended  by 

24  striking  out  "section  381(c)(23)"  and  inserting  in  lieu 

25  thereof  "section  381(c)(26)". 
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1  (p)  Taegeted  Jobs  Ceedit. — 

2  (1)   Subsection  (a)   of  section  51   (relating  to 

3  amount  of  targeted  jobs  credit)  is  amended  to  read  as 

4  follows: 

5  "(a)  Detebmination  of  Amount. — For  purposes  of 

6  section  38,  the  amount  of  the  targeted  jobs  credit  determined 

7  under  this  section  for  the  taxable  year  shall  be  the  sum  of — 

8  "(1)  50  percent  of  the  qualified  first-year  wages 

9  for  such  year,  and 

10  "(2)  25  percent  of  the  qualified  second-year  wages 

11  for  such  year." 

12  (2)  Subsection  (g)  of  section  51  is  amended  by 

13  striking  out  "the  credit  provided  by  section  44B"  and 

14  inserting  in  lieu  thereof  "the  targeted  jobs  credit  deter- 

15  mined  under  this  subpart". 

16  (3)  Section  51  is  amended  by  adding  at  the  end 

17  thereof  the  following  new  subsection: 

18  "(j)  Election  To  Have  Tabgeted  Jobs  Cbedit 

19  Not  Apply. — 

20  "(1)  In  genebal. — A  taxpayer  may  elect  to 

21  have  this  section  not  apply  for  any  taxable  year. 

22  "(2)  Time  fob  making  election. — An  election 

23  under  paragraph  (1)  for  any  taxable  year  may  be  made 

24  (or  revoked)  at  any  time  before  the  expiration  of  the  3- 

25  year  period  beginning  on  the  last  date  prescribed  by 
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1  law  for  filing  the  return  for  such  taxable  year  (deter- 

2  mined  without  regard  to  extensions). 

3  "(3)  Mannee  of  making  election. — An  elec- 

4  tion  under  paragraph  (1)  (or  revocation  thereof)  shall 

5  be  made  in  such  manner  as  the  Secretary  may  by  reg- 

6  ulations  prescribe/' 

7  (4)  Subsection  (a)  of  section  52  is  amended  by 

8  striking  out  "the  credit  (if  any)  allowable  by  section 

9  44B  to  each  such  member"  and  inserting  in  lieu  there- 

10  of  "the  credit  (if  any)  determined  under  section  51(a) 

11  with  respect  to  each  such  member". 

12  (5)  Subsection  (b)  of  section  52  is  amended  by 

13  striking  out  "the  credit  (if  any)  allowable  by  section 

14  44B"  and  inserting  in  lieu  thereof  "the  credit  (if  any) 

15  deteraiined  under  section  51(a)". 

16  (6)  Subsection  (c)  of  section  52  is  amended  by 

17  striking  out  "credit  shall  be  allowed  under  section 

18  44B"  and  inserting  in  lieu  thereof  "credit  shall  be  al- 

19  lowed  under  section  38  for  any  targeted  jobs  credit  de- 

20  termined  under  this  subpart". 

21  (7)  Paragraph  (2)  of  section  52(d)  is  amended  by 

22  striking  out  ",  subject  to  section  53,  a  credit  under 

23  section  44B"  and  inserting  in  lieu  thereof  ",  subject  to 

24  section  38(c),  a  credit  under  section  38(a)". 
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1  (8)  Section  53  (relating  to  limitation  based  on 

2  amount  of  tax)  is  hereby  repealed. 

3  (9)  The  table  of  sections  for  old  subpart  T>  of  part 

4  IY  of  subchapter  A  of  chapter  1  is  amended  by  strik- 

5  ing  out  the  item  relating  to  section  53. 

6  (q)  Section  55. — 

7  (1)  Paragraph  (1)  of  section  55(c)  (relating  to 

8  credits)  is  amended — 

9  (A)  by  striking  out  "  subpart  A  of  part  TV" 

10  and  inserting  in  lieu  thereof  "subpart  A,  B,  or  D 

11  of  part  IV",  and 

12  (B)  by  striking  out  "section  33(a)"  each 

13  place  it  appears  and  inserting  in  lieu  thereof  "sec- 

14  tion  27(a)". 

15  (2)  Clause  (i)  of  section  55(c)(2)(B)  is  amended  by 

16  striking  out  "section  33(a)"  and  inserting  in  lieu  there- 

17  of  "section  27(a)". 

18  (3)  Paragraph  (3)  of  section  55(c)  is  amended  to 

19  read  as  follows: 

20  "(3)  Caeeyovee  and  caeeyback  of  ceetain 

21  ceedits. — In  the  case  of  any  taxable  year  for  which  a 

22  tax  is  imposed  by  this  section,  for  purposes  of  deter- 

23  mining  the  amount  of  any  carryover  or  carryback  to 

24  any  other  taxable  year  of  any  credit  allowable  under 

25  section  23,  30  or  38,  the  amount  of  the  limitation 
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1  under  section  25,  30(g),  or  38(c)  (as  the  case  may  be) 

2  shall  be  deemed  to  be — 

3  "(A)  the  amount  of  such  limitation  for  such 

4  taxable  year  (determined  without  regard  to  this 

5  paragraph),  reduced  (but  not  below  zero)  by 

6  "(B)  the  amount  of  the  tax  imposed  by  this 

7  section  for  the  taxable  year,  reduced  by — 

8  "(i)  the  amount  of  the  credit  allowable 

9  under  section  27(a), 

10  "(ii)  in  the  case  of  the  limitation  under 

11  section  30(g),  the  amount  of  such  tax  taken 

12  into  account  under  this  subparagraph  with 

13  respect  to  the  limitation  under  section  25, 

14  and 

15  "(iii)  in  the  case  of  the  limitation  under 

16  section  38(c),  the  amount  of  such  tax  taken 

17  into  account  under  this  subparagraph  with 

18  respect  to  limitations  under  sections  25  and 

19  30(g)." 

20  (4)  Paragraph  (2)  of  section  55(f)  is  amended  by 

21  striking  out  "allowable  under  subpart  A  of  part  IV  of 

22  this  subchapter  (other  than  under  sections  31,  39,  and 

23  43)"  and  inserting  in  lieu  thereof  "allowable  under 

24  subparts  A,  B,  and  D  of  part  IV  of  this  subchapter". 
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1  (r)  Technical  and  Conforming  Amendments  to 

2  Other  Provisions. — 

3  (1)  Section  56. — 

4  (A)  Subsection  (c)  of  section  56  (defining  reg- 

5  ular  tax  deduction)  is  amended — 

6  (i)  by  striking  out  "subpart  A  of  part  IV 

7  other  than  sections  39  and  44G"  and  insert- 

8  ing  in  lieu  thereof  "subparts  A,  B,  and  D  of 

9  part  IV",  and 

10  (ii)  by  amending  the  last  sentence  to 

11  read  as  follows:  'Tor  purposes  of  the  preced- 

12  ing  sentence,  the  amount  of  the  credit  deter- 

13  mined  under  section  38  for  any  taxable  year 

14  shall  be  determined  without  regard  to  the 

15  employee  stock  ownership  credit  determined 

16  under  section  41." 

17  (B)  Subparagraph  (A)  of  section  56(e)(1)  is 

18  amended  by  striking  out  clauses  (i),  (ii),  (iii),  and 

19  (iv)  and  inserting  in  lieu  thereof  the  following: 

20  "(i)  section  27  (relating  to  foreign  tax 

21  credit),  and 

22  "(ii)  section  38  (relating  to  general  busi- 

23  ness  credit),  exceed". 

24  (2)  Section  8  6. — Paragraph  (1)  of  section  86(f) 

25  (relating  to  treatment  as  pension  or  annuity  for  certain 


1  purposes)  is  amended  by  striking  out  "section  43(c)(2)" 

2  and  inserting  in  lieu  thereof  "section  32(c)(2)". 

3  (3)  Section  87. — Section  87  (relating  to  alcohol 

4  fuel  credit  included  in  income)  is  amended  to  read  as 

5  follows: 

6  "SEC.  87.  ALCOHOL  FUEL  CREDIT. 

7  "Gross  income  includes  the  amount  of  the  alcohol  fuel 

8  credit  determined  with  respect  to  the  taxpayer  for  the  taxable 

9  year  under  section  40(a)." 

10  (4)    Section    103. — Clause    (iv)    of  section 

11  103(b)(6)(F)  (relating  to  certain  capital  expenditures 

12  not  taken  into  account)  is  amended  by  striking  out 

13  "section  44F(b)(2)(A)"  and  inserting  in  lieu  thereof 

14  "section  30(b)(2)(A)". 

15  (5)  Section  ios. — Subparagraph  (B)  of  section 

16  108(b)(2)  (relating  to  reduction  of  tax  attributes  in  title 

17  11  case  or  insolvency)  is  amended  to  read  as  follows: 

18  "(B)  Reseaech   ceedit  and  geneeal 

19  business  ceedit. — Any  carryover  to  or  from 

20  the  taxable  year  of  a  discharge  of  an  amount  for 

21  purposes  of  determining  the  amount  allowable  as 

22  a  credit  under — 

23  "(i)  section  30  (relating  to  credit  for  in- 

24  creasing  research  activities),  or 
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1  "(ii)  section  38  (relating  to  general  busi- 

2  ness  credit). 

3  For  purposes  of  this  subparagraph,  there  shall  not 

4  be  taken  into  account  any  portion  of  a  carryover 

5  which  is  attributable  to  the  employee  stock  own- 

6  ,     ership  credit  determined  under  section  41." 

7  (6)  Section  129. — 

8  (A)  Paragraph  (2)  of  section  129(b)  (relating 

9  to  earned  income  limitation)  is  amended  by  strik- 

10  ing  out  "section  44A(e)(2)"  and  inserting  in  lieu 

11  thereof  "section  21(d)(2)". 

12  (B)  Paragraph  (1)  of  section  129(e)  (defining 

13  dependent  care  assistance)  is  amended  by  striking 

14  out  "section  44A(c)(2)"   and  inserting  in  lieu 

15  thereof  "section  21(b)(2)". 

16  (C)  Paragraph  (2)  of  section  129(e)  (defining 

17  earned  income)  is  amended  by  striking  out  "sec- 

18  tion  43(c)(2)"  and  inserting  in  lieu  thereof  "sec- 

19  tion  32(c)(2)". 

20  (7)  Section  168.— 

21  (A)  Clause  (i)  of  section  168(i)(l)(D),  as 

22  added  by  section  208(a)  of  the  Tax  Equity  and 

23  Fiscal  Responsibility  Act  of  1982,  is  amended  by 

24  striking  out  "subpart  A  of  part  IV"  and  inserting 
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1  in  lieu  thereof  "subparts  A,  B,  and  D  of  part 

2  IV". 

3  (B)  Clause  (iii)  of  section  168(i)(l)(D),  as 

4  added  by  section  208(a)  of  the  Tax  Equity  and 

5  Fiscal  Responsibility  Act  of  1982,  is  amended  by 

6  striking  out  "under  the  last  sentence  of  section 

7  53(a)"  and  inserting  in  lieu  thereof  "under  section 

8  25(b)(2)". 

9  (C)  Subparagraph  (A)  of  section  168(i)(4),  as 

10  added  section  208(a)  of  the  Tax  Equity  and  Fiscal 

11  Responsibility  Act  of  3  982,  is  amended  by  strik- 

12  ing  out  "subpart  A  of  part  IV  of  subchapter  A  of 

13  this  chapter"  and  inserting  in  lieu  thereof  "section 

14  38". 

15  (D)  Clause  (i)  of  section  168(i)(l)(D),  as 

16  added  by  section  209(b)  of  the  Tax  Equity  and 

17  Fiscal  Responsibility  Act  of  1982,  is  amended  by 

18  striking  out  "subpart  A  of  part  IV"  and  inserting 

19  in  lieu  thereof  "subparts  A,  B,  and  D  of  part 

20  IV". 

21  (E)  Clause  (iii)  of  section  168(i)(l)(D),  as 

22  added  by  section  209(b)  of  the  Tax  Equity  and 

23  Fiscal  Responsibility  Act  of  1982,  is  amended  by 

24  striking  out  "under  the  last  sentence  of  section 
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1  53(a)"  and  inserting  in  lieu  thereof  ' 'under  section 

2  25(b)(2)". 

3  (8)  Section  196.— 

4  (A)  Section  196  (relating  to  deduction  for 

5  certain  unused  investment  credits)  is  amended  to 

6  read  as  follows: 

7  "SEC.   196.   DEDUCTION   FOR   CERTAIN   UNUSED  BUSINESS 

8  CREDITS. 

9  "(a)  Allowance  of  Deduction. — If  any  portion  of 


10  the  qualified  business  credits  determined  for  any  taxable  year 

11  has  not,  after  the  application  of  section  38(c),  been  allowed  to 

12  the  taxpayer  as  a  credit  under  section  38  for  any  taxable 

13  year,  an  amount  equal  to  the  credit  not  so  allowed  shall  be 

14  allowed  to  the  taxpayer  as  a  deduction  for  the  first  taxable 

15  year  following  the  last  taxable  year  for  which  such  credit 

16  could,  under  section  39,  have  been  allowed  as  a  credit. 

17  "(b)  Taxpayee's  Dying  oe  Ceasing  To  Exist. — If 

18  a  taxpayer  dies  or  ceases  to  exist  before  the  first  taxable  year 

19  following  the  last  taxable  year  for  which  the  qualified  busi- 

20  ness  credits  could,  under  section  39,  have  been  allowed  as  a 

21  credit,  the  amount  described  in  subsection  (a)  (or  the  proper 

22  portion  thereof)  shall,  under  regulations  prescribed  by  the 

23  Secretary,  be  allowed  to  the  taxpayer  as  a  deduction  for  the 

24  taxable  year  in  which  such  death  or  cessation  occurs. 
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1  "(c)  Qualified  Business  Ceedits. — For  purposes  of 

2  this  section,  the  term  'qualified  business  credits'  means — 

3  "(1)  the  investment  credit  determined  under  sec- 

4  tion  46(a)  (but  only  to  the  extent  attributable  to  prop- 

5  erty  the  basis  of  which  is  reduced  by  section  48(q)), 

6  "(2)  the  targeted  jobs  credit  determined  under 

7  section  51(a),  and 

8  "(3)  the  alcohol  fuels  credit  determined  under  sec- 

9  tion  40(a). 

10  "(d)  Special  JIule  foe  Investment  Tax  Ceedit. — 


11  In  the  case  of  the  investment  credit  determined  under  section 

12  46(a)  (other  than  a  credit  to  which  section  48(q)(3)  applies), 

13  subsection  (a)  shall  be  applied  by  substituting  "an  amount 

14  equal  to  50  percent  of  for  "an  amount  equal  to". 


15  (B)  The  table  of  sections  for  part  VI  of  sub- 

16  chapter  B  of  chapter  1  is  amended  by  striking  out 
17 .  the  item  relating  to  section  196  and  inserting  in 

18  lieu  thereof: 

"Sec.  196.  Deduction  for  certain  unused  business  credits." 

19  (9)  Section  213. — Subsection  (e)  of  section  213 

20  (relating  to  exclusion  of  amounts  allowed  for  care  of 

21  certain  dependents)  is  amended  by  striking  out  "section 

22  44 A"  and  inserting  in  lieu  thereof  "section  21"-. 

23  (10)  Section  28OC. — 

24  (A)  Section  280C  (relating  to  certain  ex- 

25  penses  for  which  credits  are  allowable)  is  amended 
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1  by  striking  out  subsection  (a)  and  by  redesignating 

2  subsections  (b)  and  (c)  as  subsections  (a)  and  (b), 

3  respectively. 

4  (B)  Subsection  (a)  of  section  280C  (as  so  re- 

5  designated)  is  amended — 

6  (i)  by  striking  out  the  first  sentence  and 

7  inserting  in  lieu  thereof  the  following:  "No 

8  deduction  shall  be  allowed  for  that  portion  of 

9  the  wages  or  salaries  paid  or  incurred  for  the 

10  taxable  year  which  is  equal  to  the  amount  of 

11  the  credit  determined  for  the  taxable  year 

12  under  section  51(a).",  and 

13  (ii)   by   striking   out   "Section  44B 

14  Ckedit"  in  the  subsection  heading  and  in- 

15  serting  in  lieu  thereof  "Takgeted  Jobs 

16  Cbedit". 

17  (C)  Subsection  (b)  of  section  280C  (as  so  re- 

18  designated)  is  amended  by  striking  out  "44H" 

19  each  place  it  appears  and  inserting  in  lieu  thereof 

20  "29". 

21  (D)  Paragraph  (3)  of  section  280C(b)  (as  so 

22  redesignated)  is  amended — 

23  (i)  by  striking  out  "section  44F(f)(5)" 

24  and    inserting    in    lieu    thereof  "section 

25  30(f)(5)", 
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1  (ii)      by      striking      out  "section 

2  44F(f)(l)(B)"  and  inserting  in  lieu  thereof 

3  "section  30(f)(1)(B)", 

4  (iii)  by  striking  out  "section  44F(f)(l)" 

5  and    inserting    in    lieu    thereof  "section 

6  30(f)(1)". 

7  (11)  Section  38 i. — Subsection  (c)  of  section  381 

8  is  amended — 

9  (A)  by  striking  out  paragraphs  (23),  (24), 

10  (26),  (27),  and  (30), 

11  (B)  by  redesignating  paragraphs  (25),  (28), 

12  and  (29)  as  paragraphs  (23),  (24),  and  (25), 

13  respectively, 

14  (C)  by  striking  out  "44F"  each  place  it  ap- 

15  pears  in  paragraph  (25)  (as  so  redesignated)  and 

16  inserting  in  lieu  thereof  "30",  and 

17  (D)  by  adding  at  the  end  thereof  the  follow- 

18  ing  new  paragraph: 

19  "(26)  Credit  undee  section  3  8. — The  acquir- 

20  ing  corporation  shall  take  into  account  (to  the  extent 

21  proper  to  carry  out  the  purposes  of  this  section  and 

22  section  38,  and  under  such  regulations  as  may  be  pre- 

23  scribed  by  the  Secretary)  the  items  required  to  be 

24  taken  into  account  for  purposes  of  section  38  in  respect 

25  of  the  distributor  or  transferor  corporation." 
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1  (12)  Section  3  83. — 

2  (A)  Section  383  (as  in  effect  on  the  day 

3  before  the  date  of  the  enactment  of  the  Tax 

4  Reform  Act  of  1976)  is  amended — 

5  (i)  by  striking  out  "with  respect  to  any 

6  unused  investment  credit"  and  all  that  fol- 

7  lows  and  inserting  in  lieu  thereof  the  follow- 

8  ing:  "with  respect  to  any  unused  business 

9  credit  of  the  corporation  which  can  otherwise 

10  be  carried  forward  under  section  39,  to  any 

11  unused  credit  of  the  corporation  which  could 

12  otherwise  be  carried  forward  under  section 

13  30(g)(2),  to  any  excess  foreign  taxes  of  the 

14  corporation  which  could  otherwise  be  carried 

15  forward  under  section  904(c),  and  to  any  net 

16  capital  loss  of  the  corporation  which  can  oth- 

17  erwise  be   carried  forward  under  section 

18  1212.",  and 

19  (ii)  by  striking  out  the  section  heading 

20  and  inserting  in  lieu  thereof  the  following: 

21  "SEC.   383.   SPECIAL   LIMITATIONS   ON   UNUSED  BUSINESS 

22  CREDITS,     RESEARCH     CREDITS,  FOREIGN 

23  TAXES,  AND  CAPITAL  LOSSES." 

24  (B)  Section  383  (as  amended  by  the  Tax 

25  Reform  Act  of  1976)  is  amended — 


(i)  by  striking  out  "with  respect  to  any 
unused  investment  credit"  and  all  that  fol- 
lows and  inserting  in  lieu  thereof  the  follow- 
ing: "with  respect  to  any  unused  business 
credit  of  the  corporation  under  section  39,  to 
any  unused  credit  of  the  corporation  under 
section  30(g)(2),  to  any  excess  foreign  taxes 
of  the  corporation  under  section  904(c),  and 
to  any  net  capital  loss  of  the  corporation 
under  section  1212.",  and 

(ii)  by  striking  out  the  section  heading 
and  inserting  in  lieu  thereof  the  following: 

"SEC.   383.   SPECIAL   LIMITATIONS   ON   UNUSED  BUSINESS 
CREDITS,     RESEARCH     CREDITS,  FOREIGN 
TAXES,  AND  CAPITAL  LOSSES." 
(C)  The  table  of  sections  for  part  V  of  sub- 
chapter C  of  chapter  1  is  amended  by  striking  out 
the  item  relating  to  section  383  and  inserting  in 
lieu  thereof  the  following: 

"Sec.  383.  Special  limitations  on  unused  business  credits,  research 
credits,  foreign  taxes,  and  capital  losses." 

(13)  Paragraph  (21)  of  section  401(a)  is  amended 
by  striking  out  "allowable — "  and  all  that  follows  and 
inserting  in  lieu  thereof  "allowable  under  section  41  if 
the  employer  made  the  transfer  described  in  section 
41(c)(1)(B)." 
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1  (14)  Section  404. — Subsection  (i)  of  section  404 

2  (relating  to  deductibility  of  unused  portions  of  employee 

3  stock  ownership  credit)  is  amended  to  read  as  follows: 

4  "(i)  Deductibility  of  Unused  Poetions  of  Em- 

5  ployee  Stock  Ownership  Ceedit. — 

6  "(1)  Unused  credit  carryovers. — If  any  por- 

7  tion  of  the  employee  stock  ownership  credit  determined 

8  under  section  41  for  any  taxable  year  has  not,  after  the 

9  application  of  section  38(c),  been  allowed  under  section 

10  38  for  any  taxable  year,  such  portion  shall  be  allowed 

11  as  a  deduction  (without  regard  to  any  limitations  pro- 

12  vided  under  this  section)  for  the  last  taxable  year  to 

13  which  such  portion  could  have  been  allowed  as  a  credit 

14  under  section  39. 

15  "(2)  Reductions  in  credit. — There  shall  be  al- 

16  lowed  as  a  deduction  (subject  to  the  limitations  pro- 

17  vided  under  this  section)  an  amount  equal  to  any  re- 

18  duction  of  the  credit  allowed  under  section  41  resulting 

19  from  a  final  deteraiination  of  such  credit  to  the  extent 

20  such  reduction  is  not  taken  into  account  under  section 

21  41(0X3)." 

22  (14)  Section  409. — 

23  (A)  Section  409  (relating  to  qualifications  for 

24  tax  credit  employee  stock  ownership  plans),  as  re- 

25  designated  by  section  497  of  this  Act,  is  amended 
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1  by  striking  out  "44G"  each  place  it  appears  in 

2  subsections  (b),  (g),  (i),  (m),  and  (n)  and  inserting 

3  in  lieu  thereof  "41". 

4  (B)  Paragraph  (1)  of  section  409(b),  as  so  re- 

5  designated,     is     amended     by     striking  out 

6  "48(n)(l)(A)  or". 

7  (C)  Subsection  (g)  of  section  409,  as  so  re- 

8  designated,  is  amended  by  adding  at  the  end 

9  thereof  the  following  new  sentence:  'Tor  purposes 

10  of  the  preceding  sentence,  the  references  to  sec- 

11  tion  48(n)(l)  and  the  employee  plan  credit  shall 

12  refer  to  such  section  and  credit  as  in  effect  before 

13  the  enactment  of  the  Tax  Law  Simplification  and 

14  Improvement  Act  of  1983." 

15  (D)  Subparagraph  (A)  of  section  409(i)(l),  as 

16  so   redesignated,   is   amended  by   striking  out 

17  "48(n)(l)  or". 

18  (E)  Subsection  (k)  of  section  409,  as  so  re- 

19  designated,  is  amended  by  adding  at  the  end 

20  thereof  the  following  new  sentence:  'Tor  purposes 

21  of  this  subsection,  the  reference  to  the  matching 

22  employee  plan  credit  shall  refer  to  such  credit  as 

23  in  effect  before  the  enactment  of  the  Tax  Law 

24  Simplification  and  Improvement  Act  of  1983." 
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1  (16)  Section  52  7(g)(1). — Paragraph  (1)  of  section 

2  527(g)  (relating  to  treatment  of  newsletter  funds)  is 

3  amended  by  striking  out  "section  41(c)(2)"  and  insert- 

4  ing  in  lieu  thereof  "section  24(c)(2)". 

5  (17)  Section  642(a)(2). — Paragraph  (2)  of  section 

6  642(a)  (relating  to  credit  for  political  contributions)  is 

7  amended  by  striking  out  "section  41"  and  inserting  in 

8  lieu  thereof  "section  24". 

9  (18)  Section  691(b). — Subsection  (b)  of  section 

10  691  (relating  to  allowance  of  deductions  and  credit)  is 

11  amended  by  striking  out  "section  33"  each  place  it  ap- 

12  pears  and  inserting  in  lieu  thereof  "section  27". 

13  (19)  Sections  874(a)  and  882(c)(2). — Sections 

14  874(a)  and  882(c)(2)  are  each  amended — 

15  (A)  by  striking  out  "32"  and  inserting  in  lieu 

16  thereof  "33",  and 

17  (B)  by  striking  out  "section  39"  and  insert- 

18  ing  in  lieu  thereof  "section  34". 

19  (20)  Section  901(a). — Subsection  (a)  of  section 

20  901  (relating  to  allowance  of  foreign  tax  credit)  is 

21  amended  by  striking  out  the  last  sentence  and  inserting 

22  in  lieu  thereof  the  following:  "The  credit  shall  not  be 

23  allowed  against  any  tax  treated  as  a  tax  not  imposed 

24  by  this  chapter  under  section  25(b)." 
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1  (21)  Section  904(g). — Subsection  (g)  of  section 

2  904  (relating  to  limitation  on  foreign  tax  credit)  is 

3  amended  to  read  as  follows: 

4  "(g)  COOEDINATION  WlTH  NONREFUNDABLE  PERSON- 

5  al  Credits. — In  the  case  of  an  individual,  for  purposes  of 

6  subsection  (a),  the  tax  against  which  the  credit  is  taken  is 

7  such  tax  reduced  by  the  sum  of  the  credits  allowable  under 

8  subpart  A  of  part  TV  of  subchapter  A  of  this  chapter." 


9  (22)  Section  936. — 

10  (A)  Clause  (i)(I)(a)  of  section  936(h)(5)(C)  is 

11  amended  by  striking  out  "section  44F(b)"  and  in- 

12  serting  in  lieu  thereof  "section  30(b)". 

13  (B)  Clause  (i)(IY)(c)  of  section  936(h)(5)(C)  is 

14  amended — 

15  (i)  by  striking  out  "section  44F"  and  in- 

16  serting  in  lieu  thereof  "section  30",  and 

17  (ii)  by  striking  out  "section  44F(f)"  and 

18  inserting  in  lieu  thereof  "section  30(f)". 

19  (23)  Section  ioi6(a)(2i). — Paragraph  (21)  of 

20  section  1016(a)  (relating  to  adjustments  to  basis)  is 

21  amended — 

22  (A)  by  striking  out  "section  44C(e)"  and  in- 

23  serting  in  lieu  thereof  "section  23(e)",  and 

24  (B)  by  striking  out  "section  44C"  and  insert- 

25  ing  in  lieu  thereof  "section  23". 
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1  (24)  Section  1033(g)(3)(A). — Subparagraph  (A)  of 

2  section  1033(g)(3)  (relating  to  election  to  treat  outdoor 

3  advertising  displays  as  real  property)  is  amended  by 

4  striking  out  "the  credit  allowed  by  section  38  (relating 

5  to  investment  in  certain  depreciable  property)"  and  in- 

6  serting  in  lieu  thereof  "the  investment  credit  deter- 

7  mined  under  section  46(a)". 

8  (25)  Section  i35i(i). — Subsection  (i)  of  section 

9  1351  (relating  to  adjustments  for  succeeding  years)  is 

10  amended — 

11  (A)  by  striking  out  "section  33"  and  insert- 

12  ing  in  lieu  thereof  "section  27",  and 

13  (B)  by  striking  out  "section  38  (relating  to 

14  investment  credit)"  and  inserting  in  lieu  thereof 

15  "section  38  (relating  to  general  business  credit)". 

16  (26)  Section  13  66(f). — Paragraph  (1)  of  section 

17  1366(f)  (relating  to  special  rules)  is  amended  by  strik- 

18  ing  out  "section  39"  each  place  it  appears  and  insert- 

19  ing  in  lieu  thereof  "section  34". 

20  (27)  Section  1374(b). — Subsection  (b)  of  section 

21  1374  (relating  to  amount  of  tax  imposed  on  certain 

22  capital  gains)  is  amended  by  striking  out  "section  39" 

23  and  inserting  in  lieu  thereof  "section  34". 

24  (28)  Section  13  75(c). — Paragraph  (1)  of  section 

25  1375(c)  (relating  to  disallowance  of  credit)  is  amended 
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1  by  striking  out  "section  39"  and  inserting  in  lieu 

2  thereof  "section  34". 

3  (29)  Section  1451. — 

4  (A)  Chapter  3  (relating  to  withholding  of  tax 

5  on  nonresident  aliens  and  foreign  corporations  and 

6  tax-free  covenant  bonds)  is  amended  by  striking 

7  out  subchapter  B  and  by  redesignating  subchapter 

8  C  as  subchapter  B. 

9  (B)  The  table  of  subchapters  for  chapter  3  is 

10  amended  by  striking  out  the  items  relating  to  sub- 

11  chapters  B  and  C  and  inserting  in  lieu  thereof  the 

12  following: 

"Subchapter  B.  Application  of  withholding  provisions." 

13  (C)  The  heading  of  chapter  3  is  amended  by 

14  striking  out  "AND  TAX-FREE  COVENANT 

15  BONDS'. 

16  (D)  The  table  of  chapters  for  subtitle  A  is 

17  amended  by  striking  out  "and  tax-free  covenant 

18  bonds"  in  the  item  relating  to  chapter  3. 

19  (E)  Section  12  is  amended  by  striking  out 

20  paragraph  (6)  and  by  redesignating  paragraphs  (7) 

21  and  (8)  as  paragraphs  (6)  and  (7),  respectively. 

22  (F)  Subsection  (f)  of  section  164  (as  in  effect 

23  before  its  redesignation  by  the  Social  Security 

24  Amendments  of  1983)  is  amended  by  striking  out 
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1  paragraph  (1)  and  by  redesignating  paragraphs  (2) 

2  and  (3)  as  paragraphs  (1)  and  (2),  respectively. 

3  (G)  Subsection  (a)  of  section  1441  is  amend- 

4  ed  by  striking  out  "except  in  the  cases  provided 

5  for  in  section  1451  and". 

6  (H)  Paragraph   (3)   of  section   1441(c)  is 

7  amended  by  striking  out  "section  1451"  and  in- 

8  serting  in  lieu  thereof  "section  1451  (as  in  effect 

9  before  its  repeal  by  the  Tax  Credit  Simplification 

10  Act  of  1983)". 

11  (I)    Subsection    (a)    of    section    1442  is 

12  amended — 

13  (i)  by  striking  out  "or  section  1451", 

14  and 

15  (ii)  by  striking  out  ";  except  that,  in  the 

16  case  of  interest  described  in  section  1451  (re- 

17  lating  to  tax-free  covenant  bonds),  the  deduc- 

18  tion  and  withholding  shall  be  at  the  rate 

19  specified  therein". 

20  (J)  Paragraph  (2)  of  section  6049(b)  (relating 

21  to  amounts  not  treated  as  interest)  is  amended — 

22  (i)  by  adding  "and"  at  the  end  of  sub- 

23  paragraph  (C), 
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1  (ii)  by  striking  out  ",  and"  at  the  end  of 

2  subparagraph  (D)  and  inserting  in  lieu  there- 

3  of  a  period,  and 

4  (iii)  by  striking  out  subparagraph  (E). 

5  (K)  Paragraph  (16)  of  section  7701(a)  is 

6  amended  by  striking  out  "1451,". 

7  .  (30)  Section  60  96(b). — Subsection  (b)  of  section 

8  6096  (defining  income  tax  liability)  is  amended  by 

9  striking  out  "allowable  under  sections  33,  37,  38,  40, 

10  41,  42,  44,  44A,  44B,  44C,  44D,  44E,  44F,  44G, 

11  and  44H"  and  inserting  in  lieu  thereof  "allowable 

12  under  part  IV  of  subchapter  A  of  chapter  1  (other  than 

13  subpart  C  thereof)". 

14  (31)  Section  6201(a)(4). — Paragraph  (4)  of  sec- 

15  tion  6201(a)  (relating  to  erroneous  credit  under  section 

16  39  or  43)  is  amended — 

17  (A)  by  striking  out  "section  39"  and  insert- 

18  ing  in  lieu  thereof  "section  34", 

19  (B)  by  striking  out  "section  43"  and  insert- 

20  ing  in  lieu  thereof  "section  32",  and 

21  (C)  by  striking  out  "section  3  9  or  43"  in 

22  the  paragraph  heading  and  inserting  in  lieu  there- 

23  of  "section  32  or  34". 

24  (32)  Section  6211(b). — 
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1  (A)  Paragraph  (1)   of  section   6211(b)  is 

2  amended  by  striking  out  •  'without  regard  to  so 

3  much  of  the  credit  under  section  32  as  exceeds  2 

4  percent  of  the  interest  on  obligations  described  in 

5  section  1451"  and  inserting  in  lieu  thereof  "with- 

6  out  regard  to  the  credit  under  section  33". 

7  (B)  Paragraph  (4)   of  section   6211(b)  is 

8  amended  by  striking  out  "section  39"  and  insert- 

9  ing  in  lieu  thereof  "section  34". 

10  (33)  Section  6213(h)(3). — Paragraph  (3)  of  sec- 

11  tion  6213(h)  is  amended  by  striking  out  "section  39" 

12  and  inserting  in  lieu  thereof  "section  32  or  34". 

13  (34)  Section  6362(c)(1). — Paragraph  (1)  of  sec- 

14  tion  6362(c)  (relating  to  qualified  resident  tax  which  is 

15  a  percentage  of  the  Federal  tax)  is  amended  by  striking 

16  out  "sections  31  and  39"  and  inserting  in  lieu  thereof 

17  "sections  31  and  34". 

18  (35)  Section  6401(b). — Subsection  (b)  of  section 

19  6401  (relating  to  excessive  credits  treated  as  overpay- 

20  ments)  is  amended  to  read  as  follows: 

21  "(b)  Excessive  Credits — 

22  "(1)  In  general. — If  the  amount  allowable  as 

23  credits  under  subpart  C  of  part  IV  of  subchapter  A  of 

24  chapter  1  (relating  to  refundable  credits)  exceeds  the 

25  tax  imposed  by  subtitle  A  (reduced  by  the  credits  al- 
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1  lowable  under  subparts  A,  B,  and  D  of  such  part  IY), 

2  the  amount  of  such  excess  shall  be  considered  an  over- 

3  payment. 

4  "(2)  Special  eule  foe  ceedit  undee  section 

5  33. — For  purposes  of  paragraph  (1),  any  credit  allowed 

6  under  section  33  (relating  to  withholding  of  tax  on 

7  nonresident  aliens  and  on  foreign  corporations)  for  any 

8  taxable  year  shall  be  treated  as  a  credit  allowable 

9  under  subpart  C  of  part  IY  of  subchapter  A  of  chapter 

10  1  only  if  an  election  under  subsection  (g)  or  (h)  of  sec- 

11  tion  6013  is  in  effect  for  such  taxable  year." 

12  (36)  Section  64ii.— 

13  (A)  So  much  of  subsection  (a)  of  section 

14  6411  as  precedes  paragraph  (2)  thereof  (relating 

15  to  tentative  carryback  and  refund  adjustments)  is 

16  amended  to  read  as  follows: 

17  "(a)  Application  foe  Adjustment. — A  taxpayer 


18  may  file  an  application  for  a  tentative  carryback  adjustment 

19  of  the  tax  for  the  prior  taxable  year  affected  by  a  net  operat- 

20  ing  loss  carryback  provided  in  section  172(b),  by  a  business 

21  credit  carryback  provided  in  section  39,  by  a  research  credit 

22  carryback  provided  in  section  30(g)(2)  or  by  a  capital  loss 

23  carryback  provided  in  section  1212(a)(1),  from  any  taxable 

24  year.  The  application  shall  be  verified  in  the  manner  pre- 

25  scribed  by  section  6065  in  the  case  of  a  return  of  such  tax- 
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1  payer  and  shall  be  filed,  on  or  after  the  date  of  filing  for  the 

2  return  for  the  taxable  year  of  the  net  operating  loss,  net  capi- 

3  tal  loss,  or  unused  business  credit  from  which  the  carryback 

4  results  and  within  a  period  of  12  months  after  such  taxable 

5  year  or,  with  respect  to  any  portion  of  a  research  credit  car- 

6  ryback  or  a  business  credit  carryback  attributable  to  a  net 

7  operating  loss  carryback  or  a  net  capital  loss  carryback  from 

8  a  subsequent  taxable  year,  within  a  period  of  12  months  from 

9  the  end  of  such  subsequent  taxable  year  (or,  with  respect  to 

10  any  portion  of  a  business  credit  carryback  attributable  to  a 

11  research  credit  carryback  from  a  subsequent  taxable  year 

12  within  a  period  of  12  months  from  the  end  of  such  subsequent 

13  taxable  year),  in  the  manner  and  form  required  by  regulations 

14  prescribed  by  the  Secretary.  The  applications  shall  set  forth 

15  in  such  detail  and  with  such  supporting  data  and  explanation 

16  as  such  regulations  shall  require — 

17  "(1)  The  amount  of  the  net  operating  loss,  net 

18  capital  loss,  unused  research  credit,  or  unused  business 


19 


credit;". 


20 


(B)  Subsections  (b)  and  (c)  of  section  6411 


21 


are  each  amended  by  striking  out  ■  'unused  invest- 


22 


ment   credit,   unused   work   incentive  program 


23 


25 


24 


credit,  unused  new  employee  credit,  unused  re- 
search credit,  or  unused  employee  stock  owner- 
ship credit"  each  place  it  appears  and  inserting  in 


643 

1  lieu  thereof  "unused  research  credit,  or  unused 

2  business  credit". 

3  (37)     Sections     6420(g)(2),     etc. — Sections 

4  6420(g)(2),  6421(i)(3),  and  6427(i)(3)  are  each  amended 

5  by  striking  out  "section  39"  and  inserting  in  lieu 

6  thereof  "section  34". 

7  (38)  Section  650i(p). — Section  6501  is  amended 

8  by  striking  out  subsection  (p)  and  by  redesignating  sub- 

9  section  (q)  as  subsection  (p). 

10  (39)  Section  65 1 1(d)(4)(C). — Subparagraph  (C)  of 

11  section  6511(d)(4)  (defining  credit  carryback)  is  amend- 

12  ed  to  read  as  follows: 

13  "(C)  Credit  carryback  defined. — For 

14  purposes  of  this  paragraph,  the  term  'credit  carry- 

15  back'  means  any  business  carryback  under  section 

16  39  and  any  research  credit  carryback  under  sec- 

17  tion  30(g)(2)." 

18  (40)  Section  787 i. — Subparagraph  (A)  of  sec- 

19  tion  7871(a)(6)  is  amended  by  striking  out  "section 

20  41(c)(4)"    and    inserting    in    lieu    thereof  "section 

21  24(c)(4)". 

22  (41)  Section  9502(d). — Paragraph  (3)  of  section 

23  9502(d)  (relating  to  transfers  from  the  Airport  and 

24  Airway  Trust  Fund  on  account  of  certain  section  39 

25  credits)  is  amended — 
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1  (A)  by  striking  out  ' 'section  39"  and  insert- 

2  ing  in  lieu  thereof  " section  34",  and 

3  (B)  by  striking  out  "section  3  9  credits" 

4  in  the  heading  and  inserting  in  lieu  thereof  "sec- 

5  TION  34  CREDITS". 

6  (42)  Section  9503(c). — Clause  (ii)  of  section 

7  9503(c)(2)(A)  (relating  to  transfers  from  the  Highway 

8  Trust  Fund  for  certain  repayments  and  credits)  is 

9  amended  by  striking  out  "section  39"  and  inserting  in 

10  lieu  thereof  "section  34". 

1 1  SEC.  486.  EFFECTIVE  DATES. 

12  (a)  General  Rule. — The  amendments  made  by  this 

13  title  shall  apply  to  taxable  years  beginning  after  December 

14  31,  1983,  and  to  carrybacks  from  such  years. 

15  (b)  Tax-Free  Covenant  Bonds.— The  amendments 

16  made  by  subsections  (i)  and  (r)(29)  of  section  485  shall  not 

17  apply  with  respect  to  obligations  issued  before  January  1, 

18  1984. 

19  Subtitle  I — Miscellaneous 

20  Simplification  Provisions 

21  SEC.  491.  ROLLOVER  OF  CERTAIN  PARTIAL  DISTRIBUTIONS 

22  PERMITTED. 

23  (a)  General  Eule. — 
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1  (1)  Qualified  teusts. — Clause  (i)  of  section 

2  402(a)(5)(A)  (relating  to  rollover  amounts)  is  amended 

3  to  read  as  follows — 

4  "(i)  any  portion  of  the  balance  to  the  credit 

5  of  an  employee  in  a  qualified  trust  is  paid  to 

6  him,". 

7  (2)  Qualified  annuities. — Clause  (i)  of  section 

8  403(a)(4)(A)  (relating  to  rollover  amounts)  is  amended 

9  to  read  as  follows: 

10  "(i)  any  portion  of  the  balance  to  the  credit 

11  of  an  employee  in  an  employee  annuity  described 

12  in  paragraph  (1)  is  paid  to  him,". 

13  (3)  Section  403(b)  annuities. — Clause  (i)  of 

14  section  403(b)(8)(A)  (relating  to  rollover  amounts)  is 

15  amended  to  read  as  follows: 

16  "(i)  any  portion  of  the  balance  to  the  credit 

17  of  an  employee  in  an  annuity  contract  described  in 

18  paragraph  (1)  is  paid  to  him,". 

19  (b)  Special  Rules  for  Rollovers  of  Partial 


20  Distributions. — Paragraph  (5)  of  section  402(a)  is  amend- 

21  ed  by  redesignating  subparagraphs  (D)  and  (E)  as  subpara- 

22  graphs  (E)  and  (F),  respectively,  and  by  inserting  after  sub- 

23  paragraph  (C)  the  following  new  subparagraph: 

24  "(D)  Special  rules  for  partial  distri- 

25  butions. — 
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1  "(i)     Eequieements. — Subparagraph 

2  (A)  shall  apply  to  a  partial  distribution  only 

3  if— 

4  "(I)   such   distribution   is   of  an 

5  amount  equal  to  at  least  50  percent  of 

6  the  balance  to  the  credit  of  the  em- 

7  ployee  in  a  qualified  trust  (determined 

8  immediately  before  such  distribution  and 

9  with  regard  to  subsection  (e)(4)(C)), 

10  "(II)  such  distribution  is  not  one  of 

11  a  series  of  periodic  payments,  and 

12  "(HQ  the  employee  elects  (at  such 

13  time  and  in  such  manner  as  the  Secre- 

14  tary  shall  by  regulations  prescribe)  to 

15  have  subparagraph  (A)  apply  to  such 

16  partial  distribution. 

17  "(ii)  Paetial  disteibutions  may  be 

18  TEANSFEEEED    ONLY    TO    INDIVIDUAL  EE- 

19  tieement  plans. — In  the  case  of  a  partial 

20  distribution,  a  plan  described  in  subclause 

21  (IV)  or  (V)  of  subparagraph  (E)(iv)  shall  not 

22  be  treated  as  an  eligible  retirement  plan. 

23  "(hi)  Denial  of  io-yeae  aveeaging 

24  AND  CAPITAL  GAINS  TEEATMENT  FOE  SUB- 

25  sequent  disteibutions. — If  an  election 
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1  under  clause  (i)  is  made  with  respect  to  any 

2  partial  distribution  paid  to  any  employee — 

3  "(I)  paragraph  (2)  of  this  subsec- 

4  tion, 

5  "(II)  paragraphs  (1)  and  (3)  of  sub- 

6  section  (e),  and 

7  "(HQ   paragraph   (2)   of  section 

8  403(a), 

9  shall  not  apply  to  any  distribution  (paid  after 

10  such  partial  distribution)  of  the  balance  to 

11  the  credit  of  such  employee  under  the  plan 

12  under  which  such  partial  distribution  was 

13  made  (or  under  any  other  plan  which,  under 

14  subsection  (e)(4)(C),  would  be  aggregated 

15  with  such  plan). 

16  "(iv)  Special  rule  for  unrealized 

17  appreciation. — If  an  election  under  clause 

18  (i)  is  made  with  respect  to  any  partial  distri- 

19  bution,  the  second  and  third  sentences  of 

20  paragraph  (1)  shall  not  apply  to  such  distri- 

21  bution." 

22  (c)  Partial  Distributions  Paid  to  Spouse  of 


23  Employee  After  Employee's  Death  Eligible  for 

24  Rollover. — 
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1  (1)  In  geneeal. — Paragraph  (7)  of  section  402(a) 

2  (relating  to  rollover  where  spouse  receives  lump-sum 

3  distribution  at  death  of  employee)  is  amended  to  read 

4  as  follows: 

5  "(7)  ROLLOVEE  WHEEE  SPOUSE  EECEIVES  DIS- 

6  TEIBUTIONS   AFTEE  DEATH   OF  EMPLOYEE. — If  any 

7  distribution  attributable  to  an  employee  is  paid  to  the 

8  spouse  of  the  employee  after  the  employee's  death, 

9  paragraph  (5)  shall  apply  to  such  distribution  in  the 

10  same  manner  as  if  the  spouse  were  the  employee/' 

11  (2)  Estate  tax  teeatment. — Subsection  (e)  of 

12  section  2039  (relating  to  exclusion  of  individual  retire- 

13  ment  accounts,  etc.)  is  amended  by  striking  out  "sec- 

14  tion  402(a)(5)"  and  inserting  in  lieu  thereof  "section 

15  402(a)(5)  (without  regard  to  section  402(a)(7))". 

16  (d)  Technical  and  Confoeming  Amendments. — 

17  (1)  The  following  provisions  are  each  amended  by 

18  striking  out   "qualifying  rollover  distribution"  each 

19  place  it  appears  and  inserting  in  lieu  thereof  "qualified 

20  total  distribution" — 

21  (A)  section  402(a)(5)(B), 

22  (B)  section  402(a)(5)(E)(i)  (as  redesignated  by 

23  subsection  (b)),  and 

24  (C)  section  402(a)(6)(E)(i). 
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1  (2)   Subparagraph  (B)   of  section  402(a)(5)  is 

2  amended  by  adding  at  the  end  thereof  the  following 

3  new  sentence:  "In  the  case  of  any  partial  distribution, 

4  the  maximum  amount  transferred  to  which  subpara- 

5  graph  (A)  applies  shall  not  exceed  the  portion  of  such 

6  distribution  which  is  includible  in  gross  income  (deter- 

7  mined  without  regard  to  subparagraph  (A))." 

8  (3)  Clause  (ii)  of  section  402(a)(5)(E)  (as  redesig- 

9  nated  by  subsection  (b))  is  amended  by  striking  out 

10  "gross  income"  and  inserting  in  lieu  thereof  "gross 

11  income  (determined  without  regard  to  this  paragraph)". 

12  (4)  Clause  (v)  of  subparagraph  (E)  of  section 

13  402(a)(5)  (as  redesignated  by  subsection  (b))  is  amended 

14  to  read  as  follows: 

15  "(v)  Paetial  disteibution. — The  term 

16  'partial  distribution'  means  any  distribution  to  an 

17  employee  of  any  portion  of  the  balance  to  the 

18  credit  of  such  employee  in  a  qualified  trust;  except 

19  that  such  term  shall  not  include  any  distribution 

20  which  is  a  qualified  total  distribution." 

21  (5)  Subparagraph  (F)  of  section  402(a)(5)  (as  re- 

22  designated  by  subsection  (b))  is  amended  by  striking 

23  out  "subparagraph  (D)(iv)"  each  place  it  appears  and 

24  inserting  in  lieu  thereof  "subparagraph  (E)(iv)". 
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1  (6)  Paragraph  (6)  of  section  402(a)  is  amended  by 

2  striking  out  *  'paragraph  (5)(D)(i)"  each  place  it  appears 

3  and  inserting  in  lieu  thereof  "paragraph  (5)(E)(i)". 

4  (7)  Clauses  (hi)  and  (iv)  of  section  402(a)(6)(D)  are 

5  each  amended  by  striking  out  "employee  contributions" 

6  and  inserting  in  lieu  thereof  "employee  contributions 

7  (or,  in  the  case  of  a  partial  distribution,  the  amount  not 

8  includible  in  gross  income)". 

9  (8)  Clause  (i)  of  section  402(a)(6)(E)  is  amended 

10  by  striking  out  "paragraph  (5)(D)(i)(II)"  and  inserting 

11  in  lieu  thereof  "paragraph  (5)(D)  or  (5)(E)(i)(II)". 

12  (9)   Subparagraph   (B)   of   section   403(a)(4)  is 

13  amended  by  striking  out  "(B)  through  (E)"  and  insert- 

14  ing  in  lieu  thereof  "(B)  through  (F)". 

15  (10)  Subparagraph  (B)  of  section  403(b)(8)  is 

16  amended  to  read  as  follows: 

17  "(B)  Special  rules  foe  partial  distri- 

18  butions. — 

19  "(i)  In  general. — In  the  case  of  any 

20  distribution  other  than  a  total  distribution, 

21  rules  similar  to  the  rules  of  clauses  (i)  and  (ii) 

22  of  section  402(a)(5)(D)  shall  apply. 

23  "(ii)  Total  distribution. — For  pur- 

24  poses  of  subparagraph  (A),  the  term  'total 

25  distribution'  means  one  or  more  distributions 
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1 

from  an  annuity  contract  described  in  para- 

2 

graph  (1)  which  would  constitute  a  lump-sum 

3 

distribution  within  the  meaning  of  section 

4 

402(e)(4)(A)  (determined  without  regard  to 

5 

subparagraphs    (B)    and    (H)    of  section 

6 

402(e)(4))  if  such  annuity  contract  were  de- 

7 

scribed  in  subsection  (a),  or  1  or  more  distri- 

8 

butions  of  accumulated  deductible  employee 

9 

contributions  (within  the  meaning  of  section 

10 

7205). 

11 

"(iii)  Aggeegation  of  annuity  con- 

12 

teacts. — For  purposes  of  this  paragraph, 

13 

all  annuity  contracts  described  in  paragraph 

14 

(1)  purchased  by  an  employer  shall  be  treat- 

15 

ed    as    a    single    contract,    and  section 

16 

402(e)(4)(C)  shall  not  apply." 

17 

(11)  Subparagraph  (C)  of  section  403(b)(8)  is 

18 

amended  by  striking  out  "(D)(v),  and  (E)(i)"  and  insert- 

19 

ing  in  lieu  thereof  "(F)(i)". 

20 

(12)  Clause  (ii)  of  section  408(d)(3)(A)  is  amended 

21 

by  striking  out  "rollover  contribution  from  an  employ- 

22 

ee's  trust"  and  inserting  in  lieu  thereof  "rollover  con- 

23 

tribution  of  a  qualified  total  distribution  (as  defined  in 

24 

section  402(a)(5)(E)(i))  from  an  employee's  trust". 
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1  (13)  Subparagraph  (C)  of  section  409(b)(3)  is 

2  amended  by  striking  out  the  second  sentence  and  in- 

3  serting  in  lieu  thereof  the  following  new  sentences: 

4  "This  subparagraph  does  not  apply  in  the  case  of  a 

5  transfer  to  such  an  employee's  trust  or  such  an  annuity 

6  unless  no  part  of  the  value  of  such  proceeds  is  attribut- 

7  able  to  any  source  other  than  a  qualified  rollover  con- 

8  tribution.  For  purposes  of  the  preceding  sentence,  the 

9  term  'qualified  rollover  contribution'  means  any  roll- 
10  over  contribution  of  a  qualified  total  distribution  (as  de- 
ll fined  in  section  402(a)(5)(E)(i))  which  is  from  such  an 

12  employee's  trust  or  annuity  plan  (other  than  an  annuity 

13  plan  or  a  trust  forming  part  of  a  plan  under  which  the 

14  individual  was  an  employee  within  the  meaning  of  sec- 

15  tion  401(c)(1)  at  the  time  contributions  were  made  on 

16  his  behalf  under  such  plan),  and  which  did  not  qualify 

17  as    a   rollover    contribution   by   reason    of  section 

18  402(a)(7)." 

19  (e)  Effective  Date. — The  amendments  made  by  this 

20  section  shall  apply  to  distributions  made  after  the  date  of  the 

21  enactment  of  this  Act,  in  taxable  years  ending  after  such 

22  date. 

23  SEC.  492.  PREFERRED  STOCK  ELIGIBLE  UNDER  SECTION  1244. 

24  (a)  General  Rule. — Subsections  (c)(1)  and  (d)(2)  of 

25  section  1244  (relating  to  losses  on  small  business  stock)  are 
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1  each  amended  by  striking  out  "common  stock"  and  inserting 

2  in  lieu  thereof  " stock". 

3  (b)  Effective  Date. — The  amendment  made  by  sub- 

4  section  (a)  shall  apply  to  stock  issued  after  the  date  of  the 

5  enactment  of  this  Act  in  taxable  years  ending  after  such  date. 

6  SEC.  493.  MEDICAL  CARE  DEDUCTION  ALLOWED  FOR  LODG- 

7  ING  AWAY  FROM  HOME  IN  CERTAIN  CASES. 

8  (a)  In  General. — Subsection  (d)  of  section  213  (relat- 

9  ing  to  definitions  for  purposes  of  the  deduction  for  medical, 

10  dental,  etc.,  expenses),  as  amended  by  section  424(b),  is 

11  amended  by  redesignating  paragraphs  (2),  (3),  (4),  (5),  (6), 

12  and  (7)  as  paragraphs  (3),  (4),  (5),  (6),  (7),  and  (8),  respective- 

13  ly,  and  by  inserting  after  paragraph  (1)  the  following  new 

14  paragraph: 


15  "(2)  Amounts  paid  for  certain  lodging 

16  away  from  home  treated  as  paid  for  medical 

17  care. — Amounts  paid  for  lodging  (not  lavish  or  ex- 

18  travagant  under  the  circumstances)  while  away  from 

19  home  primarily  for  and  essential  to  medical  care  re- 

20  f erred  to  in  paragraph  (1)(A)  shall  be  treated  as 

21  amounts  paid  for  medical  care  if — 

22  "(A)  the  medical  care  referred  to  in  para- 

23  graph  (1)(A)  is  provided  by  a  physician  in  a  li- 

24  censed  hospital  (or  in  a  medical  care  facility  which 
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1  is  related  to,  or  the  equivalent  of,  a  licensed  hos- 

2  pital),  and 

3  "(B)  there  is  no  significant  element  of  per- 

4  sonal  pleasure,  recreation,  or  vacation  in  the 

5  travel  away  from  home. 

6  The  amount  taken  into  account  under  the  preceding 

7  sentence  shall  not  exceed  $50  for  each  night  for  each 

8  individual/ ' 

9  (b)  Technical  Amendment. — 

10  (1)  Paragraph  (7)  of  section  213(d),  as  redesignat- 

11  ed  by  subsection  (a),  is  amended  by  striking  out  "para- 

12  graph  (5)"  and  inserting  in  lieu  thereof  "paragraph 

13  (6)". 

14  (2)  Paragraph  (6)  of  section  152(e),  as  amended 

15  by  section  424  of  this  Act,  is  amended  by  striking  out 

16  "section  213(d)(4)"  and  inserting  in  lieu  thereof  "sec- 

17  tion  213(d)(5)". 

18  (c)  Effective  Date. — The  amendments  made  by  this 

19  section  shall  apply  to  taxable  years  beginning  after  December 

20  31,  1983. 

21  SEC.  494.  STUDY  OF  SIMPLIFIED  TAX  ON  GROSS  INCOME. 

22  (a)  General  Rule. — The  Secretary  of  the  Treasury 

23  shall  conduct  a  study  of  the  advisability  of  replacing  the  cur- 

24  rent  Federal  income  tax  system  with  a  simplified  tax  based 

25  on  gross  income.  Such  study  shall  examine  the  advisability  of 
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1  replacing  only  the  individual  income  tax  and  both  the  individ- 

2  ual  income  tax  and  corporate  income  tax  with  a  simplified  tax 

3  based  on  gross  income. 

4  (b)  Factors  To  Be  Taken  Into  Account. — In  con- 

5  ducting  the  study  under  subsection  (a),  the  Secretary  of  the 

6  Treasury  shall  take  into  account  (among  other  factors)  the 

7  following: 

8  (1)  protecting  the  economically  disadvantaged; 

9  (2)  reducing  administrative  complexity; 

10  (3)  reducing  paperwork,  auditing  requirements, 

11  tax  evasion,  and  expediting  the  resolution  of  taxpayer- 

12  government  disputes; 

13  (4)  increasing  economic  incentives  for  capital  for- 

14  mation  and  productivity; 

15  (5)  removing  economic  disincentives  to  employ- 

16  ment;  and 

17  (6)  excluding  certain  items  (such  as  social  security 

18  benefits)  from  gross  income. 

19  (c)  Report. — Not  later  than  the  date  6  months  after 

20  the  date  of  the  enactment  of  this  Act,  the  Secretary  of  the 

21  Treasury  shall  submit  to  the  Committee  on  Ways  and  Means 

22  of  the  House  of  Representatives  and  the  Committee  on  Fi- 

23  nance  of  the  Senate  a  report  on  the  study  conducted  under 

24  this  section. 
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1  Subtitle  J — Repeal  of  Certain  Obsolete 

2  Provisions 

3  SEC.  497.  TERMINATION  OF  RULES  RELATING  TO  QUALIFIED 

4  BOND   PURCHASE   PLANS   AND  RETIREMENT 

5  BONDS    WITH    RESPECT    TO    BONDS  ISSUED 

6  AFTER  DECEMBER  31,  1983. 

7  (a)  Qualified  Bond  Purchase  Plans. — Section  405 

8  (relating  to  qualified  bond  purchase  plans)  is  hereby  repealed. 

9  (b)  Retirement  Bonds. — Section  409  (relating  to  re- 

10  tirement  bonds)  is  hereby  repealed. 

11  (c)  Existing  Bonds  May  Be  Rolled  Over  Into 

12  Qualified  Employer  Plans. — 

13  (1)  Subparagraph  (A)  of  section  405(d)(3)  (as  in 

14  effect  before  its  repeal  by  subsection  (a))  is  amended  to 

15  read  as  follows: 

16  "(A)  In  general.— If— 

17  "(i)  any  qualified  bond  is  redeemed, 

18  "(ii)  any  portion  of  the  excess  of  the 

19  proceeds  from  such  redemption  over  the 

20  basis  of  such  bond  is  transferred  to  an  indi- 

21  vidual  retirement  plan  which  is  maintained 

22  for  the  benefit  of  the  individual  redeeming 

23  such  bond,  or  to  a  qualified  trust  (as  defined 

24  in  section  402(a)(5)(D)(iii))  for  the  benefit  of 

25  such  individual,  and 
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"(iii)  such  transfer  is  made  on  or  before 
the  60th  day  after  the  individual  received  the 
proceeds  of  such  redemption, 
then  gross  income  shall  not  include  the  proceeds 
to  the  extent  so  transferred  and  the  transfer  shall 
be  treated  as  a  rollover  contribution  described  in 
section  408(d)(3)." 

(2)  Subsection  (e)  of  section  402  (relating  to  tax 
on  lump-sum  distributions)  is  amended  by  adding  at  the 
end  thereof  the  following  new  paragraph: 

"(5)  Special  eule  where  poetion  of  lump- 
sum DISTRIBUTION  ATTRIBUTABLE  TO  ROLLOVER  OF 
BOND  PURCHASED  UNDER  QUALIFIED  BOND  PUR- 
CHASE plan. — If  any  portion  of  a  lump-sum  distribu- 
tion is  attributable  to  a  transfer  described  in  section 
405(d)(3)(A)(ii)  (as  in  effect  before  its  repeal  by  the  Tax 
Law  Simplification  and  Improvement  Act  of  1983), 
paragraphs  (1)  and  (3)  of  this  subsection  and  paragraph 
(2)  of  subsection  (a)  shall  not  apply  to  such  portion." 
(d)  Technical  and  Conforming  Amendments. — 

(1)  Paragraph  (2)  of  section  55(f)  (defining  regular 
tax)  is  amended  by  striking  "409(c)," . 

(2)  Paragraph  (7)  of  section  62  (defining  adjusted 
gross  income)  is  amended — 


658 

1  (A)  by  striking  out  "the  deductions  allowed 

2  by  section  404  and  section  405(c)"  and  inserting 

3  in  lieu  thereof  "the  deduction  allowed  by  section 

4  404",  and 

5  (B)  by  striking  out  "annuity,  and  bond 

6  purchase"  in  the  heading  and  inserting  in  lieu 

7  thereof  "and  annuity". 

8  (3)  Paragraph  (1)  of  section  72(o)  is  amended  by 

9  striking  out  "402,  403,  and  405"  and  inserting  in  lieu 

10  thereof  "402  and  403". 

11  (4)  Paragraph  (4)  of  section  72(o)  is  amended  by 

12  striking  out  "408(d)(3),  and  409(b)(3)(C)"  and  inserting 

13  in  lieu  thereof  "and  408(d)(3)". 

14  (5)   Subparagraph   (D)   of  section   172(d)(4)  is 

15  amended  by  striking  out  "or  section  405(c)". 

16  (6)  Paragraph  (2)  of  section  219(d)  is  amended  by 

17  striking  out  "405(d)(3),  408(d)(3),  or  409(b)(3)(C)"  and 

18  inserting  in  lieu  thereof  "or  408(d)(3)". 

19  (7)  Paragraph  (1)  of  section  219(e)  is  amended  by 

20  striking  out  the  last  sentence. 

21  (8)  Paragraph  (3)  of  section  219(e)  is  amended  by 

22  striking  out  subparagraph  (C),  by  adding  "and"  at  the 

23  end  of  subparagraph  (B)  and  by  redesignating  subpar- 

24  graph  (D)  as  subparagraph  (C). 
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1  (9)  Clause  (iv)  of  section  402(a)(5)(D)  is  amended 

2  by  striking  out  subclause  (HE)  and  by  redesignating 

3  subclauses  (TV)  and  (V)  as  subclauses  (HQ  and  (IV), 

4  respectively. 

5  (10)  Clause  (i)  of  section  402(a)(5)(E)  is  amended 

6  by  striking  out  ",  (II),  or  (HQ"  and  inserting  in  lieu 

7  thereof  "or  (II)". 

8  (11)  Clause  (ii)  of  section  402(a)(5)(E)  is  amended 

9  by  striking  out  "(TV)  or  (V)"  and  inserting  in  lieu 

10  thereof  "(III)  or  (IV)". 

11  (12)  The  last  sentence  of  section  403(b)(1)  is 

12  amended  by  striking  out  "or  409(b)(3)(C)". 

13  (13)  Subsection  (a)  of  section  406  is  amended  by 

14  striking  out  ",  an  annuity  plan  described  in  section 

15  403(a),  or  a  bond  purchase  plan  described  in  section 

16  405(a)"  and  inserting  in  lieu  thereof  "or  an  annuity 

17  plan  described  in  section  403(a)". 

18  (14)  Paragraph  (3)  of  section  406(a)  is  amended 

19  by  striking  out  ",  403(a),  or  405(a)"  and  inserting  in 

20  lieu  thereof  "or  403(a)". 

21  (15)  Subsection  (d)  of  section  406  is  amended — 

22  (A)   by   striking   out    "sections   404  and 

23  405(c)"  and  inserting  in  lieu  thereof  "section 

24  404", 
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1  (B)  by  striking  out  "annuity,  or  bond  pur- 

2  chase"  and  inserting  in  lieu  thereof  "or  annuity", 

3  and 

4  (C)  by  striking  out  "(or  section  405(c))"  in 

5  paragraph  (2)  thereof. 

6  (16)  Paragraph  (1)  of  section  407(a)  is  amended 

7  by  striking  out  ",  an  annuity  plan  described  in  section 

8  403(a),  or  a  bond  purchase  plan  described  in  section 

9  405(a)"  and  inserting  in  lieu  thereof  "or  an  annuity 

10  plan  described  in  section  403(a)". 

11  (17)  Subparagraph  (B)  of  section  407(a)(1)  is 

12  amended  by  striking  out  ",  403(a),  or  405(a)"  and  in- 

13  serting  in  lieu  thereof  "or  403(a)". 

14  (18)  Subsection  (d)  of  section  407  is  amended — 

15  (A)   by   striking   out    "sections   404  and 

16  405(c)"  and  inserting  in  lieu  thereof  "section 

17  404", 

18  (B)  by  striking  out  "annuity,  or  bond  pur- 

19  chase"  and  inserting  in  lieu  thereof  "or  annuity", 

20  and 

21  (C)  by  striking  out  "(or  section  405(c))"  in 

22  paragraph  (2)  thereof. 

23  (19)  Paragraph  (1)  of  section  408(a)  is  amended 

24  by  striking  out  "403(b)(8),  405(d)(3),  or  409(b)(3)(C)" 

25  and  inserting  in  lieu  thereof  "or  403(b)(8)". 
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1  (20)  Clause  (i)  of  section  408(d)(3)(A)  is  amended 

2  by  striking  out  "or  retirement  bond". 

3  (21)  Subparagraph  (B)  of  section  408(d)(3)  is 

4  amended  by  striking  out  ",  individual  retirement  annu- 

5  ity,  or  a  retirement  bond"  and  inserting  in  lieu  thereof 

6  "or  an  individual  retirement  annuity". 

7  (22)  Clause  (ii)  of  section  408(d)(3)(D)  (relating  to 

8  partial  rollovers)  is  amended  by  striking  out  "bond,". 

9  (23)  Paragraph  (6)  of  section  408(d)  is  amended — 

10  (A)  by  striking  out  ",  individual  retirement 

11  annuity,  or  retirement  bond"  and  inserting  in  lieu 

12  thereof  "or  an  individual  retirement  annuity",  and 

13  (B)  by  striking  out  ",  annuity,  or  bond"  and 

14  inserting  in  lieu  thereof  "or  annuity". 

15  (24)  Subparagraph  (E)  of  section  408(k)(3)  is 

16  amended  by  striking  out  ",  403(a),  or  405(a)"  and  in- 

17  serting  in  lieu  thereof  "or  403(a)". 

18  (25)  Paragraph  (2)  of  section  412(a)  is  amended 

19  by  striking  out  "or  405(a)". 

20  (26)  Subsection  (h)  of  section  414  is  amended  by 

21  striking  out  "or  405(a)". 

22  (27)  Subsection  (1)  of  section  414  is  amended  by 

23  striking  out  "or  405". 

24  (28)  Paragraph  (2)  of  section  415(a)  is  amended 

25  by  striking  out  subparagraph*)"  (D),  by  striking  out  "or" 
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1  at  the  end  of  subparagraph  (C),  by  adding  "or"  at  the 

2  end  of  subparagraph  (B),  and  by  striking  out  "405(a),". 

3  (29)  Subparagraph  (A)  of  section  415(b)(2)  is 

4  amended  by  striking  out  "408(d)(3),  and  409(b)(3)(C)" 

5  and  inserting  in  lieu  thereof  "and  408(d)(3)". 

6  (30)  Subparagraph  (B)  of  section  415(b)(2)  is 

7  amended  by  striking  out  "408(d)(3)  and  409(b)(3)(C)" 

8  and  inserting  in  lieu  thereof  "and  408(d)(3)". 

9  (31)  Paragraph  (2)  of  section  415(c)  is  amended 

10  by  striking  out  "405(d)(3),  408(d)(3),  and  409(b)(3)(C)" 

11  and  inserting  in  lieu  thereof  "and  408(d)(3)". 

12  (32)  Paragraph  (1)  of  section  415(k)  is  amended 

13  by  striking  out  subparagraphs  (C)  and  (H),  by  redes- 

14  ignating  subparagraphs  (D),  (E),  (F),  and  (G)  as  sub- 

15  paragraphs  (C),  (D),  (E),  and  (F),  respectively,  by 

16  striking  out  ",  or"  at  the  end  of  subparagraph  (F)  (as 

17  so  redesignated)  and  inserting  in  lieu  thereof  a  period, 

18  and  by  adding  "or"  at  the  end  of  subparagraph  (E)  (as 

19  so  redesignated). 

20  (33)  Paragraph  (2)  of  section  457(e)  is  amended 

21  by  striking  out  subparagraph  (C)  and  by  redesignating 

22  subparagraphs  (D)  and  (E)  as  subparagraphs  (C)  and 

23  (D),  respectively. 

24  (34)  Subsection  (e)  of  section  2039  is  amended — 

25  (A)  by  striking  out  paragraph  (3), 
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1  (B)  by  striking  out  ",  or"  at  the  end  of  para- 

2  graph  (2)  and  inserting  in  lieu  thereof  a  period, 

3  (C)  by  adding  "or"  at  the  end  of  paragraph 

4  (1), 

5  (D)  by  striking  out  "405(d)(3),  408(d)(3),  or 

6  409(b)(3)(C)"  and  inserting  in  lieu  thereof  "or 

7  408(d)(3)",  and 

8  (E)  by  striking  out  ",  annuity,  or  bond"  each 

9  place  it  appears  and  inserting  in  lieu  thereof  "or 

10  annuity". 

11  (35)  Paragraph  (5)  of  section  2517(a)  is  amended 

12  by  striking  out  ",  an  individual  retirement  annuity  de- 

13  scribed  in  section  408(b),  or  a  retirement  bond  de- 

14  scribed  in  section  409(a)"  and  inserting  in  lieu  thereof 

15  "or  an  individual  retirement  annuity  described  in  sec- 

16  tion  408(b)". 

17  (36)  Paragraph  (5)  of  section  3121(a)  is  amended 

18  by  striking  out  subparagraph  (C)  and  by  redesignating 

19  subparagraphs  (D)  through  (G)  as  subparagraphs  (C) 

20  through  (F),  respectively. 

21  (37)  Paragraph  (5)  of  section  3306(b)  is  amended 

22  by  striking  out  subparagraph  (C)  and  by  redesignating 

23  subparagraphs  (D)  through  (G)  as  subparagraphs  (C) 

24  through  (F),  respectively. 
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1  (38)  Paragraph  (12)  of  section  3401(a)  is  amended 

2  by  striking  out  subparagraph  (C)  and  by  redesignating 

3  subparagraph  (D)  as  subparagraph  (C). 

4  (39)  Subsection  (e)  of  section  209  of  the  Social 

5  Security  Act  is  amended  by  inserting  "(as  in  effect 

6  before  the  enactment  of  the  Tax  Law  Simplification 

7  and  Improvement  Act  of  1983)"  after  "Internal  Eeve- 

8  nue  Code  of  1954"  in  paragraph  (4)  thereof. 

9  (40)  Subsection  (a)  of  section  4972  is  amended  by 

10  striking  out  the  last  sentence  and  inserting  in  lieu 

11  thereof  "This  section  applies  only  to  plans  which  in- 

12  elude  a  trust  described  in  section  401(a)  or  which  are 

13  described  in  section  403(a)." 

14  (41)  Subsection  (a)  of  section  4973  is  amended — 

15  (A)  by  striking  out  paragraph  (3), 

16  (B)  by  striking  out  "or"  at  the  end  of  para- 

17  graph  (2), 

18  (C)  by  adding  "or"  at  the  end  of  paragraph 

19  (1), 

20  (D)  by  striking  out  ",  annuities,  or  bonds" 

21  and  inserting  in  lieu  thereof  "or  annuities",  and 

22  (E)  by  striking  out  ",  annuity,  or  bond"  and 

23  inserting  in  lieu  thereof  "or  annuity". 
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1  (42)  Subparagraph  (A)  of  section  4973(b)(1)  is 

2  amended  by  striking  out  "408(d)(3),  and  409(b)(3)(C)" 

3  and  inserting  in  lieu  thereof  "and  408(d)(3)". 

4  (43)  The  last  sentence  of  section  4973(b)  is 

5  amended  by  striking  out      individual  retirement  annu- 

6  ity,  or  bond"  and  inserting  in  lieu  thereof  "or  the  indi- 

7  vidual  retirement  annuity". 

8  (44)  Paragraph  (1)  of  section  4973(c)  is  amended 

9  by  striking  out  ",  408(d)(3)(A)(iii),  or  409(b)(3)(C)"  and 

10  inserting  in  lieu  thereof  "or  408(d)(3)(A)(iii)". 

11  (45)  The  last  sentence  of  section  4975(d)  is 

12  amended  by  striking  out  ",  individual  retirement  annu- 

13  ity,  or  an  individual  retirement  bond  (as  defined  in  sec- 

14  tion  408  or  409)"  and  inserting  in  lieu  thereof  "or  an 

15  individual  retirement  annuity  (as  defined  in  section 

16  408)". 

17  (46)  Paragraph  (1)  of  section  4975(e)  is  amend- 

18  ed— 

19  (A)  by  striking  out  "or  405(a)", 

20  (B)  by  striking  out  "or  a  retirement  bond  de- 

21  scribed  in  section  409", 

22  (C)  by  striking  out  "annuity,  or  bond"  and 

23  inserting  in  lieu  thereof  "or  annuity",  and 

24  (D)  by  striking  out  "account,  or  bond"  and 

25  inserting  in  lieu  thereof  "or  account". 
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1  (47)  Section  6047  is  amended  by  striking  out  sub- 

2  section  (c)  and  by  redesignating  subsections  (d),  (e),  and 

3  (f)  as  subsections  (c),  (d),  and  (e),  respectively. 

4  (48)  Subsection  (e)  of  section  6058  is  amended  by 

5  striking  out  paragraph  (2)  and  by  redesignating  para- 

6  graphs  (3)  and  (4)  as  paragraphs  (2)  and  (3),  respec- 

7  tively. 

8  (49)  Clause  (i)  of  section  6104(a)(1)(B)  is  amended 

9  by  striking  out      403(a),  or  405(a)"  and  inserting  in 

10  lieu  thereof  "or  403(a)". 

11  (50)  Subsection  (f)  of  section  6652  is  amended  by 

12  striking  out  "and  bond  purchase". 

13  (51)  Section  7207  is  amended  by  striking  out  "or 

14  (c)". 

15  (52)  Subsection  (c)  of  section  7476  is  amended  by 

16  striking  out  paragraph  (3),  by  striking  out  ",  or"  at  the 

17  end  of  paragraph  (2)  and  inserting  in  lieu  thereof  a 

18  period,  and  by  adding  ",  or"  at  the  end  of  paragraph 

19  (1). 

20  (53)  Paragraph  (37)  of  section  7701(a)  is  amended 

21  by  striking  out  subparagraph  (C),  by  striking  out  ", 

22  and"  at  the  end  of  subparagraph  (B)  and  inserting  in 

23  lieu  thereof  a  period,  and  by  adding  "and"  at  the  end 

24  of  subparagraph  (A). 
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1  (54)  The  table  of  sections  of  subpart  A  of  part  I 

2  of  subchapter  D  of  chapter  1  is  amended  by  striking 

3  out  the  items  relating  to  sections  405  and  409. 

4  (55)  The  section  heading  for  section  4973  is 

5  amended  by  striking  out  "CERTAIN  INDIVIDUAL 

6  RETIREMENT   ANNUITIES,    AND    CERTAIN  RE- 

7  TIREMENT  BONDS"  and  inserting  in  lieu  thereof 

8  '  AND  CERTAIN  INDIVIDUAL  RETIREMENT  AN- 

9  NUITIES". 

10  (56)  The  table  of  sections  for  chapter  43  is 

11  amended  by  striking  out  "certain  individual  retirement 

12  annuities,  and  certain  retirement  bonds"  in  the  item  re- 

13  lating  to  section  4973  and  inserting  in  lieu  thereof 

14  "and  certain  individual  retirement  annuities". 

15  (57)  The  section  heading  for  section  6047  is 

16  amended  by  striking  out  "AND  BOND  PURCHASE". 

17  (58)  The  table  of  sections  for  subpart  B  of  part 

18  HE  of  subchapter  A  of  chapter  61  is  amended  by  strik- 

19  ing  out  "and  bond  purchase"  in  the  item  relating  to 

20  section  6047. 

21  (59)  The  first  sentence  of  section  3107  of  title  31, 

22  United  States  Code,  is  amended  by  inserting  before  the 

23  period  ",  as  in  effect  before  the  enactment  of  the  Tax 

24  Law  Simplification  and  Improvement  Act  of  1983". 
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1  (e)   Section  409A  Kedesignated  as  Section 

2  409.— 

3  (1)  The  section  heading  for  section  409 A  is 

4  amended  by  striking  out  "SEC.  409 A."  and  inserting  in 

5  lieu  thereof  "SEC.  409.". 

6  (2)  Subsection  (c)(l)(A)(i)  of  old  section  44G  is 

7  amended  by  striking  out  "section  409A"  and  inserting 

8  in  lieu  thereof  "section  409". 

9  (3)  Paragraph  (6)  of  old  section  44G(c)  is  amend- 

10  ed  by  striking  out  "section  409 A(l)"  and  inserting  in 

11  lieu  thereof  "section  4090)". 

12  (4)  Paragraph  (22)  of  section  401(a)  is  amended 

13  by  striking  out  "section  409 A"  and  inserting  in  lieu 

14  thereof  "section  409". 

15  (5)  Paragraph  (23)  of  section  401(a)  is  amended 

16  by  striking  out  "section  409 A(h)"  each  place  it  appears 

17  and  inserting  in  lieu  thereof  "section  409(h)". 

18  (6)  Clause  (ii)  of  section  415(c)(6)(B)  is  amended 

19  by  striking  out  "section  409 A"  and  inserting  in  lieu 

20  thereof  "section  409". 

21  (7)  The  last  sentence  of  section  1504(a)  is  amend- 

22  ed  by  striking  out  "for  section  409 A(l)"  and  inserting 

23  in  lieu  thereof  "of  section  409(1)". 

24  (8)  Paragraph  (7)  of  section  4975(e)  is  amended — 
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1  (A)  by  striking  out  "section  409A(h)"  and  in- 

2  serting  in  lieu  thereof  " section  409(h)", 

3  (B)  by  striking  out  "section  409A(e)(4)"  and 

4  inserting  in  lieu  thereof  "section  409(6X4)",  and 

5  (C)  by  striking  out  "section  409 A(e)"  and  in- 

6  serting  in  lieu  thereof  "section  409(e)". 

7  (9)  Paragraph  (8)  of  section  4975(e)  is  amended 

8  by  striking  out  "section  409A(1)"  and  inserting  in  lieu 

9  thereof  "section  4090)". 

10  (10)  Paragraphs  (1)  and  (3)  of  section  6699(a)  are 

11  each  amended  by  striking  out  "section  409 A"  and  in- 

12  serting  in  lieu  thereof  "section  409". 

13  (11)  The  table  of  sections  for  subpart  A  of  part  I 

14  of  subchapter  D  of  chapter  1  is  amended  by  striking 

15  out  "Sec.  409A"  and  inserting  in  lieu  thereof  "Sec. 

16  409". 

17  (f)  Effective  Dates. — 

18  (1)  In  general. — The  amendments  and  repeals 

19  made  by  subsections  (a),  (b),  and  (d)  shall  apply  to  obli- 

20  gations  issued  after  December  31,  1983. 

21  (2)  Subsection  (c). — The  amendment  made  by 

22  subsection  (c)  shall  apply  to  redemptions  after  the  date 

23  of  the  enactment  of  this  Act  in  taxable  years  ending 

24  after  such  date. 
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1  (3)  Subsection  (e). — The  amendments  made  by 

2  subsection  (e)  shall  take  effect  on  January  1,  1984. 

3  (4)  Bonds  under  qualified  bond  purchase 

4  PLANS  MAY  BE  REDEEMED  AT  ANY  TIME. — Notwith- 

5  standing — 

6  (A)  subparagraph  (D)  of  section  405(b)(1)  of 

7  the  Internal  Revenue  Code  of  1954  (as  in  effect 

8  before  its  repeal  by  this  section),  and 

9  (B)  the  terms  of  any  bond  described  in  sub- 

10  section  (b)  of  such  section  405, 

11  such  a  bond  may  be  redeemed  at  any  time  after  the 

12  date  of  the  enactment  of  this  Act  in  the  same  manner 

13  as  if  the  individual  redeeming  the  bond  had  attained 

14  age  59%. 

15  (5)  Treatment  of  tax  imposed  under  sec- 

16  tion  409(c). — For  purposes  of  section  26(b)  of  the  In- 

17  ternal  Revenue  Code  of  1954  (as  amended  by  this 

18  Act),  any  tax  imposed  by  section  409(c)  of  such  Code 

19  (as  in  effect  before  its  repeal  by  this  section)  shall  be 

20  treated  as  a  tax  imposed  by  section  408(f)  of  such 

21  Code. 
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1    SEC.  498.  REPEAL  OF  RULES  RELATING  TO  GAINS  FROM  DIS- 


2  POSITION  OF  PROPERTY  USED  IN  FARMING 

3  WHERE    FARM    LOSSES    OFFSET  NONFARM 

4  INCOME. 

5  (a)  In  General. — Section  1251  (relating  to  gain  from 

6  disposition  of  property  used  in  farming  where  farm  losses 

7  offset  nonfarm  income)  is  hereby  repealed. 

8  (b)  Technical  and  Conforming  Amendments. — 

9  (1)  Section  170. — 

10  (A)  The  second  sentence  of  section  170(e)(1) 

11  (relating   to    certain   contributions    of  ordinary 

12  income  and  capital  gain  property)  is  amended  by 

13  striking  out  "1251(c),". 

14  (B)  Subparagraph  (C)  of  section  170(e)(3)  (re- 

15  lating  to  special  rule  for  certain  contributions  of 

16  inventory  and  other  property)  is  amended  by  strik- 

17  ing  out  "1251,". 

18  (2)  Section  341. — Paragraph  (12)  of  section 

19  341(e)  (relating  to  nonapplication  of  section  1245(a))  is 

20  amended  by  striking  out  "1251(c),". 

21  (3)  Section  45  3b. — The  second  sentence  of  sec- 

22  tion  453B(d)(2)  (relating  to  liquidations  to  which  sec- 

23  tion    337    applies)    is    amended    by    striking  out 

24  "1251(c),". 
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1  (4)  Section  7  51. — The  second  sentence  of  sub- 

2  section  (c)  of  section  751  (defining  unrealized  receiv- 

3  ables)  is  amended — 

4  (A)  by  striking  out  "farm  recapture  property 

5  (as  defined  in  section  1251(e)(1)),",  and 

6  (B)  by  striking  out  "1251(c),". 

7  (5)  Section  1252. — The  second  sentence  of  sec- 

8  tion  1252(a)(1)  (relating  to  gains  from  disposition  of 

9  farm  land)  is  amended  by  striking  out  ",  except  that 

10  this  section  shall  not  apply  to  the  extent  section  1251 

11  applies  to  such  gain". 

12  (c)  Clerical  Amendment. — The  table  of  sections  for 

13  part  IV  of  subchapter  P  of  chapter  1  is  amended  by  striking 

14  out  the  item  relating  to  section  1251. 

15  (d)  Effective  Date. — The  amendments  made  by  this 

16  section  shall  apply  to  taxable  years  beginning  after  December 

17  31,  1983. 
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1  SEC.  502.  EXCLUSION  OF  CERTAIN  FRINGE  BENEFITS  FROM 

2  GROSS  INCOME. 

3  (a)  Exclusion  of  Ceetain  Fkinge  Benefits. — 

4  (1)  In  general. — Part  m  of  subchapter  B  of 

5  chapter  1  (relating  to  items  specifically  excluded  from 

6  gross  income)  is  amended  by  redesignating  section  132 

7  as  section  133  and  by  inserting  after  section  131  the 

8  following  new  section: 

9  "SEC.  132.  CERTAIN  FRINGE  BENEFITS. 

10  "(a)   Exclusion   From   Gross   Income. — Gross 

1 1  income  shall  not  include  any  fringe  benefit  which  qualifies  as 

12  a— 

13  "(1)  no-additional-cost  service, 

14  "(2)  qualified  employee  discount, 

15  "(3)  working  condition  fringe,  or 

16  "(4)  de  minimis  fringe. 

17  "(b)  No-Additional-Cost  Service  Defined. — For 

18  purposes  of  this  section,  the  term  'no-additional-cost  service' 

19  means  any  service  provided  by  an  employer  to  an  employee 

20  for  use  by  such  employee  if — 

21  "(1)  such  service  is  offered  for  sale  to  customers 

22  in  the  ordinary  course  of  the  line  of  business  of  the  em- 

23  ployer  in  which  the  employee  is  performing  services, 

24  and 

25  "(2)  the  employer  incurs  no  substantial  additional 

26  cost  (including  forgone  revenue)  in  providing  such  serv- 
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1  ice  to  the  employee  (determined  without  regard  to  any 

2  amount  paid  by  the  employee  for  such  sendee). 

3  "(c)  Qualified  Employee  Discount  Defined. — 

4  For  purposes  of  this  section — 

5  "(1)   Qualified   employee   discount. — The 

6  term  'qualified  employee  discount'  means  any  employee 

7  discount  with  respect  to  qualified  property  or  services 

8  to  the  extent  such  discount  does  not  exceed — 

9  "(A)  in  the  case  of  property,  the  gross  profit 

10  percentage  of  the  price  at  which  the  property  is 

11  being  offered  by  the  employer  to  customers,  or 

12  "(B)  in  the  case  of  services,  20  percent  of 

13  the  price  at  which  the  sendees  are  being  offered 

14  by  the  employer  to  customers. 

15  "(2)  Gross  profit  percentage. — 

16  "(A)  In  general. — The  term  'gross  profit 

17  percentage'  means  the  percent  which — 

18  "(i)  the  excess  of  the  aggregate  sales 

19  price  of  property  sold  by  the  employer  to 

20  customers  over  the  aggregate  cost  of  such 

21  property  to  the  employer,  is  of 

22  "(ii)  the  aggregate  sales  price  of  such 

23  property. 
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1  "(B)  Deteemination  of  geoss  peofit 

2  peecentage. — Gross  profit  percentage  shall  be 

3  determined  on  the  basis  of — 

4  "(i)  all  property  offered  to  customers  in 

5  the  ordinary  course  of  the  line  of  business  of 

6  the  employer  in  which  the  employee  is  per- 

7  forming  services  (or  a  reasonable  classifica- 

8  tion  of  property  selected  by  the  employer), 

9  and 

10  "(ii)  the  employer's  experience  during  a 

11  representative  period. 

12  "(3)  Employee  discount  defined. — The  term 

13  'employee  discount'  means  the  amount  by  which — 

14  "(A)  the  price  at  which  the  property  or  serv- 

15  ices  are  provided  to  the  employee  by  the  employ- 

16  er,  is  less  than 

17  "(B)  the  price  at  which  such  property  or 

18  services  are  being  offered  by  the  employer  to  cus- 

19  tomers. 

20  "(4)  Qualified  peopeety  oe  seevices. — The 

21  term  'qualified  property  or  services'  means  any  proper- 

22  ty  (other  than  real  property  and  other  than  personal 

23  property  of  a  kind  held  for  investment)  or  services 

24  which  are  offered  for  sale  to  customers  in  the  ordinary 
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1  course  of  the  line  of  business  of  the  employer  in  which 

2  the  employee  is  performing  services. 

3  "(d)  Working  Condition  Feinge  Defined. — For 


4  purposes  of  this  section,  the  term  'working  condition  fringe' 

5  means  any  property  or  services  provided  to  an  employee  of 

6  the  employer  to  the  extent  that,  if  the  employee  paid  for  such 

7  property  or  services,  such  payment  would  be  allowable  as  a 

8  deduction  under  section  162  or  167. 


9  "(e)  De  Minimis  Fringe  Defined. — For  purposes  of 

10  this  section — 

11  "(1)  In  general. — The  term  'de  minimis  fringe' 

12  means  any  property  or  service  the  value  of  which  is  so 

13  small  as  to  make  accounting  for  it  unreasonable  or  ad- 

14  ministratively  impracticable. 

15  "(2)  Aggregation  rule. — For  purposes  of  ap- 

16  plying  paragraph  (1),  all  small-value  property  or  serv- 

17  ices  provided  with  respect  to  an  individual  during  any 

18  calendar  year  which  (but  for  subsection  (a)(4))  would  be 

19  includible  in  gross  income  shall  be  aggregated. 

20  "(3)  Treatment  of  certain  eating  facili- 

21  ties. — The  operation  by  an  employer  of  any  eating  fa- 

22  cility  for  employees  shall  be  treated  as  a  de  ininimis 

23  fringe  (and  shall  not  be  aggregated  under  paragraph 

24  (2))  if— 
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1  "(A)  such  facility  is  located  on  or  near  the 

2  business  premises  of  the  employer,  and 

3  "(B)  revenue  derived  from  such  facility  nor- 

4  mally  equals  or  exceeds  the  direct  operating  costs 

5  of  such  facility. 

6  The  preceding  sentence  shall  apply  with  respect  to  any 

7  officer,  owner,  or  highly  compensated  employee  only  if 

8  access  to  the  facility  is  available  on  substantially  the 

9  same  terms  to  each  member  of  a  group  of  employees 

10  which  is  defined  under  a  reasonable  classification  set 

11  up  by  the  employer  which  does  not  discriminate  in 

12  favor  of  officers,  owners,  or  highly  compensated  em- 

13  ployees. 

14  "(f)  Certain  Individuals  Treated  as  Employees 

15  for  Purposes  of  Subsections  (a)(1)  and  (2). — For  pur- 

16  poses  of  paragraphs  (1)  and  (2)  of  subsection  (a) — 

17  "(1)  Retired  and  disabled  employees  and 

18  surviving  spouse  of  employee  treated  as  em- 

19  ployee. — With  respect  to  a  line  of  business  of  an  em- 

20  ployer,  the  term  'employee'  includes — 

21  "(A)  any  individual  who  was  formerly  em- 

22  ployed  by  such  employer  in  such  line  of  business 

23  and  who  separated  from  service  with  such  em- 

24  ployer  in  such  line  of  business  by  reason  of  retire- 

25  ment  or  disability,  and 
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1  "(B)  any  widow  or  widower  of  any  individual 

2  who  died  while  employed  by  such  employer  in 

3  such  line  of  business  or  while  an  employee  within 

4  the  meaning  of  subparagraph  (A). 

5  "(2)  Spouse  and  dependent  childeen. — 

6  "(A)  In  geneeal. — Any  use  by  the  spouse 

7  or  a  dependent  child  of  the  employee  shall  be 

8  treated  as  use  by  the  employee. 

9  "(B)  Dependent  child. — For  purposes  of 

10  subparagraph   (A),   the   term   'dependent  child' 

11  means  any  child  (as  defined  in  section  151(e)(3)) 

12  of  the  employee — 

13  "(i)  who  is  a  dependent  of  the  employee 

14  (or  of  the  widow  or  widower  described  in 

15  paragraph  (1)(B)),  or 

16  "(ii)  both  of  whose  parents  are  de- 

17  ceased. 

18  For  purposes  of  the  preceding  sentence,  any  child 

19  to  whom  section  152(e)  applies  shall  be  treated  as 

20  the  dependent  of  both  parents. 

21  "(g)  Special  Rules  Relating  to  Employee. — For 

22  purposes  of  this  section — 

23  "(1)  Conteolled  geoups,  etc. — All  employees 

24  treated  as  employed  by  a  single  employer  under  sub- 

25  section  (b),  (c),  or  (m)  of  section  414  shall  be  treated  as 
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1  employed  by  a  single  employer  for  purposes  of  this  sec- 

2  tion. 

3  "(2)  Eecipeocal  ageeements. — For  purposes 

4  of  paragraph  (1)  of  subsection  (a),  any  service  provided 

5  by  an  employer  to  an  employee  of  another  employer 

6  shall  be  treated  as  provided  by  the  employer  of  such 

7  employee  if — 

8  "(A)  such  service  is  provided  pursuant  to  a 

9  written  agreement  between  such  employers,  and 

10  "(B)  neither  of  such  employers  incurs  any 

11  substantial  additional  cost  (including  forgone  reve- 

12  nue)  in  providing  such  service  or  pursuant  to  such 

13  agreement. 

14  "(h)  Special  Rules. — 

15  "(1)  Exclusions  undee  subsection  (a)(i)  and 

16  (2)  apply  to  officees,  etc.,  only  if  no  disceimi- 

17  nation. — Paragraphs  (1)  and  (2)  of  subsection  (a) 

18  shall  apply  with  respect  to  any  fringe  benefit  described 

19  therein  provided  with  respect  to  any  officer,  owner,  or 

20  highly  compensated  employee  only  if  such  fringe  bene- 

21  fit  is  available  on  substantially  the  same  terms  to  each 

22  member  of  a  group  of  employees  which  is  defined 

23  under  a  reasonable  classification  set  up  by  the  employ- 

24  er  which  does  not  discriminate  in  favor  of  officers, 

25  owners,  or  highly  compensated  employees. 
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1  "(2)  Special  rule  for  leased  sections  of 

2  department  stores. — 

3  "(A)  In  general. — For  purposes  of  para- 

4  graph  (2)  of  subsection  (a),  in  the  case  of  a  leased 

5  section  of  a  department  store — 

6  "(i)  such  section  shall  be  treated  as  part 

7  of  the  line  of  business  of  the  person  operat- 

8  ing  the  department  store,  and 

9  "(ii)  employees  in  the  leased  section 

10  shall  be  treated  as  employees  of  the  person 

11  operating  the  department  store. 

12  "(B)  Leased  section  of  department 

13  store. — For  purposes  of  subparagraph  (A),  a 

14  leased  section  of  a  department  store  is  any  part  of 

15  a  department  store  where  over-the-counter  sales 

16  of  property  are  made  under  a  lease  or  similar  ar- 

17  rangement  where  it  appears  to  the  general  public 

18  that  individuals  making  such  sales  are  employed 

19  by  the  person  operating  the  department  store. 

20  "(3)  Auto  salesmen. — 

21  "(A)  In  general. — For  purposes  of  subsec- 

22  tion  (a)(3),  qualified  automobile  demonstration  use 

23  shall  be  treated  as  a  working  condition  fringe. 

24  '  '(B)  Qualified  automobile  demonstra- 

25  tion  use. — For  purposes  of  subparagraph  (A), 
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1  the  term  'qualified  automobile  demonstration  use' 

2  means  any  use  of  an  automobile  by  an  automobile 

3  salesman  in  the  sales  area  in  which  the  auto- 

4  mobile  dealer's  sales  office  is  located  if — 

5  "(i)  such  use  is  provided  primarily  to  fa- 

6  cilitate  the  salesman's  performance  of  serv- 

7  ices  for  the  employer,  and 

8  "(ii)  there  are  substantial  restrictions  on 

9  the  personal  use  of  such  automobile  by  such 

10  salesman. 

11  "(4)  Paeking.— 

12  "(A)  In  geneeal. — Except  as  provided  in 

13  subparagraph  (B),  the  term  'working  condition 

14  fringe'  includes  providing  parking  to  an  employee 

15  on  or  near  the  business  premises  of  the  employer. 

16  "(B)  Special  eule  foe  officees,  etc. — 

17  The  term  'working  condition  fringe'  shall  not  in- 

18  elude  providing  parking  on  or  near  the  business 

19  premises  of  the  employer  to  an  officer,  owner,  or 

20  highly  compensated  employee  unless  such  parking 

21  is  available  on  substantially  the  same  terms  to 

22  each  member  of  a  group  of  employees  which  is 

23  defined  under  a  reasonable  classification  set  up  by 

24  the  employer  which  does  not  discriminate  in  favor 
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1  of  officers,  owners,  or  highly  compensated  em- 

2  ployees. 

3  "(5)  On-peemises  gyms  and  othee  athletic 

4  FACILITIES. — 

5  "(A)  In  geneeal. — Gross  income  shall  not 

6  include  the  value  of  any  on-premises  athletic  fa- 

7  cility  provided  by  an  employer  to  his  employees. 

8  "(B)  On-peemises  athletic  facility. — 

9  For  purposes  of  this  paragraph,  the  term  'on- 

10  premises  athletic  facility'  means  any  gym  or  other 

11  athletic  facility — 

12  "(i)  which  is  located  on  the  premises  of 

13  the  employer, 

14  "(ii)  which  is  operated  by  the  employer, 

15  and 

16  "(hi)  substantially  all  the  use  of  which 

17  is   by   employees   of  the   employer,  their 

18  spouses,  and  their  dependent  children  (within 

19  the  meaning  of  subsection  (f)). 

20  "(i)  Customees  Not  To  Include  Employees. — For 

21  purposes  of  this  section  (other  than  subsection  (c)(2)(B)),  the 

22  term  'customers'  shall  only  include  customers  who  are  not 

23  employees. 

24  "(j)  Section  Not  To  Apply  to  Feinge  Benefits 

25  Expeessly  Peovided  foe  Elsewheee. — This  section 
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1  (other  than  subsection  (e))  shall  not  apply  to  any  fringe  bene- 

2  fits  of  a  type  the  tax  treatment  of  which  is  expressly  provided 

3  for  in  any  other  section  of  this  chapter. 

4  "(k)  Eegulations. — The  Secretary  shall  prescribe 

5  such  regulations  as  may  be  necessary  to  carry  out  the  pur- 

6  poses  of  this  section." 

7  (2)  Cleeical  amendment. — The  table  of  sec- 

8  tions  for  such  part  III  is  amended  by  striking  out  the 

9  item  relating  to  section  132  and  inserting  in  lieu  there- 

10  of  the  following: 

"Sec.  132.  Certain  fringe  benefits. 

"Sec.  133.  Cross  references  to  other  Acts." 

11  (b)  Definition  of  Cafeteria  Plan. — 

12  (1)  In  general. — Paragraph  (1)  of  section  125(d) 

13  (defining  cafeteria  plan)  is  amended  to  read  as  follows: 

14  "(1)  In  general. — The  term  'cafeteria  plan' 

15  means  a  written  plan  under  which — 

16  "(A)  all  participants  are  employees,  and 

17  "(B)  the  participants  may  choose  among  2  or 

18  more  benefits  consisting  of  cash  and  statutory 

19  nontaxable  benefits." 

20  (2)  Definition  of  statutory  nontaxable 

21  benefit. — Subsection  (f)  of  section  125  is  amended  to 

22  read  as  follows: 

23  "(f)  Statutory  Nontaxable  Benefits  Defined. — 

24  For  purposes  of  this  section,  the  term  'statutory  nontaxable 
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1  benefit'  means  any  benefit  which,  with  the  application  of  sub- 

2  section  (a),  is  not  includible  in  the  gross  income  of  the  em- 

3  ployee  by  reason  of  an  express  provision  of  this  chapter 

4  (other  than  section  117,  124,  127,  or  132).  Such  term  in- 

5  eludes  any  group  term  life  insurance  which  is  includible  in 

6  gross  income  only  because  it  exceeds  the  dollar  limitation  of 

7  section  79." 


8  (3)  Technical  amendment. — Subsection  (c)  of 

9  section  125  is  amended  by  striking  out  "nontaxable 

10  benefits"  each  place  it  appears  and  inserting  in  lieu 

11  thereof  "statutory  nontaxable  benefits". 

12  (c)  Conforming  Amendments  to  Employment 

13  Taxes.— 

14  (1)  Social  security  taxes. — 

15  (A)  Subsection  (a)  of  section  3121  (defining 

16  wages)  is  amended  by  striking  out  "or"  at  the  end 

17  of  paragraph  (18),  by  striking  out  the  period  at 

18  the  end  of  paragraph  (19)  and  inserting  in  lieu 

19  thereof      or",  and  by  inserting  after  paragraph 

20  (19)  the  following  new  paragraph: 

21  "(20)  any  benefit  provided  to  or  on  behalf  of  an 

22  employee  if  at  the  time  such  benefit  is  provided  it  is 

23  reasonable  to  believe  that  the  employee  will  be  able  to 

24  exclude  such  benefit  from  income  under  section  117  or 

25  132." 
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1  (B)  Section  209  of  the  Social  Security  Act  is 

2  amended  by  striking  out  "or"  at  the  end  of  sub- 

3  section  (q),  by  striking  out  the  period  at  the  end  of 

4  subsection  (r)  and  inserting  in  lieu  thereof  ";  or", 

5  and  by  inserting  after  subsection  (r)  the  following 

6  new  subsection: 

7  "(s)  Any  benefit  provided  to  or  on  behalf  of  an 

8  employee  if  at  the  time  such  benefit  is  provided  it  is 

9  reasonable  to  believe  that  the  employee  will  be  able  to 

10  exclude  such  benefit  from  income  under  section  117  or 

11  132  of  the  Internal  Revenue  Code  of  1954." 

12  (2)  Railroad  retirement  tax. — Subsection  (e) 

13  of  section  3231  (defining  compensation)  is  amended  by 

14  adding  at  the  end  thereof  the  following  new  paragraph: 

15  "(5)  The  term  'compensation'  shall  not  include 

16  any  benefit  provided  to  or  on  behalf  of  an  employee  if 

17  at  the  time  such  benefit  is  provided  it  is  reasonable  to 

18  believe  that  the  employee  will  be  able  to  exclude  such 

19  benefit  from  income  under  section  117  or  132." 

20  (3)  Unemployment  tax. — Subsection  (b)  of  sec- 

21  tion  3306  (defining  wages)  is  amended  by  striking  out 

22  "or"  at  the  end  of  paragraph  (13),  by  striking  out  the 

23  period  at  the  end  of  paragraph  (14)  and  inserting  in 

24  lieu  thereof      or",  and  by  inserting  after  paragraph 

25  (14)  the  following  new  paragraph: 
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1  "(15)  any  benefit  provided  to  or  on  behalf  of  an 

2  employee  if  at  the  time  such  benefit  is  provided  it  is 

3  reasonable  to  believe  that  the  employee  will  be  able  to 

4  exclude  such  benefit  from  income  under  section  117  or 

5  132." 

6  (4)  Withholding. — Subsection  (a)  of  section 

7  3401  (defining  wages)  is  amended  by  striking  out  "or" 

8  at  the  end  of  paragraph  (18),  by  striking  out  the  period 

9  at  the  end  of  paragraph  (19)  and  inserting  in  lieu 

10  thereof      or",  and  by  adding  at  the  end  thereof  the 

11  following  new  paragraph: 

12  "(20)  any  benefit  provided  to  or  on  behalf  of  an 

13  employee  if  at  the  time  such  benefit  is  provided  it  is 

14  reasonable  to  believe  that  the  employee  will  be  able  to 

15  exclude  such  benefit  from  income  under  section  117  or 

16  132." 

17  (d)  Determination  of  Line  of  Business  in  Case 

18  of  Affiliated  Group  Operating  Eetail  Department 

19  Store.— If— 

20  (1)  as  of  October  5,  1983,  the  employees  of  one 

21  member  of  an  affiliated  group  were  entitled  to  employ- 

22  ee  discounts  at  the  retail  department  stores  operated 

23  by  another  member  of  such  affiliated  group,  and 

24  (2)  the  primary  business  of  the  affiliated  group  is 

25  the  operation  of  retail  department  stores, 


1  then,  for  purposes  of  applying  section  132(a)(2)  of  the  Inter- 

2  nal  Eevenue  Code  of  1954,  with  respect  to  discounts  pro- 

3  vided  for  such  employees  at  the  retail  department  stores  op- 

4  erated  by  such  other  member,  the  employer  shall  be  treated 

5  as  engaged  in  the  same  line  of  business  as  such  other 

6  member. 


7  (e)  Effective  Date. — The  amendments  made  by  this 

8  section  shall  take  effect  on  January  1,  1984. 

9  SEC.  503.  EXCLUSION  OF  CERTAIN  REDUCTIONS  IN  TUITION 

10  FROM  GROSS  INCOME  . 

11  (a)  In  Geneeal. — Section  117  (relating  to  scholarships 

12  and  fellowship  grants)  is  amended  by  adding  at  the  end  there- 

13  of  the  following  new  subsection: 

14  "(d)  Qualified  Tuition  Reductions. — 

15  "(1)  In  geneeal. — Gross  income  shall  not  in- 

16  elude  any  qualified  tuition  reduction. 

17  "(2)  Qualified  tuition  eeduction. — For  pur- 

18  poses  of  this  subsection,  the  term  'qualified  tuition  re- 

19  duction'  means  the  amount  of  any  reduction  in  tuition 

20  provided  to  an  employee  of  an  organization  described 

21  in  section  170(b)(l)(A)(ii)  for  the  education  (below  the 

22  graduate  level)  at  such  organization  (or  another  organi- 

23  zation  described  in  section  170(b)(l)(A)(ii))  of — 

24  "(A)  such  employee,  or 
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1  "(B)  any  person  treated  as  an  employee  (or 

2  whose  use  is  treated  as  an  employee  use)  under 

3  the  rules  of  section  132(f). 

4  Such  term  also  includes  the  amount  of  any  reduction  in 

5  tuition  provided  to  an  employee  of  an  organization  de- 

6  scribed  in  section  170(b)(l)(A)(ii)  for  the  education  at 

7  the  graduate  level  at  such  organization  of  such  employ- 

8  ee  if  such  employee  is  a  teaching  or  research  associate 

9  or  assistant  at  such  organization. 

10  "(3)  Reduction  must  not  discriminate  in 

11  FAVOE  OF  HIGHLY  COMPENSATED,  ETC. — Paragraph 

12  (1)  shall  apply  with  respect  to  any  qualified  tuition  re- 

13  duction  provided  with  respect  to  any  officer,  owner,  or 

14  highly  compensated  employee  only  if  such  reduction  is 

15  available  on  substantially  the  same  terms  to  each 

16  member  of  a  group  of  employees  which  is  defined 

17  under  a  reasonable  classification  set  up  by  the  employ- 

18  er  which  does  not  dis criminate  in  favor  of  officers, 

19  owners,  or  highly  compensated  employees.  For  pur- 

20  poses  of  the  preceding  sentence,  a  classification  which 

21  includes  all  employees  of  the  organization  who  are 

22  members  of  its  faculty  shall  be  treated  as  a  reasonable 

23  classification." 

24  (b)  Effective  Date. — The  amendment  made  by  this 


25  section  shall  apply  to  qualified  tuition  reductions  (as  defined 
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1  in  section  117(d)(2)  of  the  Internal  Revenue  Code  of  1954) 

2  for  education  furnished  after  June  30,  1984,  in  taxable  years 

3  ending  after  such  date. 

4  TITLE  VI— TECHNICAL 

5  CORRECTIONS 

6  SEC.  601.  SHORT  TITLE;  ETC. 

7  (a)  Shoet  Title. — This  title  may  be  cited  as  the 

8  "Technical  Corrections  Act  of  1984". 

9  (b)  Table  of  Contents. — 

TITLE  VI— TECHNICAL  CORRECTIONS 
Sec.  601.  Short  title;  etc. 

Subtitle  A — Amendments  Related  to  the  Tax  Equity  and  Fiscal  Responsibility 

Act  of  1982 

Sec.  611.  Technical  corrections  of  provisions  relating  to  individuals. 

Sec.  612.  Technical  corrections  of  provisions  primarily  related  to  businesses. 

Sec.  613.  Technical  corrections  of  pension  provisions. 

Sec.  614.  Miscellaneous  provisions. 

Sec.  615.  Effective  date. 

Subtitle  B — Amendments  Related  to  Subchapter  S  Revision  Act  of  1982;  Etc. 

Sec.  621.  Technical  corrections  of  Subchapter  S  Revision  Act  of  1982. 
Sec.  622.  Miscellaneous  provisions. 

Subtitle  C — Amendments  Relating  to  Highway  Revenue  Act  of  1982 

Sec.  631.  Value  of  used  components  furnished  by  first  user  not  taken  into  account 

in  determining  price. 
Sec.  632.  Clarification  of  application  of  gasoline  excise  tax  to  gasohol,  etc. 
Sec.  633.  Certain  chain  operators  of  retail  gasoline  stations  treated  as  producers. 
Sec.  634.  Other  technical  amendments. 

Sec.  635.  Repeal  of  certain  provisions  made  obsolete  by  Highway  Revenue  Act  of 
1982. 

Sec.  636.  Effective  date. 

Subtitle  D — Amendments  to  Other  Laws 

Part  I — Changes  in  OASDI,  Public  Assistance,  and  Related 
Peovisions  of  the  Social  Security  Act 

Sec.  641.  Changes  in  title  II  of  the  Social  Security  Act  necessitated  by  the  1983 
Amendments. 

Sec.  642.  Changes  in  text  of  the  1983  Amendments. 

Sec.  643.  Other  technical  corrections  in  the  Social  Security  Act  and  related  provi- 
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sions. 

Sec.  644.  Effective  dates. 

Paet  II — Changes  in  Medicake-Related  Provisions  of  the  Social 
Security  Act 

Sec.  646.  Changes  in  medicare  provisions  relating  to  the  1983  Amendments. 
Sec.  647.  Enrollment  and  premium  penalty  with  respect  to  working  aged  provision. 
Sec.  648.  Other  technical  corrections  in  medicare-related  provisions  of  the  Social 
Security  Act  and  related  Acts. 

1  (c)  Coordination  With  Other  Titles. — For  pur- 

2  poses  of  applying  the  amendments  made  by  any  title  of  this 

3  Act  other  than  this  title,  the  provisions  of  this  title  shall  be 

4  treated  as  having  been  enacted  immediately  before  the  provi- 

5  sions  of  such  other  titles. 

6  Subtitle  A — Amendments  Related  to 

7  the  Tax  Equity  and  Fiscal  Respon- 

8  sibility  Act  of  1982 

9  SEC.  611.  TECHNICAL  CORRECTIONS  OF  PROVISIONS  RELAT- 

10  ING  TO  INDIVIDUALS. 

11  (a)  Amendments  Related  to  Section  201. — 

12  (1)  Definition  of  regular  tax. — Paragraph 

13  (2)  of  section  55(f)  (defining  regular  tax)  is  amended  by 

14  striking  out  "sections  72(m)(5)(B)"  and  inserting  in  lieu 

15  thereof  "sections  47(a),  72(m)(5)(B)". 

16  (2)  Special  election  for  intangible  drill- 

17  ing  and  development  costs  limited  to  wells 

18  located  in  the  united  states. — Subparagraph  (A) 

19  of  section  58(i)(4)  (relating  to  special  election  for  intan- 

20  gible  drilling  and  development  cost  not  allocable  to  in- 

21  terest  as  limited  partner)  is  amended  by  inserting 
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1  "(with  respect  to  wells  located  in  the  United  States)" 

2  after  "intangible  drilling  costs". 

3  (3)    3-YEAR    AMORTIZATION    FOR  CIRCULATION 

4  EXPENSES. — 

5  (A)  Subparagraph  (B)  of  section  57(a)(6)  (re- 

6  lating  to  circulation  and  research  and  experimen- 

7  tal  expenditures)  is  amended  to  read  as  follows: 

8  "(B)  the  amount  which  would  have  been  al- 

9  lowable  for  the  taxable  year  with  respect  to  ex- 

10  penditures  paid  or  incurred  during  such  taxable 

11  year  if — 

12  "(i)   the   circulation   expenditures  de- 

13  scribed  in  section  173  had  been  capitalized 

14  and  amortized  ratably  over  the  3-year  period 

15  beginning  with  the  taxable  year  in  which 

16  such  expenditures  were  made,  or 

17  "(ii)  the  research  and  experimental  ex- 

18  penditures  described  in  section  174  had  been 

19  capitalized  and  amortized  ratably  over  the 

20  10-year  period  beginning  with  the  taxable 

21  year    in    which    such    expenditures  were 

22  made." 

23  (B)  Paragraph  (1)  of  section  58(i)  (relating  to 

24  optional  10-year  writeoff  of  certain  tax  prefer- 

25  ences)   is   amended   by   striking   out  "10-year 
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1  period"  and  inserting  in  lieu  thereof  "  10-year 

2  period  (3-year  period  in  the  case  of  circulation  ex- 

3  penditures  described  in  section  173)". 

4  (C)  Subsection  (b)  of  section  173  is  amended 

5  by  striking  out  "10-year"  and  inserting  in  lieu 

6  thereof  "3-year". 

7  (4)  Losses  treated  as  investment  losses. — 

8  Subparagraph  (B)  of  section  55(e)(8)  is  amended  to 

9  read  as  follows: 

10  "(B)  Income  and  losses  taken  into  ao 

11  COUNT  IN  COMPUTING  QUALIFIED  NET  INVEST- 

12  ment  income. — Any  income  or  loss  derived  from 

13  a  limited  business  interest  shall  be  taken  into  ac- 

14  count   in   computing   qualified   net  investment 

15  income." 

16  (b)  Amendment  Related  to  Section  202. — Para- 

17  graph  (5)  of  section  213(d)  (relating  to  definitions)  is  amended 

18  by  striking  out  "paragraph  (2)"  and  inserting  in  lieu  thereof 

19  "paragraph  (4)". 

20  (c)  Amendments  Belated  to  Section  203. — 

21  (1)  Clarification  of  adjusted  gross  income 

22  in  the  case  of  estates  and  trusts. — Paragraph 

23  (2)  of  section  165(h)  (relating  to  casualty  and  theft 

24  losses)  is  amended  by  redesignating  subparagraph  (B) 
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1  as  subparagraph  (C)  and  by  inserting  after  subpara- 

2  graph  (A)  the  following  new  subparagraph: 

3  "(B)  Determination  of  adjusted  gross 

4  INCOME  IN  CASE  OF  ESTATES  AND  TRUSTS. — 

5  For  purposes  of  paragraph  (1),  the  adjusted  gross 

6  income  of  an  estate  or  trust  shall  be  computed  in 

7  the  same  manner  as  in  the  case  of  an  individual, 

8  except  that  the  deductions  for  costs  paid  or  in- 

9  curred  in  connection  with  the  administration  of 

10  the  estate  or  trust  shall  be  treated  as  allowable  in 

11  arriving  at  adjusted  gross  income. " 

12  (2)  Coordination  of  section  165(h)  with 

13  section  1231. — Paragraph  (2)  of  section  165(h)  (re- 

14  lating  to  casualty  and  theft  losses)  is  amended  by 

15  adding  at  the  end  thereof  the  following  new  subpara- 

16  graph: 

17  "(D)     Coordination     with  section 

18  1231. — 

19  "(i)  For  purposes  of  paragraph  (1)(B), 

20  adjusted  gross  income  shall  be  determined 

21  without  regard  to  the  application  of  section 

22  1231  to  any  gain  or  loss  from  an  involuntary 

23  conversion  of  property  described  in  subsec- 

24  tion  (c)(3)  arising  from  fire,  storm,  shipwreck, 

25  or  other  casualty  or  from  theft. 
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1  "(ii)  Section  1231  shall  be  applied  after 

2  the  application  of  paragraph  (1)." 

3  (3)  Cleeical  amendment. — Subsection  (d)  of 

4  section  6405  (relating  to  refunds  attributable  to  certain 

5  disaster  losses)  is  amended  by  striking  out  ''section 

6  165(h)"  and  inserting  in  lieu  thereof  "section  165(i)". 

7  SEC.  612.  TECHNICAL  CORRECTIONS  OF  PROVISIONS  PRIMAR- 

8  ILY  RELATING  TO  BUSINESSES. 

9  (a)  Amendments  Related  to  Section  204. — 

10  (1)  Clarification  of  additional  amount 

11  treated  as  ordinary  income  under  section 

12  1250. — 

13  (A)  Paragraph  (1)  of  section  291(a)  (relating 

14  to  section  1250  capital  gain  treatment)  is  amend- 

15  ed— 

16  (i)  by  striking  out  "under  section  1250" 

17  in  subparagraph  (B)  and  inserting  in  lieu 

18  thereof   "under   section   1250  (determined 

19  without  regard  to  this  paragraph)",  and 

20  (ii)  by  striking  out  "which  is  ordinary 

21  income"  and  inserting  in  lieu  thereof  "which 

22  is  ordinary  income  under  section  1250". 

23  (B)  Subsection  (a)  of  section  1250  is  amend- 

24  ed  by  adding  at  the  end  thereof  the  following  new 

25  paragraph: 
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1  "(4)  Ceoss  eefeeence. — 

"For  reduction  in  the  case  of  corporations  on  capital 
gain  treatment  under  this  section,  see  section  291(a)(1)." 

2  (2)  Investment  tax  ceedit  allowed  only 

3  FOE   MINEEAL   exploeation   and  development 

4  COSTS    FOE    DEPOSITS    LOCATED    IN    THE  UNITED 

5  states. — Clause  (ii)  of  section  291(b)(2)(B)  is  amend- 

6  ed  by  inserting  "in  the  case  of  a  deposit  located  in  the 

7  United  States,"  after  "(ii)". 

8  (3)  Claeification  of  cooedination  with 

9  cost  depletion. — Paragraph  (6)  of  section  291(b) 

10  (relating  to  coordination  with  cost  depletion)  is  amend- 

11  ed  to  read  as  follows: 

12  "(6)  Cooedination  with  cost  depletion. — 

13  The  portion  of  the  adjusted  basis  of  any  property  which 

14  is  attributable  to  amounts  to  which  paragraph  (1)  ap- 

15  plied  shall  not  be  taken  into  account  for  purposes  of 

16  determining  depletion  under  section  611." 

17  (4)  Claeification  of  definition  of  intee- 

18  est. — Subparagraph  (B)  of  section  291(e)(1)  (relating 

19  to  interest  on  debt  to  carry  tax-exempt  obligations  ac- 

20  quired  after  December  31,  1982)  is  amended  by  adding 

21  at  the  end  thereof  the  following  new  clause: 

22  "(hi)  Inteeest. — For  purposes  of  this 

23  subparagraph,  the  term  'interest'  includes 

24  amounts  (whether  or  not  designated  as  inter- 
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1  est)  paid  in  respect  of  deposits,  investment 

2  certificates,  or  withdrawable  or  repurchas- 

3  able  shares." 

4  (b)  Amendment  Belated  to  Section  205. — Subsec- 

5  tion  (q)  of  section  48  (relating  to  basis  adjustment  to  section 

6  38  property)  is  amended  by  adding  at  the  end  thereof  the 

7  following  new  paragraph: 

8  "(6)  Adjustment  in  basis  of  interest  in 

9  partnership  or  s  corporation. — The  adjusted 

10  basis  of — 

11  "(A)  a  partner's  interest  in  a  partnership, 

12  and 

13  "(B)  stock  in  an  S  corporation, 

14  shall  be  appropriately  adjusted  to  take  into  account  ad- 

15  justments  made  under  this  subsection  in  the  basis  of 

16  property  held  by  the  partnership  or  S  corporation  (as 

17  the  case  may  be)." 

18  (c)  Amendment  Belated  to  Section  207. — Para- 

19  graph  (4)  of  section  189(e)  (defining  residential  real  property) 

20  is  amended  by  striking  out  "or"  at  the  end  of  subparagraph 

21  (A),  by  striking  out  the  period  at  the  end  of  subparagraph  (B) 

22  and  inserting  in  lieu  thereof  ",  or",  and  by  adding  at  the  end 

23  thereof  the  following  new  subparagraph: 


1  "(C)  real  property  held  by  a  cooperative 

2  housing  corporation  (as  defined  in  section  216(b)) 

3  and  used  for  dwelling  purposes." 

4  (d)  Amendments  Related  to  Section  210. — 

5  (1)  Special  eule  wheee  dealee-lessee  ee- 

6  quieed  to  puechase  vehicle. — Paragraph  (2)  of 

7  section  210(b)  of  the  Tax  Equity  and  Fiscal  Responsi- 

8  bility  Act  of  1982  (defining  terminal  rental  adjustment 

9  clause)  is  amended  by  adding  at  the  end  thereof  the 

10  following  new  sentence:  "Such  term  also  includes  a 

11  provision  of  an  agreement  which  requires  a  lessee  who 

12  is  a  dealer  in  motor  vehicles  to  purchase  the  motor  ve- 

13  hide  for  a  predetermined  price  and  then  resell  such  ve- 

14  hide  where  such  provision  achieves  substantially  the 

15  same  results  as  a  provision  described  in  the  preceding 

16  sentence.' ' 

17  (2)  Exception  wheee  lessee  took  position 

18  on  eetuen  that  he  was  ownee. — Section  210  of 

19  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 

20  is  amended  by  adding  at  the  end  thereof  the  following 

21  new  subsection: 

22  "(c)  Exception  Wheee  Lessee  Took  Position  on 


23  Rettjen. — Subsection  (a)  shall  not  apply  to  deny  a  deduction 

24  for  interest  paid  or  accrued  claimed  by  a  lessee  with  respect 

25  to  a  qualified  motor  vehicle  agreement  on  a  return  of  tax 
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1  imposed  by  chapter  1  of  the  Internal  Revenue  Code  of  1954 

2  which  was  filed  before  the  date  of  the  enactment  of  this  Act 

3  or  to  deny  a  credit  for  investment  in  depreciable  property 

4  claimed  by  the  lessee  on  such  a  return  pursuant  to  an  agree- 

5  ment  with  the  lessor  that  the  lessor  would  not  claim  the 

6  credit." 

7  (e)  Amendment  Related  to  Section  211. — Subpar- 

8  agraph  (A)  of  section  211(e)(2)  of  the  Tax  Equity  and  Fiscal 

9  Responsibility  Act  of  1982  (relating  to  retention  of  old  sec- 

10  tions  907(b)  and  904(f)(4)  where  taxpayer  had  separate 

11  basket  foreign  loss)  is  amended  by  striking  out  "the  8-year 

12  period"  and  inserting  in  lieu  thereof  "the  8-year  period  (or 

13  such  shorter  period  as  the  taxpayer  may  select)". 

14  (f)  Amendment  Related  to  Section  212. — Para- 

15  graph  (1)  of  section  954(h)  (defining  foreign  base  company 

16  oil-related  income)  is  amended  by  striking  out  "section 

17  907(c)(2)"  and  inserting  in  lieu  thereof  "paragraphs  (2)  and 

18  (3)  of  section  907(c)". 

19  (g)  Amendment  Related  to  Section  213. — The 

20  table  contained  in  subparagraph  (C)  of  section  936(a)(2)  is 

21  amended  by  striking  out  "The  percentage  tax  is:"  and  insert- 

22  ing  in  lieu  thereof  "The  percentage  is:". 

23  (h)  Amendment  Related  to  Section  217. — Subsec- 

24  tion  (e)  of  section  217  of  the  Tax  Equity  and  Fiscal  Responsi- 

25  bility  Act  of  1982  (relating  to  effective  date)  is  amended  by 
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1  adding  at  the  end  thereof  the  following  new  sentence:  'Tor 

2  purposes  of  applying  section  168(f)(8)(D)(v)  of  the  Internal 

3  Revenue  Code  of  1954,  the  amendments  made  by  subsection 

4  (c)  shall  apply  to  agreements  entered  into  after  the  date  of 

5  the  enactment  of  this  Act." 


6  (i)  Amendments  Eelated  to  Section  222. — 

7  (1)  Sections  301(e)(2)  and  302(f)(3)  are  each 

8  amended  by  striking  out  "partial  or  complete  liquida- 

9  tion"  and  inserting  in  lieu  thereof  "complete  liquida- 

10  tion". 

11  (2)  Paragraph  (1)  of  section  543(a)  (defining  per- 

12  sonal  holding  company  income)  is  amended  by  striking 

13  out  subparagraph  (C),  by  adding  "and"  at  the  end  of 

14  subparagraph  (A),  and  by  striking  out  ",  and"  at  the 

15  end  of  subparagraph  (B)  and  inserting  in  lieu  thereof  a 

16  period. 

17  (j)  Amendment  Related  to  Section  223.— Para- 

18  graph  (1)  of  section  311(e)  (defining  qualified  stock)  is 

19  amended  by  adding  at  the  end  thereof  the  following  new 

20  subparagraph: 

21  "(C)  Rules  for  passthru  entities. — In 

22  the  case  of  an  S  corporation,  partnership,  trust,  or 

23  estate — 

24  "(i)  the  determination  of  whether  sub- 

25  paragraph  (A)  is  satisfied  shall  be  made  at 
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1  the  shareholder,  partner,  or  beneficiary  level 

2  (rather  than  at  the  entity  level),  and 

3  "(ii)  the  distribution  shall  be  treated  as 

4  made  directly  to  the  shareholders,  partners, 

5  or  beneficiaries  in  proportion  to  their  respec- 

6  tive  interests  in  the  entity." 

7  (k)  Amendments  Related  to  Section  224. — 

8  (1)  Definition  of  puechase. — 

9  (A)  Subparagraph  (B)  of  section  338(h)(3) 

10  (defining  purchase)  is  amended  to  read  as  follows: 

11  "(B)  Deemed  purchase  under  subsec- 

12  tion   (a). — The   term   'purchase'   includes  any 

13  deemed  purchase  under  subsection  (a)(2)." 

14  (B)  Paragraph  (3)  of  section  338(h)  is  amend- 

15  ed  by  adding  at  the  end  thereof  the  following  new 

16  subparagraph: 

17  "(C)  Certain  stock  acquisitions  from 

18  RELATED  CORPORATIONS. — 

19  "(i)  In  general. — Clause  (hi)  of  sub- 

20  paragraph  (A)  shall  not  apply  to  an  acquisi- 

21  tion  of  stock  from  a  related  corporation  if  at 

22  least  50  percent  in  value  of  the  stock  of  such 

23  related  corporation  was  acquired  by  purchase 

24  (within  the  meaning  of  subparagraphs  (A) 

25  and  (B)). 
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1  subparagraph  (C)  of  paragraph  (3),  the  date  on 

2  which  the  acquiring  corporation  is  first  considered 

3  under  section  318(a)  (other  than  paragraph  (4) 

4  thereof)  as  owning  stock  owned  by  the  corporation 

5  from  which  such  acquisition  was  made)". 

6  (D)  Paragraph  (4)  of  section  318(b)  (relating 

7  to  cross  references)  is  amended  to  read  as  follows: 

8  "(4)  section  338(h)(3)  (defining  purchase);". 

9  (2)  Special  rules  for  applying  section 

10  338. — 

11  (A)  Subsection  (h)  of  section  338  (relating  to 

12  definitions  and  special  rules)  is  amended  by  strik- 

13  ing  out  paragraph  (7),  by  redesignating  para- 

14  graphs  (8)  and  (9)  as  paragraphs  (9)  and  (10),  re- 

15  spectively,  and  by  inserting  after  paragraph  (6) 

16  the  following  new  paragraphs: 

17  "(7)  Additional  percentage  must  be  at- 

18  TRIBUTABLE   TO  PURCHASE,   ETC. — For  purposes  of 

19  subsection  (c)(1),  any  increase  in  the  maximum  per- 

20  centage  of  stock  taken  into  account  over  the  percent- 

21  age  of  stock  (by  value)  of  the  target  corporation  held 

22  by  the  purchasing  corporation  on  the  acquisition  date 

23  shall  be  taken  into  account  only  to  the  extent  such  in- 

24  crease  is  attributable  to — 

25  "(A)  purchase,  or 


703 

1  "(B)  a  redemption  of  stock  of  the  target  cor- 

2  poration — 

3  "(i)  to  which  section  302(a)  applies,  or 

4  "(ii)  in  the  case  of  a  shareholder  who  is 

5  not  a  corporation,  to  which  section  301  ap- 

6  plies. 

7  "(8)  Acquisition  by  affiliated  corpora- 

8  tions  taken  into  account  for  consistency  pur- 

9  poses. — For  purposes  of  subsections  (e)  and  (f),  except 

10  as  otherwise  provided  in  regulations,  an  affiliated  group 

11  shall  be  treated  as  1  corporation." 

12  (B)  Paragraph  (9)  of  section  338(h),  as  redes- 

13  ignated  by  subparagraph  (A),  is  amended  by  strik- 

14  ing  out  "paragraph  (9)"  and  inserting  in  lieu 

15  thereof  "paragraph  (10)". 

16  (C)  Subsection  (h)  of  section  338  is  amended 

17  by  adding  at  the  end  thereof  the  following  new 

18  paragraphs: 

19  "(11)  Section  337  to  apply  where  target 

20  had  adopted  plan  for  complete  liquidation. — 

21  If— 

22  "(A)  during  the  12 -month  period  ending  on 

23  the  acquisition  date  the  target  corporation  adopted 

24  a  plan  of  complete  liquidation, 
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1  "(B)  such  plan  was  not  rescinded  before  the 

2  close  of  the  acquisition  date,  and 

3  "(C)  the  purchasing  corporation  makes  an 

4  election  under  this  section  (or  is  treated  under 

5  subsection  (e)  as  having  made  such  an  election) 

6  with  respect  to  the  target  corporation, 

7  then,  subject  to  rules  similar  to  the  rules  of  subsection 

8  (c)(1),  for  purposes  of  section  337  (and  other  provisions 

9  which  relate  to  section  337),  the  target  corporation 

10  shall  be  treated  as  having  distributed  all  of  its  assets  as 

11  of  the  close  of  the  acquisition  date. 

12  "(12)  Tax  on  deemed  sale  not  taken  into 

13  account  for  estimated  tax  purposes. — For  pur- 

14  poses  of  section  6655,  tax  attributable  to  the  sale  de- 

15  scribed  in  subsection  (a)(1)  shall  not  be  taken  into  ac- 

16  count. 

17  "(13)  Coordination  with  section  341. — For 

18  purposes  of  determining  whether  section  341  applies  to 

19  a  disposition  within  1  year  after  the  acquisition  date  of 

20  stock  by  a  shareholder  (other  than  the  acquiring  corpo- 

21  ration)  who  held  stock  in  the  target  corporation  on  the  . 

22  acquisition  date,  section  341  shall  be  applied  without 

23  regard  to  this  section." 

24  (3)  Coordination  with  section  333. — The 

25  last  sentence  of  paragraph  (1)  of  section  338(c)  (relat- 
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1  ing  to  coordination  with  section  337  where  purchasing 

2  corporation  holds  less  than  100  percent  of  stock)  is 

3  amended  by  striking  out  "such  1-year  period' '  and  in- 

4  serting  in  lieu  thereof  "such  1-year  period  and  section 

5  333  does  not  apply  to  such  liquidation". 

6  (4)  Teeatment  of  ceetain  liquidations. — 

7  (A)  In  geneeal. — Section  269  (relating  to 

8  acquisitions  made  to  evade  or  avoid  income  tax)  is 

9  amended  by  redesignating  subsection  (b)  as  sub- 

10  section  (c)  and  by  inserting  after  subsection  (a)  the 

11  following  new  subsection: 

12  "(b)   Ceetain  Liquidations   Aftee  Qualified 

13  Stock  Purchases. — 

14  "(1)  In  geneeal. — If — 

15  "(A)  there  is  a  qualified  stock  purchase  by  a 

16  corporation  of  another  corporation, 

17  "(B)  an  election  is  not  made  under  section 

18  338  with  respect  to  such  purchase, 

19  "(C)  the  acquired  corporation  is  liquidated 

20  pursuant  to  a  plan  of  liquidation  adopted  not  more 

21  than  2  years  after  the  acquisition  date,  and 

22  "(D)  the  principal  purpose  for  such  liquida- 

23  tion  is  the  evasion  or  avoidance  of  Federal  income 

24  tax  by  securing  the  benefit  of  a  deduction,  credit, 
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1  or  other  allowance  which  the  acquiring  corpora- 

2  tion  would  not  otherwise  enjoy, 

3  then  the  Secretary  may  disallow  such  deduction,  credit, 

4  or  other  allowance. 

5  "(2)  Meaning  of  teems. — For  purposes  of  para- 

6  graph  (1),  the  terms  'qualified  stock  purchase'  and  'ac- 

7  quisition  date'  have  the  same  respective  meanings  as 

8  when  used  in  section  338/ ■ 

9  (B)  CONFOKMING  AMENDMENT. — Subsection 

10  (c)  of  section  269  (as  redesignated  by  subpara- 

11  graph  (A))  is  amended  by  striking  out  " subsection 

12  (a)"  and  inserting  in  lieu  thereof  ' ' subsection  (a) 

13  or  (b)". 

14  (C)  Effective   date. — The  amendments 

15  made  by  this  paragraph  shall  apply  to  liquidations 

16  after  October  20,  1983,  in  taxable  years  ending 

17  after  such  date. 

18  (5)  Assets  teeated  as  sold  at  faie  maeket 

19  value. — 

20  (A)  Paragraph  (1)  of  section  338(a)  (relating 

21  to  general  rule)  is  amended  by  inserting  "at  fair 

22  market  value"  after  "the  acquisition  date". 

23  (B)  Subsection  (b)  of  section  338  (relating  to 

24  price  at  which  deemed  sale  made)  is  amended  to 

25  read  as  follows: 
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1  "(b)  Basis  of  Assets  Aftee  Deemed  Purchase. — 

2  "(1)  In  general. — For  purposes  of  subsection 

3  (a),  the  assets  of  the  target  corporation  shall  be  treated 

4  as  purchased  at  an  amount  equal  to  their  adjusted  fair 

5  market  value. 

6  "(2)  Adjusted  fair  market  value. — For  pur- 

7  poses  of  paragraph  (1),  the  term  'adjusted  fair  market 

8  value'  means  the  excess  (if  any)  of — 

9  "(A)  the  aggregate  fair  market  value  of  the 

10  stock  of  the  target  corporation  as  of  the  close  of 

11  the  acquisition  date,  over 

12  "(B)  the  amount  of  the  net  unrealized  appre- 

13  ciation  determined  under  paragraph  (3). 

14  "(3)  Amount  of  net  unrealized  apprecia- 

15  tion. — For  purposes  of  paragraph  (2),  the  amount  of 

16  the  net  unrealized  appreciation  determined  under  this 

17  paragraph  is  the  excess  (if  any)  of — 

18  "(A)  the  fair  market  value  of  stock  of  the 

19  target  corporation  which  is  held  by  the  purchasing 

20  corporation  on  the  acquisition  date,  over 

21  "(B)  the  aggregate  bases  of  stock  described 

22  in  subparagraph  (A). 

23  "(4)  Allocation  among  assets. — The  amount 

24  determined  under  paragraph  (1)  shall  be  allocated 
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1  among  the  assets  of  the  target  corporation  under  regu- 

2  lations  prescribed  by  the  Secretary. 

3  "(5)    Adjustments    for    contingent  pay- 

4  ments,  etc. — Under  regulations  prescribed  by  the 

5  Secretary,  proper  adjustments  shall  be  made  in  the  ap- 

6  plication  of  this  subsection  and  subsection  (a)  for  con- 

7  tingent  payments  and  other  relevant  items/' 

8  (6)  Time  for  making  election. — Paragraph 

9  (1)  of  section  338(g)  (relating  to  election)  is  amended  to 

10  read  as  follows: 

11  "(1)  When  made. — Except  as  otherwise  pro- 

12  vided  in  regulations,  an  election  under  this  section  shall 

13  be  made  not  later  than  the  15th  day  of  the  9th  month 

14  beginning  after  the  month  in  which  the  acquisition  date 

15  occurs." 

16  (7)  Regulatory  authority. — Subsection  (i)  of 

17  section  338  (relating  to  regulations)  is  amended  to  read 

18  as  follows: 

19  "(i)  Regulations. — The  Secretary  shall  prescribe 

20  such  regulations  as  may  be  necessary  or  appropriate  to  carry 

21  out  the  purposes  of  this  section  including — 

22  "(1)  regulations  to  ensure  that  the  purposes  of 

23  this  section  to  require  consistency  of  treatment  of  stock 

24  and  asset  purchases  with  respect  to  a  target  corpora- 

25  tion  and  its  target  affiliates  (whether  by  treating  all  of 
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1  them  as  stock  purchases  or  as  asset  purchases)  may 

2  not  he  circumvented  through  the  use  of  any  provision 

3  of  law  or  regulations  (including  the  consolidated  return 

4  regulations),  and 

5  "(2)  regulations  providing  for  the  coordination  of 

6  the  provisions  of  this  section  with  the  provisions  of  this 

7  title  relating  to  foreign  corporations  and  their  share- 

8  holders." 

9  (8)  Amendments  not  to  apply  to  acquisi- 

10  tions  befoee  septembee  1,  1982. — 

11  (A)  In  geneeal. — The  amendments  made 

12  by  this  subsection  shall  not  apply  to  any  qualified 

13  stock  purchase  (as  defined  in  section  338(d)(3)  of 

14  the  Internal  Revenue  Code  of  1954)  where  the 

15  acquisition  date  (as  defined  in  section  338(h)(2)  of 

16  such  Code)  is  before  September  1,  1982. 

17  (B)  Extension  of  time  foe  making 

18  election. — In  the  case  of  qualified  stock  pur- 

19  chases  involving  the  acquisition  of  2  banks  during 

20  February  1981,  the  time  for  making  an  election 

21  under  section  338  of  such  Code  shall  not  expire 

22  before  the  close  of  the  60th  day  after  the  date  of 

23  the  enactment  of  this  Act. 

24  (9)  Special  eules  foe  deemed  puechases 

25  undee  peioe  law. — If,  before  October  20,  1983,  a 
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1  corporation  was  treated  as  making  a  qualified  stock 

2  purchase  (as  defined  in  section  338(d)(3)  of  the  Internal 

3  Revenue  Code  of  1954),  but  would  not  be  so  treated 

4  under  the  amendments  made  by  paragraphs  (1)  and  (2) 

5  of  this  subsection,  such  corporation  may  elect,  at  such 

6  time  and  in  such  manner  as  the  Secretary  of  the 

7  Treasury  or  his  delegate  may  by  regulations  prescribe, 

8  not  to  have  the  amendments  made  by  such  paragraphs 

9  apply. 

10  (1)  Amendments  Related  to  Section  226. — 

11  (1)  Amount  constituting  dividend. — Subpar- 

12  agraph  (A)  of  section  304(b)(2)  (relating  to  amount  con- 

13  stituting  dividend)  is  amended  to  read  as  follows: 

14  "(A)  Where  subsection  (a)(i)  applies. — 

15  In  the  case  of  any  acquisition  of  stock  to  which 

16  paragraph  (1)  (and  not  paragraph  (2))  of  subsec- 

17  tion  (a)  applies,  the  determination  of  the  amount 

18  which  is  a  dividend  shall  be  made  as  if  the  prop- 

19  erty  were  distributed — 

20  "(i)  by  the  acquiring  corporation  to  the 

21  extent  of  its  earnings  and  profits,  and 

22  "(ii)  then  by  the  issuing  corporation/ ' 

23  (2)  Coordination  with  section  351. — Sub- 

24  paragraph  (A)  of  section  304(b)(3)  (relating  to  coordina- 

25  tion  with  section  351)  is  amended  by  striking  out  "(and 
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1  not  part  HQ"  and  inserting  in  lieu  thereof  "(and  not 

2  section  351  and  not  so  much  of  sections  357  and  358 

3  as  relates  to  section  351)". 

4  (3)  Certain  assumptions  of  liability. — 

5  (A)  The  first  sentence  of  clause  (i)  of  section 

6  304(b)(3)(B)  (relating  to  certain  assumptions  of'lia- 

7  bility,  etc.)  is  amended  by  striking  out  "Subsec- 

8  tion  (a)"  and  inserting  in  lieu  thereof  "In  the  case 

9  of  an  acquisition  described  in  section  351,  subsec- 

10  tion  (a)". 

11  (B)  Subparagraph  (B)  of  section  304(b)(3) 

12  (relating  to  coordination  with  section  351)  is 

13  amended  by  adding  at  the  end  thereof  the  follow- 

14  ing  new  clause: 

15  "(hi)  Clause  (i)  does  not  apply  to 

16  stock  acquired  from  related  person 

17  except    where    complete  termina- 

18  tion. — Clause  (i)  shall  apply  only  to  stock 

19  acquired  by  the  transferor  from  a  person — 

20  "(I)  none  of  whose  stock  is  attrib- 

21  utable  to  the  transferor  under  section 

22  318(a)  (other  than  paragraph  (4)  there- 

23  of),  or 

24  "(II)  who  satisfies  rules  similar  to 

25  the  rules  of  section  302(c)(2)  with  re- 
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1  spect  to  both  the  acquiring  and  the  issu- 

2  ing  corporations  (determined  as  if  such 

3  person  were  a  distributee  of  each  such 

4  corporation)." 

5  (4)  Distributions  incident  to  foemation  of 

6  bank  holding  companies. — Subparagraph  (C)  of 

7  section  304(b)(3)  (relating  to  distributions  incident  to 

8  formation  of  bank  holding  companies)  is  amended  by 

9  adding  at  the  end  thereof  the  following  new  sentence: 

10  'Tor  purposes  of  this  subparagraph,  any  assumption  of 

11  (or  acquisition  of  stock  subject  to)  a  liability  under  sub- 

12  paragraph  (B)  shall  not  be  treated  as  a  distribution  of 

13  property." 

14  (5)  Constructive  ownership. — 

15  (A)  Paragraph  (3)  of  section  304(c)  (relating 

16  to  constructive  ownership)  is  amended  to  read  as 

17  follows: 

18  "(3)  Constructive  ownership. — 

19  "(A)  In  general. — Section  318(a)  (relating 

20  to  constructive  ownership  of  stock)  shall  apply  for 

21  purposes  of  detennining  control  under  this  section. 

22  "(B)  Modification  of  50-percent  limi- 

23  tations  in  section  318. — For  purposes  of  sub- 

24  paragraph  (A) — 
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1  "(i)  paragraph  (2)(C)  of  section  318(a) 

2  shall  be  applied  by  substituting  '5  percent' 

3  for  '50  percent',  and 

4  "(ii)  paragraph  (3)(C)  of  section  318(a) 

5  shall  be  applied — 

6  "(I)  by  substituting  '5  percent'  for 

7  '50  percent',  and 

8  "(II)  in  any  case  where  such  para- 

9  graph  would  not  apply  but  for  subclause 

10  (I),  by  considering  a  corporation  as 

11  owning  the  stock  (other  than  stock  in 

12  such  corporation)  owned  by  or  for  any 

13  shareholder  of  such  corporation  in  that 

14  proportion  which  the  value  of  the  stock 

15  which  such  shareholder  owned  in  such 

16  corporation  bears  to  the  value  of  all 

17  stock  in  such  corporation." 

18  (B)  Paragraph  (4)  of  section  306(c)  is  amend- 

19  ed  by  striking  out  the  last  sentence  and  inserting 

20  in  lieu  thereof  the  following:  'Tor  purposes  of  ap- 

21  plying  the  preceding  sentence  to  paragraph  (3), 

22  the  rates  of  section  304(c)(3)(B)  shall  apply." 

23  (6)  Certain  stock  acquired  in  section  351 

24  exchange. — Paragraph  (3)  of  section  306(c)  (relating 

25  to  certain  stock  acquired  in  section  351  exchange)  is 
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1  amended  by  striking  out  the  last  sentence  and  inserting 

2  in  lieu  thereof  the  following:  "Rules  similar  to  the 

3  rules  of  section  304(h)(2)  shall  apply — 

4  "(A)  for  purposes  of  the  preceding  sentence, 

5  and 

6  "(B)  for  purposes  of  determining  the  applica- 

7  tion  of  this  section  to  any  subsequent  disposition 

8  of  stock  which  is  section  306  stock  by  reason  of 

9  an  exchange  described  in  the  preceding  sentence." 

10  (7)  Effective  date  foe  amendments  made 

11  by  parageaphs  (l)  and  (3). — The  amendments  made 

12  by  paragraphs  (1)  and  (3)  shall  apply  to  stock  acquired 

13  after  October  20,  1983,  in  taxable  years  ending  after 

14  such  date. 

15  (m)  Amendment  Related  to  Section  229. — Sub- 


16  section  (c)  of  section  229  of  the  Tax  Equity  and  Fiscal  Re- 

17  sponsibility  Act  of  1982  (relating  to  modification  of  regula- 

18  tions  on  the  completed  contract  method  of  accounting)  is 

19  amended  by  adding  at  the  end  thereof  the  following  new 

20  paragraph: 


21  "(4)  Underpayments  of  estimated  tax  for 

22  1982. — To  the  extent  provided  in  regulations,  no  addi- 

23  tion  to  tax  shall  be  made  under  section  6654  or  6655 

24  of  the  Internal  Revenue  Code  of  1954  for  the  taxpay- 

25  er's  first  taxable  year  ending  after  December  31,  1982, 
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1  by  reason  of  a  long-term  contract,  but  only  with  re- 

2  spect  to  installments  required  to  be  paid  before  April 

3  13,  1983." 

4  (n)  Amendment  Related  to  Section  233. — Para- 


5  graph  (11)  of  section  51(d)  (defining  members  of  economically 

6  disadvantaged  families)  is  amended  by  adding  at  the  end 

7  thereof  the  following  new  sentence:  "Any  such  determination 

8  with  respect  to  an  individual  who  is  a  qualified  summer  youth 

9  employee  or  youth  participating  in  a  qualified  cooperative 

10  education  program  with  respect  to  any  employer  shall  also 

11  apply  for  purposes  of  determining  whether  such  individual  is 

12  a  member  of  another  targeted  group  with  respect  to  such 

13  employer.' ■ 

14  SEC.  613.  TECHNICAL  CORRECTIONS  OF  PENSION  PROVI- 


15  SIONS. 

16  (a)  Amendments  Related  to  Section  235. — 

17  (1)  ACTUAEIAL  ADJUSTMENTS  MADE  TO  BENE- 

18  FIT  LIMIT  RATHER  THAN  TO  BENEFIT. — 

19  (A)  Subparagraph  (C)  of  section  415(b)(2) 

20  (relating  to  adjustment  to  $90,000  limit  where 

21  benefit  begins  before  age  62)  is  amended  by  strik- 

22  ing  out  the  first  sentence  and  inserting  in  lieu 

23  thereof  the  following:  "If  the  retirement  income 

24  benefit  under  the  plan  begins  before  age  62,  the 

25  determination  as  to  whether  the  $90,000  limita- 
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1  tion  set  forth  in  paragraph  (1)(A)  has  been  satis- 

2  fied  shall  be  made,  in  accordance  with  regulations 

3  prescribed  by  the  Secretary,  by  reducing  the  limi- 

4  tation  of  paragraph  (1)(A)  so  that  such  limitation 

5  (as  so  reduced)  equals  an  annual  benefit  (begin- 

6  ning  when  such  retirement  income  benefit  begins) 

7  which  is  equivalent  to  a  $90,000  annual  benefit 

8  beginning  at  age  62." 

9  (B)  Subparagraph  (D)  of  section  415(b)(2) 

10  (relating   to   adjustment   to   $90,000  limitation 

11  where  benefit  begins  after  age  65)  is  amended  to 

12  read  as  follows: 

13  "(D)    Adjustment    to    $90,000  limit 

14  WHERE  BENEFIT  BEGINS  AFTEE  AGE  65. — If  the 

15  retirement  income  benefit  under  the  plan  begins 

16  after  age  65,  the  determination  as  to  whether  the 

17  $90,000  limitation  set  forth  in  paragraph  (1)(A) 

18  has  been  satisfied  shall  be  made,  in  accordance 

19  with  regulations  prescribed  by  the  Secretary,  by 

20  increasing  the  limitation  of  paragraph  (1)(A)  so 

21  that  such  limitation  (as  so  increased)  equals  an 

22  annual  benefit  (beginning  when  such  retirement 

23  income  benefit  begins)  which  is  equivalent  to  a 

24  $90,000  annual  benefit  beginning  at  age  65." 
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1  (C)(i)    Clauses    (i)    and    (iii)    of  section 

2  415(b)(2)(E)  are  each  amended  by  striking  out 

3  "any  benefit"  and  inserting  in  lieu  thereof  "any 

4  benefit  or  limitation". 

5  (ii)  Clause  (ii)  of  section  415(b)(2)(E)  is 

6  amended  by  striking  out  "any  benefit"  and  insert- 

7  ing  in  lieu  thereof  "any  limitation". 

8  (2)  Definition  of  current  accrued  benefit 

9  in    the    case    of    collectively  bargained 

10  plans.— Clause  (i)  of  section  235(g)(4)(B)  of  the  Tax 

11  Equity  and  Fiscal  Responsibility  Act  of  1982  (defining 

12  current  accrued  benefit)  is  amended  by  adding  at  the 

13  end  thereof  the  following  new  sentence:  "In  the  case 

14  of  any  plan  described  in  the  first  sentence  of  paragraph 

15  (5),  the  preceding  sentence  shall  be  applied  by  substi- 

16  tuting  for  'January  1,  1983'  the  applicable  date  deter- 

17  mined  under  paragraph  (5)." 

18  (3)  Transition  fraction  only  applies  to 

19  PLANS  IN  EXISTENCE  BEFORE  JULY  1,  1982. — Para- 

20  graph  (6)  of  section  415(e)  (relating  to  special  transi- 

21  tion  rule  for  defined  contribution  fraction  for  years 

22  ending  after  December  31,  1982)  is  amended  by  adding 

23  at  the  end  thereof  the  following  new  subparagraph: 

24  "(C)  Plan  must  have  been  in  exist- 

25  ence  on  or  before  july  l,  19  82. — This  para- 
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1  graph  shall  apply  only  to  plans  which  were  in  ex- 

2  istence  on  or  before  July  1,  1982." 

3  (4)  Treatment  of  certain  collective  bar- 

4  gaining  agreements  entered  into  before  july 

5  l,  198  2. — Clause  (ii)  of  section  235(g)(4)(B)  of  the  Tax 

6  Equity  and  Fiscal  Responsibility  Act  of  1982  (defining 

7  current  accrued  benefit)  is  amended  by  adding  at  the 

8  end  thereof  the  following  new  sentence:  'Tor  purposes 

9  of  subclause  (I),  any  change  in  the  terms  and  condi- 

10  tions  of  the  plan  pursuant  to  a  collective  bargaining 

11  agreement  entered  into  before  July  1,  1982,  and  rati- 

12  fied  before  September  3,  1982,  shall  be  treated  as  a 

13  change  made  before  July  1,  1982." 

14  (b)  Amendments  Related  to  Section  236. — 

15  (1)  Exception  for  certain  loans  not  to 

16  apply  to  loans  from  deductible  employee 

17  contributions. — 

18  (A)  Subparagraph  (A)  of  section  72(o)(3)  (re- 

19  lating   to   amounts   constructively   received)  is 

20  amended  by  striking  out  "subsection  (p)"  and 

21  inserting  in  lieu  thereof  "subsection  (p)  (other 

22  than  the  exception  contained  in  paragraph  (2) 

23  thereof)". 

24  (B)  Subparagraph  (A)  of  section  72(p)(2)  (re- 

25  lating  to  exception  for  certain  loans)  is  amended 
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1  by  adding  at  the  end  thereof  the  following  new 

2  sentence: 

3  "For  purposes  of  clause  (ii),  the  present  value  of 

4  the  nonforfeitable  accrued  benefit  shall  be  deter- 

5  mined  without  regard  to  any  accumulated  deduct- 

6  ible  employee  contributions  (as  defined  in  subsec- 

7  tion  (o)(5)(B))." 

8  (2)  Definition  of  required  principal  pay- 

9  ment. — Subparagraph  (C)  of  section  236(c)(2)  of  the 

10  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  is 

11  amended  by  inserting  before  the  period  at  the  end 

12  thereof  the  following:  "or  if  such  loan  was  payable  on 

13  demand". 

14  (3)  Repeal  of  provision  treating  certain 

15  LOAN  REPAYMENTS  AS  CONTRIBUTIONS. — Subsection 

16  (f)  of  section  404  (relating  to  certain  loan  repayments 

17  considered  as  contributions)  is  hereby  repealed. 

18  (4)  Clarification  of  exception  for  small 

19  loans. — Clause  (ii)  of  section  72(p)(2)(A)  (relating  to 

20  exception  for  certain  loans)  is  amended  to  read  as 

21  follows: 

22  "(ii)  the  greater  of  (I)  one-half  of  the 

23  present  value  of  the  nonforfeitable  accrued 

24  benefit  of  the  employee  under  the  plan,  or 

25  (II)  $10,000." 
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1  (c)  Amendments  Related  to  Section  237. — 

2  (1)  Amendments  confoeming  to  limiting  to 

3  key  employees  the  penalty  for  premature 

4  distributions. — 

5  (A)   Clause   (i)   of  section   72(m)(5)(A)  is 

6  amended  by  striking  out  "as  an  owner-employee" 

7  and  inserting  in  lieu  thereof  "as  a  key  employee". 

8  (B)    The    paragraph    heading    of  section 

9  72(m)(5)  is  amended  by  striking  out  "owner-em- 

10  ployees"  and  inserting  in  lieu  thereof  "key  em- 

11  ployees". 

12  (C)  Sections  46(a)(4),  53(a),  and  901(a)  are 

13  each  amended  by  striking  out  "tax  on  premature 

14  distributions  to  owner-employees"  and  inserting  in 

15  lieu  thereof  "tax  on  premature  distributions  to  key 

16  employees". 

17  (2)  Correction  of  cross  reference  to  defi- 

18  nition  of  bank. — 

19  (A)  Subsection  (f)  of  section  401  is  amended 

20  by  striking  out  "(as  defined  in  subsection  (d)(1))" 

21  and  inserting  in  lieu  thereof  "(as  defined  in  sec- 

22  tion  408(n))". 

23  (B)  Subsection  (h)  of  section  408  is  amended 

24  by  striking  out  "(as  defined  in  section  401(d)(1))" 
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1  and  inserting  in  lieu  thereof  "(as  defined  in  sub- 

2  section  (n))". 

3  (3)  Limitation  on  eollovees  to  apply  only 

4  to     key    employees. — Clause     (ii)     of  section 

5  402(a)(5)(E)  (relating  to  self-employed  individuals  and 

6  owner-employees)  is  amended  to  read  as  follows: 

7  "(ii)  Key  employees. — An  eligible  re- 

8  tirement  plan  described  in  subclause  (IV)  or 

9  (Y)  of  subparagraph  (D)(iv)  shall  not  be 

10  treated  as  an  eligible  retirement  plan  for  the 

11  transfer  of  a  distribution  if  any  part  of  the 

12  distribution  is  attributable  to  contributions 

13  made  on  behalf  of  the  employee  while  he 

14  was  a  key  employee  in  a  top-heavy  plan.  For 

15  purposes   of  the   preceding   sentence,  the 

16  terms  'key  employee'  and  'top-heavy  plan' 

17  have  the  same  respective  meanings  as  when 

18  used  in  section  416." 

19  (d)  Amendments  Belated  to  Section  238. — 

20  (1)  Bepeal  of  section  72(m)(9). — Paragraph 

21  (9)  of  section  72(m)  (relating  to  return  of  excess  contri- 

22  butions  before  due  date  of  return)  is  hereby  repealed. 

23  (2)  Inceease  in  amount  of  deduction  foe 

24  simplified  employee  pensions. — Clause  (ii)  of  sec- 

25  tion  219(b)(2)(A)  (relating  to  special  rules  for  employer 
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1  contributions  under  simplified  employee  pensions)  is 

2  amended  by   striking   out   "but  not   in   excess  of 

3  $15,000"  and  inserting  in  lieu  thereof  "but  not  in 

4  excess    of   the   limitation   in   effect   under  section 

5  415(c)(1)(A)". 

6  (3)  Repeal  of  section  401(e). — Subsection  (e) 

7  of  section  401  (relating  to  contributions  for  premiums 

8  on  annuity,  etc.,  contracts)  is  hereby  repealed. 

9  (4)  Repeal  of  section  404(a)(9). — 

10  (A)  Subsection  (a)  of  section  404  is 

11  amended  by  striking  out  paragraph  (9)  and 

12  by  redesignating  paragraph  (10)  as  para- 

13  graph  (9). 

14  (B)     Subparagraph     (C)     of  section 

15  415(c)(6)  is  amended — 

16  (i)  by  striking  out  "paragraph  (10) 

17  of  section  404(a)"  and  inserting  in  lieu 

18  thereof    "paragraph    (9)    of  section 

19  404(a)", 

20  (ii)    by    striking    out  "section 

21  404(a)(10)(A)"    and   inserting   in  lieu 

22  thereof  "section  404(a)(9)(A)",  and 

23  (iii)    by    striking    out  "section 

24  404(a)(10)(B)"    and   inserting   in  lieu 

25  thereof  "section  404(a)(9)(B)". 
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(5)  Eepeal  of  section  404(h)(4). — Paragraph 
(4)  of  section  404(h)  (relating  to  effect  on  self-employed 
individuals  or  shareholder  employees)  is  hereby 
repealed. 

(6)  Determination  of  earned  income  of 
self-employed  for  purposes  of  section 
404(a)(8)(C). — Subparagraph  (C)  of  section  404(a)(8)  is 
amended  by  striking  out  "the  earned  income  of  such 
individual"  and  inserting  in  lieu  thereof  "the  earned 
income  of  such  individual  (determined  without  regard 
to  the  deductions  allowed  by  this  section  and  section 
405(c))". 

(7)  Eepeal  of  section  415(c)(7). — 

(A)  Subsection  (c)  of  section  415  is  amended 
by  striking  out  paragraph  (7)  and  by  redesignating 
paragraph  (8)  as  paragraph  (7). 

(B)  Subclause  (II)  of  section  415(e)(3)(B)(ii)  is 
amended  by  striking  out  "subsection  (c)(7)  or  (8)" 
and  inserting  in  lieu  thereof  "subsection  (c)(7)". 

(8)  Coordination  of  repeals  of  certain 
sections. — Sections  404(e)  and  1379(b)  of  the  Inter- 
nal Revenue  Code  of  1954  (as  in  effect  on  the  day 
before  the  date  of  the  enactment  of  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982)  shall  not  apply  to 
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1  any  plan  to  which  section  401(j)  of  such  Code  applies 

2  (or  would  apply  but  for  its  repeal). 

3  (9)  Amendment  of  section  404(e). — Subsection 

4  (e)  of  section  404  is  amended  by  striking  out  "under 

5  this  section"  and  inserting  in  lieu  thereof  "under  para- 

6  graph  (1),  (2),  or  (3)  of  subsection  (a)". 

7  (e)  Amendment  Related  to  Section  239. — Subpar- 

8  agraph  (B)  of  section  101(b)(3)  (relating  to  treatment  of  self- 

9  employed  individuals  for  exclusion  of  employees'  death  bene- 

10  fits)  is  amended  to  read  as  follows: 

11  "(B)  Special  eule  foe  ceetain  distei- 

12  butions. — In  the  case  of  any  amount  paid  or 

13  distributed — 

14  "(i)  by  a  trust  described  in  section 

15  401(a)  which  is  exempt  from  tax  under  sec- 

16  tion  501(a),  or 

17  "(ii)  under  a  plan  described  in  section 

18  403(a), 

19  the  term  'employee'  includes  a  self-employed  indi- 

20  vidual  described  in  section  401(c)(1)." 

21  (f)  Amendments  Related  to  Section  240. — 

22  (1)  Definition  of  key  employee. — 

23  (A)  Subparagraph  (A)  of  section  416(i)(l)  (de- 

24  fining  key  employee)  is  amended  by  striking  out 
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1  "any  participant  in  an  employer  plan"  and  insert- 

2  ing  in  lieu  thereof  "an  employee" . 

3  (B)  Clause  (ii)  of  section  416(i)(l)(A)  is 

4  amended  to  read  as  follows: 

5  "(ii)   1   of  the   10  employees  *  having 

6  annual  compensation  from  the  employer  of 

7  more  than  the  limitation  in  effect  under  sec- 

8  tion  415(c)(1)(A)  and  owning  (or  considered 

9  as  owning  within  the  meaning  of  section 

10  318)  the  largest  interests  in  the  employer,". 

11  (C)  Subparagraph  (A)  of  section  416(i)(l)  (de- 

12  fining  key  employee)  is  amended  by  adding  at  the 

13  end  thereof  the  following  new  sentence:  'Tor  pur- 

14  poses  of  clause  (ii),  if  2  employees  have  the  same 

15  interest  in  the  employer,  the  employee  having 

16  greater  annual  compensation  from  the  employer 

17  shall  be  treated  as  having  a  larger  interest." 

18  (D)  Subparagraph  (C)  of  section  416(i)(l)  is 

19  amended  by  striking  out  "determining  5-per- 

20  cent  or  l -percent  owners"  in  the  subpara- 

21  graph  heading  and  inserting  in  lieu  thereof  "de- 

22  termining  ownership  in  the  employer". 

23  (2)  Treatment  of  simplified  employee  pen- 

24  sions. — Paragraph   (1)   of   section   408(k)  (defining 
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1  simplified  employee  pension)  is  amended  to  read  as 

2  follows: 

3  "(1)  In  general. — For  purposes  of  this  title,  the 

4  term  'simplified  employee  pension'  means  an  individual 

5  retirement  account  or  individual  retirement  annuity — 

6  "(A)  with  respect  to  which  the  requirements 

7  of  paragraphs  (2),  (3),  (4),  and  (5)  of  this  subsec- 

8  tion  are  met,  and 

9  "(B)  if  such  account  or  annuity  is  part  of  a 

10  top-heavy  plan  (as  defined  in  section  416),  with 

11  respect  to  which  the  requirements  of  section 

12  416(c)(2)  are  met/' 

13  (3)  Clarification  of  transitional  rule. — 

14  Paragraph  (3)  of  section  235(g)  of  the  Tax  Equity  and 

15  Fiscal  Responsibility  Act  of  1982  is  amended  by 

16  adding  at  the  end  thereof  the  following  new  sentence: 

17  "A  similar  rule  shall  apply  with  respect  to  the  last 

18  plan  year  beginning  before  January  1,  1984,  for  pur- 

19  poses  of  applying  section  416(h)  of  the  Internal  Reve- 

20  nue  Code  of  1954." 

21  (4)  Treatment  of  distributions  from  ter- 

22  minated  plans. — Paragraph  (3)  of  section  416(g)  (re- 

23  lating  to  distributions  during  last  5  years  taken  into  ac- 

24  count)  is  amended  by  adding  at  the  end  thereof  the  fol- 

25  lowing  new  sentence:  'The  preceding  sentence  shall 
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1  also  apply  to  distributions  under  a  terminated  plan 

2  which  if  it  had  not  been  terminated  would  have  been 

3  required  to  be  included  in  an  aggregation  group." 

4  (5)  Clarification  of  cost-of-living  adjtjst- 

5  ments. — 

6  (A)  In  general. — Paragraph  (2)  of  section 

7  416(d)  (relating  to  cost-of-living  adjustments)  is 

8  amended  by  striking  out  "in  the  same  manner" 

9  and  inserting  in  lieu  thereof  "at  the  same  time 

10  and  in  the  same  manner". 

11  (B)  Simplified  employee  pensions. — 

12  Subparagraph  (C)  of  section  408(k)(3)  (relating  to 

13  contributions  must  bear  uniform  relationship  to 

14  total  compensation)  is  amended  by  adding  at  the 

15  end  thereof  the  following  new  sentence:  "The 

16  Secretary  shall  annually  adjust  the  $200,000 

17  amount  contained  in  the  preceding  sentence  at  the 

18  same  time  and  in  the  same  manner  as  he  adjusts 

19  the     dollar     amount     contained     in  section 

20  415(c)(1)(A)." 

21  (6)  Clerical  amendments. — 

22  (A)  Subsection  (f)  of  section  416  is  amended 

23  by  striking  out  "require"  and  inserting  in  lieu 

24  thereof  "required". 
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1  (B)  Clause  (iii)  of  section  416(i)(l)(B)  is 

2  amended  by  striking  out  "subparagraph  (A)(ii)(II)" 

3  and   inserting   in    lieu    thereof  "subparagraph 

4  (A)(ii)'\ 

5  (g)  Amendments  Related  to  Section  242. — 

6  (1)  Definition  of  key  employee  and  top- 

7  heavy  plan. — 

8  (A)  Clause  (i)  of  section  401(a)(9)(A)  (relating 

9  to  required  distributions  before  death)  is  amended 

10  to  read  as  follows: 

11  "(i)  either  will  be  distributed  to  him  not 

12  later  than  the  later  of — 

13  "(I)  his  taxable  year  in  which  he 

14  attains  age  7D%,  or 

15  "(II)  his  taxable  year  in  which  he 

16  retires,  or". 

17  (B)  Subparagraph  (A)  of  section  401(a)(9)  is 

18  amended  by  adding  at  the  end  thereof  the  follow- 

19  ing  new  sentence:  "Subclause  (II)  of  clause  (i) 

20  shall  not  apply  with  respect  to  any  employee  who 

21  was  a  key  employee  (as  defined  in  section  416)  in 

22  a  top-heavy  plan  (as  defined  in  section  416)  for 

23  the  plan  year  ending  in  the  taxable  year  in  which 

24  he  attains  age  701/2." 
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1  (2)  Exception  for  certain  dependents  or 

2  former  spouse. — Paragraph  (9)  of  section  401(a)  is 

3  amended  by  added  at  the  end  thereof  the  following 

4  new  subparagraphs: 

5  "(C)  Exception  where  distributions 

6  MADE    TO    CERTAIN   DEPENDENTS    OR  FORMER 

7  spouse. — Subparagraph  (B)  shall  not  apply  if  the 

8  entire  interest  of  the  employee  (or  the  remaining 

9  part  of  such  interest  if  distribution  thereof  has 

10  commenced)  will  be  distributed  (beginning  not 

11  later  than  1  year  after  the  employee's  death  or 

12  the  death  of  his  surviving  spouse) — 

13  "(i)  to  a  qualified  beneficiary,  and 

14  "(ii)  in  accordance  with  regulations  pre- 

15  scribed  by  the  Secretary,  over  a  qualified 

16  period. 

17  "(D)  Qualified  beneficiary  defined. — 

18  For  purposes  of  subparagraph  (C),  the  term  'quali- 

19  fied  beneficiary'  means — 

20  "(i)  any  qualified  dependent,  and 

21  "(ii)  a  former  spouse  of  the  employee. 

22  "(E)   Qualified   dependent. — For  pur- 

23  poses  of  this  paragraph — 

24  "(i)  In  general. — The  term  'qualified 

25  dependent'  means  any  individual  who  was  a 
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1  dependent  (as  defined  in  section  152)  of  the 

2  employee  (or  his  surviving  spouse)  for  any  2 

3  of  the  last  5  taxable  years  of  the  employee 

4  (or  his  surviving  spouse). 

5  "(ii)  Special  eule  foe  child  of  di- 

6  voeced    paeents,    etc. — Any    child  to 

7  whom  section  152(e)  applies  for  any  taxable 

8  year  shall  be  treated  as  the  dependent  of 

9  both  parents. 

10  "(iii)  Social  secueity  benefits  dis- 

11  eegaeded. — Benefits  under  title  LT  of  the 

12  Social  Security  Act  received  by  (or  on  behalf 

13  of)  an  individual  shall  not  be  taken  into  ac- 

14  count  for  purposes  of  determining  whether 

15  such  individual  is  the  dependent  of  another 

16  taxpayer. 

17  "(F)  Qualified  peeiod. — For  purposes  of 

18  this  paragraph — 

19  "(i)  In  geneeal. — The  qualified  period 

20  with  respect  to  any  qualified  beneficiary  shall 

21  end  at  the  later  of — 

22  "(I)  the  life  expectancy  of  an  indi- 

23  vidual  with  an  age  equal  to  the  age  of 

24  the  employee  at  his  death  (or  the  age  of 

25  the  surviving  spouse),  or 
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1  "(II)  5  years  after  the  date  of  the 

2  employee's  death  (or  the  death  of  the 

3  surviving  spouse). 

4  "(ii)  Special  eule  foe  peemanent- 

5  LY     AND     TOTALLY     DISABLED  INDIVID- 

6  uals. — In  accordance  with  regulations,  the 

7  qualified  period  for  any  individual  who  was 

8  permanently  and  totally  disabled  at  the  death 

9  of  the  employee  (or  who  thereafter  becomes 

10  permanently  and  totally  disabled)  shall  be  the 

11  life  of  such  individual  or  a  term  certain  not 

12  extending  beyond  the  life  expectancy  of  such 

13  individual. 

14  "(G)  Special  eules  foe  minoes. — For 

15  purposes  of  this  paragraph,  in  the  case  of  an  indi- 

16  vidual  who  has  not  attained  age  22  at  the  time  of 

17  the  employee's  death — 

18  "(i)  the  distributions  are  not  required  to 

19  begin  before  the  individual  attains  age  22, 

20  and 

21  "(ii)  the  qualified  period  shall  in  no  case 

22  end  before  such  individual  attains  age  27." 

23  (3)  Claeification  of  teansitional  eule. — 

24  (A)  Subparagraph  (B)  of  section  242(b)(2)  of 

25  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
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1  1982  is  amended  by  striking  out  '  'paragraph  (9) 

2  of. 

3  (B)  Paragraph  (2)  of  section  242(b)  of  such 

4  Act  is  amended  by  striking  out  '  'January  1, 

5  1984"  and  inserting  in  lieu  thereof  "the  first  day 

6  of  the  first  plan  year  beginning  on  or  after  Janu- 

7  '  ary  1,  1984". 

8  (C)  Subsection  (b)  of  section  242  of  such  Act 

9  is  amended  by  adding  at  the  end  thereof  the  fol- 

10  lowing  new  paragraph: 

11  "(3)  Treatment  of  certain  default  op- 

12  tions. — For  purposes  of  paragraph  (2),  if — 

13  "(A)  a  plan  permits  an  employee  to  desig- 

14  nate  a  method  of  distribution  but  provides  that  in 

15  the  absence  of  such  a  designation  a  specified 

16  method  of  distribution  will  apply,  and 

17  "(B)  as  of  the  first  day  of  the  first  plan  year 

18  beginning  on  or  after  January  1,  1984,  such  spec- 

19  ified  method  of  distribution  applied  to  an  individu- 

20  al  by  reason  of  his  failure  to  make  a  designation 

21  which  was  available  to  him  before  such  first  day, 

22  such  specified  method  of  distribution  shall  be  treated  as 

23  pursuant  to  a  designation  made  by  the  employee  before 

24  the  first  day  of  such  plan  year." 
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1  (4)  Special  eule  foe  collective-baegaining 

2  ageeements. — Paragraph  (5)  of  section  235(g)  of  the 

3  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  is 

4  amended — 

5  (A)  by  striking  out  "section  253"  each  place 

6  it  appears  and  inserting  in  lieu  thereof  "section 

7  242",  and 

8  (B)  by  adding  at  the  end  thereof  the  follow- 

9  ing  new  sentence:  "In  the  case  of  any  plan  de- 

10  scribed  in  the  first  sentence  of  this  paragraph, 

11  paragraphs  (2)  and  (3)  of  section  242(b)  shall  be 

12  applied  by  substituting  for  'January  1,  1984'  the 

13  applicable  date  determined  under  this  paragraph." 

14  (5)  Claeification  that  eequieed  disteibu- 

15  tions  may  be  made  to  othee  be ne fici aeie s . — 

16  Clause  (ii)  of  section  401(a)(9)(A)  is  amended  by  insert- 

17  ing  "to  the  employee  or  any  of  his  beneficiaries"  after 

18  "will  be  distributed". 

19  (6)  Delay  in  effective  date  foe  goveen- 

20  ment  plans. — Subsection  (b)  of  section  242  of  the 

21  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  is 

22  amended  by  adding  at  the  end  thereof  the  following 

23  new  paragraph: 
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1  "(4)  Special  rule  for  government  plans. — 

2  In  the  case  of  a  government  plan  (as  defined  in  section 

3  414(d)  of  the  Internal  Revenue  Code  of  1954)— 

4  "(A)  paragraph  (1)  shall  be  applied  by  substi- 

5  tuting  'December  31,  1985'  for  'December  31, 

6  1983',  and 

7  "(B)  paragraphs  (2)  and  (3)  shall  be  applied 

8  by  substituting  'January  1,  1986'  for  'January  1, 

9  19847' 

10  (h)  Amendments  Related  to  Section  243. — 

11  (1)  Effective  date  for  provisions  related 

12  to  inherited  individual  retirement  plans. — 

13  Subsection  (c)  of  section  243  of  the  Tax  Equity  and 

14  Fiscal  Responsibility  Act  of  1982  is  amended  to  read 

15  as  follows: 

16  "(c)  Effective  Date. — The  amendments  made  by 

17  this  section  shall  apply  with  respect  to  individuals  dying  after 

18  December  31,  1983." 

19  (2)  Clerical  amendment. — The  subparagraph 

20  (C)  of  section  408(d)(3)  which  was  added  by  section 

21  335(a)(1)  of  the  Tax  Equity  and  Fiscal  Responsibility 

22  Act  of  1982  is  redesignated  as  subparagraph  (D). 

23  (i)  Amendment  Related  to  Section  247. — Subsec- 

24  tion  (a)  of  section  247  of  the  Tax  Equity  and  Fiscal  Respon- 

25  sibility  Act  of  1982  (relating  to  existing  personal  service  cor- 
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1  porations  may  liquidate  under  section  333  during  1983  and 

2  1984)  is  amended  by  inserting  '  'which  is  in  existence  on  Sep- 

3  tember  3,  1982,"  after  "section  535(c)(2)(B)  of  the  Internal 

4  Revenue  Code  of  1954)". 

5  (j)  Amendment  Related  to  Section  248. — Para- 

6  graph  (2)  of  section  414(n)  (defining  leased  employee)  is 

7  amended  by  striking  out  "any  person"  in  the  material  preeed- 

8  ing  subparagraph  (A)  and  inserting  in  lieu  thereof  "any 

9  person  who  is  not  an  employee  of  the  recipient  and". 

10  (k)  Amendment  Related  to  Section  249. — Sub- 

11  paragraph  (D)  of  section  408(k)(3)  (relating  to  treatment  of 

12  certain  contributions  and  taxes)  is  amended  by  striking  out 

13  the  second  and  third  sentences  and  inserting  in  lieu  thereof 

14  the  following:  "If  the  employer  does  not  maintain  an  inte- 

15  grated  plan  at  any  time  during  the  taxable  year,  OASDI  con- 

16  tributions  (as  defined  in  section  401(1)(2))  may,  for  purposes 

17  of  this  paragraph,  be  taken  into  account  as  contributions  by 

18  the  employer  to  the  employee's  simplified  employee  pension, 

19  but  only  if  such  contributions  are  so  taken  into  account  with 

20  respect  to  each  employee  maintaining  a  simplified  employee 

21  pension." 

22  (1)  Amendments  Related  to  Section  253. — 

23  (1)  Limitation  of  profit-sharing  and  stock 

24  bonus  plans. — Subparagraph  (C)  of  section  415(c)(3) 

25  is  amended  by  striking  out  "In  the  case  of  a  partici- 
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1  pant"  and  inserting  in  lieu  thereof  "In  the  case  of  a 

2  participant  in  a  profit-sharing  or  stock  bonus  plan". 

3  (2)  Claeification  of  eule  that  conteibu- 

4  tions  be  nonfoefeitable. — Subparagraph  (C)  of 

5  section  415(c)(3)  (relating  to  special  rules  for  perma- 

6  nent  and  total  disability)  is  amended  by  striking  out  the 

7  last  sentence  and  inserting  in  lieu  thereof  the  following: 

8  'This  subparagraph  shall  apply  only  if  contributions 

9  made  with  respect  to  amounts  treated  as  compensation 

10  under    this    subparagraph    are    nonforfeitable  when 

11  made.,, 

12  SEC.  614.  MISCELLANEOUS  PROVISIONS. 

13  (a)  Amendment  Related  to  Section  255. — Subsec- 

14  tion  (c)  of  section  811  (relating  to  special  rule  for  dividends  to 

15  policyholders  under  reinsurance  contracts)  is  amended  by 

16  striking  out  ' 'conventional  coinsurance  contract"  and  insert- 

17  ing  in  lieu  thereof  "reinsurance  contract". 

18  (b)  Amendment  Related  to  Section  281  A. — Para- 

19  graph  (2)  of  section  281A(b)  of  the  Tax  Equity  and  Fiscal 

20  Responsibility  Act  of  1982  is  amended  by  striking  out  "sub- 

21  section  (a)"  and  inserting  in  lieu  thereof  "paragraph  (1)". 

22  (c)  Amendment  Related  to  Section  292. — Para- 

23  graph  (2)  of  section  7430(a)  (relating  to  awarding  of  court 

24  costs  and  certain  fees)  is  amended  by  striking  out  "including 
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1  the  Tax  Court"  and  inserting  in  lieu  thereof  "including  the 

2  Tax  Court  and  the  United  States  Claims  Court". 

3  (d)  Amendment  Eelated  to  Section  314. — Sub- 

4  paragraph  (E)  of  section  6678(3)  is  amended  by  striking  out 

5  "section  6053(c)"  and  inserting  in  lieu  thereof  "section 

6  6053". 

7  (e)  Amendments  Related  to  Section  323. — 

8  (1)  Subsection  (b)  of  section  5684  is  amended — 

9  (A)  by  striking  out  "Section  6660"  in  the 

10  heading  and  inserting  in  lieu  thereof  "Section 

11  6662",  and 

12  (B)  by  striking  out  "section  6660(a)"  in  the 

13  text    and    inserting    in    lieu    thereof  "section 

14  6662(a)". 

15  (2)  Subsection  (c)  of  section  5761  is  amended — 

16  (A)  by  striking  out  "Section  6660"  in  the 

17  heading  and  inserting  in  lieu  thereof  "Section 

18  6662",  and 

19  (B)  by  striking  out  "section  6660(a)"  in  the 

20  text    and    inserting    in    lieu    thereof  "section 

21  6662(a)". 

22  (f)  Amendments  Related  to  Section  334. — 

23  (1)  Claeification  that  death  benefit  ex- 

24  clusion  applies  to  distributions  under  sec- 

25  tion  403(b). — Subparagraph  (C)  of  section  3405(b)(2) 
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1  (relating  to  special  rule  for  distributions  by  reason  of 

2  death)  is  amended  to  read  as  follows: 

3  "(C)  Special  rule  for  distributions  by 

4  reason  of  death. — In  the  case  of  any  nonperi- 

5  odic  distribution  from  or  under  any  plan  or  con- 

6  tract   described  in   section   401(a),   403(a),  or 

7  403(b)— 

8  "(i)  which  is  made  by  reason  of  a  par- 

9  ticipant's  death,  and 

10  "(ii)  with  respect  to  which  the  require- 

11  ments  of  clauses  (ii)  and  (iv)  of  subsection 

12  (d)(4)(A)  are  met, 

13  subparagraph  (A)  or  (B)  (as  the  case  may  be)  shall 

14  be  applied  by  taking  into  account  the  exclusion 

15  from  gross  income  provided  by  section  101(b) 

16  (whether  or  not  allowable)." 

17  (2)  Clarification  of  credit  for  withheld 

18  amounts. — Paragraph  (1)  of  section  31(a)  is  amended 

19  by  striking  out  "under  section  3402  as  tax  on  the 

20  wages  of  any  individual"  and  inserting  in  lieu  thereof 

21  "as  tax  under  chapter  24". 

22  (3)  Penalty  for  failure  to  give  notice. — 

23  Section  6652  (relating  to  penalty  for  failure  to  file  cer- 

24  tain  information  returns,  registration  statements,  etc.) 

25  is  amended  by  redesignating  subsection  (i)  as  subsec- 
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1  tion  (j)  and  by  inserting  after  subsection  (h)  the  follow- 

2  ing  new  subsection: 

3  "(i)  Failuke  To  Give  Notice  to  Recipients  of 


4  Ceetain  Pension,  Etc.,  Disteibutions. — In  the  case  of 

5  each  failure  to  provide  notice  as  required  by  section 

6  3405(d)(10)(B),  at  the  time  prescribed  therefor,  unless  it  is 

7  shown  that  such  failure  is  due  to  reasonable  cause  and  not  to 

8  willful  neglect,  there  shall  be  paid,  on  notice  and  demand  of 

9  the  Secretary  and  in  the  same  manner  as  tax,  by  the  person 

10  failing  to  provide  such  notice,  an  amount  equal  to  $10  for 

11  each  such  failure,  but  the  total  amount  imposed  on  such 

12  person  for  all  such  failures  during  any  calendar  year  shall  not 

13  exceed  $5,000." 


14  (4)  Exception  foe  amounts  paid  to  nonees- 

15  ide  nt     aliens. — Subparagraph     (B)     of  section 

16  3405(d)(1)  (relating  to  exceptions)  is  amended  by  strik- 

17  ing  out  "and"  at  the  end  of  clause  (i),  by  striking  out 

18  the  period  at  the  end  of  clause  (ii)  and  inserting  in  lieu 

19  thereof  ",  and",  and  by  adding  at  the  end  thereof  the 

20  following  new  clause: 

21  "(iii)  any  amount  which  is  subject  to 

22  withholding  under  subchapter  A  of  chapter  3 

23  (relating  to  withholding  of  tax  on  nonresident 

24  aliens    and   foreign    corporations)    by  the 
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1  person  paying  such  amount  or  which  would 

2  be  so  subject  but  for  a  tax  treaty." 

3  (5)    Claeification   of   amount  withheld 

4  where  employer  security  distributed. — para- 

5  graph  (8)  of  section  3405(d)  (relating  to  maximum 

6  amount  withheld)  is  amended  by  adding  at  the  end 

7  thereof  the  following  new  sentence:  "No  amount  shall 

8  be  required  to  be  withheld  under  this  section  in  the 

9  case  of  any  designated  distribution  which  consists  only 

10  of  employer  securities  of  the  employer  corporation 

11  (within  the  meaning  of  section  402(a)(3))  and  cash  (not 

12  in  excess  of  $200)  in  lieu  of  fractional  shares." 

13  (g)  Amendment  Related  to  Section  337. — Subsec- 

14  tion  (d)  of  section  982  (relating  to  admissibility  of  documenta- 

15  tion  maintained  in  foreign  countries)  is  amended  by  striking 

16  out  paragraph  (3)  and  by  redesignating  paragraph  (4)  as 

17  paragraph  (3). 

18  (h)  Amendment  Related  to  Section  339. — Para- 

19  graph  (1)  of  section  6038A(c)  (defining  control)  is  amended  by 

20  striking  out  "section  6038(d)(1)"  and  inserting  in  lieu  thereof 

21  "section  6038(e)(1)". 

22  (i)  Amendment  Related  to  Section  345. — Subsec- 

23  tion  (b)  of  section  345  of  the  Tax  Equity  and  Fiscal  Respon- 

24  sibility  Act  of  1982  (relating  to  effective  date)  is  amended  by 
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1  striking  out  "taking  effect  on"  and  inserting  in  lieu  thereof 

2  "taking  effect  on  or  after". 

3  (j)  Amendment  Related  to  Section  346. — Subpar- 

4  agraph  (B)  of  section  346(c)(2)  of  the  Tax  Equity  and  Fiscal 

5  Responsibility  Act  of  1982  is  amended  to  read  as  follows: 

6  "(B)  Subparagraph  (A)  of  section  6601(d)(2) 

7  is  amended  by  striking  out  'the  last  day  of  each 

8  place  it  appears  and  inserting  in  lieu  thereof  'the 

9  filing  date  for'." 

10  (k)  Amendments  Related  to  Title  IV. — 

11  (1)  Extension  of  paetneeship  audit  peovi- 

12  sions  to  entities  filing  paetneeship  eetuens, 

13  etc. — Subchapter  C  of  chapter  63  (relating  to  tax 

14  treatment  of  partnership  items)  is  amended  by  adding 

15  at  the  end  thereof  the  following  new  section: 

16  "SEC.  6233.  EXTENSION  TO  ENTITIES  FILING  PARTNERSHIP 

17  RETURNS,  ETC. 

18  "(a)  Geneeal  Rule. — If  a  partnership  return  is  filed 


19  by  an  entity  for  a  taxable  year  but  it  is  determined  that  the 

20  entity  is  not  a  partnership  for  such  year,  then,  to  the  extent 

21  provided  in  regulations,  the  provisions  of  this  subchapter  are 

22  hereby  extended  in  respect  of  such  year  to  such  entity  and  its 

23  items  and  to  persons  holding  an  interest  in  such  entity. 

24  "(b)  Similae  Rules  in  Ceetain  Cases. — If  for  any 

25  taxable  year — 
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1  "(1)  an  entity  files  a  return  as  an  S  corporation 

2  but  it  is  determined  that  the  entity  was  not  an  S  cor- 

3  poration  for  such  year,  or 

4  "(2)  a  partnership  return  or  S  corporation  return 

5  is  filed  but  it  is  determined  that  there  is  no  entity  for 

6  such  taxable  year, 

7  then,  to  the  extent  provided  in  regulations,  rules  similar  to 

8  the  rules  of  subsection  (a)  shall  apply." 

9  (2)  Technical  and  cleeical  amendments. — 

10  (A)  Subparagraph  (B)  of  section  6230(c)(1)  is 

11  amended  by  striking  out  "(or  erroneously  comput- 

12  ed  the  amount  of  any  such  credit  or  refund)". 

13  (B)  Paragraph  (9)   of  section   6231(a)  is 

14  amended  by  striking  out  "electing  small  business 

15  corporation"  and  inserting  in  lieu  thereof  "S  cor- 

16  poration". 

17  (C)  Subsection  (f)  of  section  6231  is  amended 

18  by  striking  out  "such  deduction  or  credit"  and  in- 

19  serting  in  lieu  thereof  "such  loss  or  credit". 

20  (D)  The  table  of  sections  for  subpart  C  of 

21  chapter  63  is  amended  by  adding  at  the  end 

22  thereof  the  following  new  item: 

"Sec.  6233.  Extension  to  entities  filing  partnership  returns,  etc." 

23  (E)  Paragraph  (3)   of  section  6501(q)  is 

24  amended  to  read  as  follows: 

25  "(3)  Ceoss  eefeeence. — 
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"For  extension  of  period  for  windfall  profit  tax  items 
of  partnerships,  see  section  6229  as  made  applicable  by 
section  6232." 

1  (F)  Paragraph  (3)  of  section  6511(h)  is 

2  amended  to  read  as  follows: 

3  "(3)  Ceoss  eefeeence. — 

"For  period  of  limitation  for  windfall  profit  tax  items 
of  partnerships,  see  section  6227(a)  and  subsections  (c) 
and  (d)  of  section  6230  as  made  applicable  by  section 
6232." 

4  (G)  Subsection  (h)  of  section  7422  is  amend- 

5  ed  by  striking  out  "section  6131(a)(3)"  and  insert- 

6  ing  in  lieu  thereof  "section  6231(a)(3)". 

7  (H)  Subparagraph  (B)  of  section  6231(b)(2) 

8  (relating  to  items  cease  to  be  partnership  items  in 

9  certain  cases)  is  amended  by  striking  out  "section 

10  6227(b)"  and  inserting  in  lieu  thereof  "section 

11  6227(c)". 

12  SEC  615.  EFFECTIVE  DATE. 

13  Any  amendment  made  by  this  subtitle  shall  take  effect 

14  as  if  included  in  the  provision  of  the  Tax  Equity  and  Fiscal 

15  Eesponsibility  Act  of  1982  to  which  such  amendment  relates. 
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1  Subtitle  B — Amendments  Related  to 

2  Subchapter  S  Revision  Act  of  1982; 

3  Etc. 

4  SEC.  621.  TECHNICAL  CORRECTIONS  OF  SUBCHAPTER  S  REVI- 

5  SION  ACT  OF  1982. 

6  (a)  Limitation  on  Recognition  of  Gain  in  the 

7  Case  of  Certain  Distributions. — 

8  (1)  Section  1363  (relating  to  effect  of  election  on 

9  corporation)  is  amended  by  adding  at  the  end  thereof 

10  the  following  new  subsection: 

11  "(e)  Subsection  (d)  Not  To  Apply  to  Complete 

12  Liquidations  and  Reorganizations. — Subsection  (d) 

13  shall  not  apply  to  any  distribution — 

14  "(1)  of  property  in  complete  liquidation  of  the  cor- 

15  poration,  or 

16  "(2)  to  the  extent  it  consists  of  property  permitted 

17  by  section  354,  355,  or  356  to  be  received  without  the 

18  recognition  of  gain." 

19  (2)  Subsection  (d)  of  section  1363  is  amended  by 

20  striking  out  "If"  and  inserting  in  lieu  thereof  "Except 

21  as  provided  in  subsection  (e),  if". 

22  (b)   Coordination  With  Rules  Relating  to 

23  Income  From  Discharge  of  Indebtedness. — 

24  (1)  Paragraph  (2)  of  section  1363(c)  (relating  to 

25  elections  of  the  S  corporation)  is  amended  by  striking 
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1  out  subparagraph  (A)  and  by  redesignating  subpara- 

2  graphs  (B),  (C),  and  (D)  as  subparagraphs  (A),  (B),  and 

3  (C),  respectively. 

4  (2)  Subsection  (d)  of  section  108  (relating  to 

5  income  from  discharge  of  indebtedness)  is  amended  by 

6  redesignating  paragraphs  (7),  (8),  and  (9)  as  paragraphs 

7  (8),  (9),  and  (10),  respectively,  by  striking  out  para- 

8  graph  (6),  and  by  inserting  after  paragraph  (5)  the  fol- 

9  lowing  new  paragraphs: 

10  "(6)  Subsections  (a),  (b),  and  (c)  to  be  ap- 

11  plied  at  paetnee  level. — In  the  case  of  a  partner- 

12  ship,  subsections  (a),  (b),  and  (c)  shall  be  applied  at  the 

13  partner  level. 

14  "(7)  Special  eules  foe  s  coepoeation. — 

15  "(A)  Subsections  (a),  (b),  and  (c)  to  be 

16  applied  at  coepoeate  level. — In  the  case  of 

17  an  S  corporation,  subsections  (a),  (b),  and  (c)  shall 

18  be  applied  at  the  corporate  level. 

19  "(B)  Reduction  in  caeeyovee  of  disal- 

20  lowed  losses  and  deductions. — In  the  case 

21  of  an  S  corporation,  for  purposes  of  subparagraph 

22  (A)  of  subsection  (b)(2),  any  loss  or  deduction 

23  which  is  disallowed  for  the  taxable  year  of  the 

24  discharge  under  section  1366(d)(1)  shall  be  treated 

25  as  a  net  operating  loss  for  such  taxable  year. 
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1  "(C)  COORDINATION  WITH  BASIS  ADJUST- 

2  MENTS    UNDER    SECTION    13  67(b)(2). — For  pw- 

3  poses  of  subsection  (e)(6),  a  shareholder's  adjusted 

4  basis  in  indebtedness  of  an  S  corporation  shall  be 

5  determined  without  regard  to  any  adjustments 

6  made  under  section  1367(b)(2)." 

7  (c)  Treatment  of  Inactive  Subsidiaries. — Para- 

8  graph  (6)  of  section  1361(c)  (relating  to  ownership  of  stock  in 

9  certain  inactive  corporations)  is  amended  to  read  as  follows: 

10  "(6)  Ownership  of  stock  in  certain  inac- 

11  tive   corporations. — For  purposes   of  subsection 

12  (b)(2)(A),  a  corporation  shall  not  be  treated  as  a 

13  member  of  an  affiliated  group  during  any  period  within 

14  a  taxable  year  by  reason  of  the  ownership  of  stock  in 

15  another  corporation  if  such  other  corporation — 

16  "(A)  has  not  begun  business  at  any  time  on 

17  or  before  the  close  of  such  period,  and 

18  "(B)  does  not  have  gross  income  for  such 

19  period." 

20  (d)  Treatment  of  Worthless  Debt. — Paragraph 

21  (3)  of  section  1367(b)  (relating  to  coordination  with  section 

22  165(g))  is  amended  to  read  as  follows: 

23  "(3)  Coordination  with  sections  165(g)  and 

24  166(d). — This  section  and  section  1366  shall  be  applied 

25  before  the  application  of  sections  165(g)  and  166(d)  to 


747 

1  any  taxable  year  of  the  shareholder  or  the  corporation 

2  in  which  the  security  or  debt  becomes  worthless." 

3  (e)  Adjustment  to  Eaenings  and  Peofits  for  Ee- 

4  captuee  Undee  Section  47. — 

5  (1)  Subsection  (d)  of  section  1371  (relating  to  co- 

6  ordination  with  investment  credit  recapture)  is  amend- 

7  ed  by  adding  at  the  end  thereof  the  following  new 

8  paragraph: 

9  "(3)  Adjustment  to  eaenings  and  peofits 

10  foe  amount  of  ee captuee. — Paragraph  (1)  of  sub- 

11  section  (c)  shall  not  apply  to  any  increase  in  tax  under 

12  section  47  for  which  the  S  corporation  is  liable." 

13  (2)  Paragraph  (1)  of  section  1371(c)  is  amended 

14  by  striking  out  "paragraphs  (2)  and  (3)"  and  inserting 

15  in  lieu  thereof  "paragraphs  (2)  and  (3)  and  subsection 

16  (d)(3)". 

17  (f)  Qualified  Subchaptee  S  Teusts. — 

18  (1)  Geace  peeiod. — Subparagraph  (D)  of  section 

19  1361(d)(2)  (relating  to  grace  period)  is  amended  by 

20  striking  out  "60  days"  and  inserting  in  lieu  thereof 

21  "75  days". 

22  (2)  Definition  of  qualified  subchaptee  s 

23  teust. — Subsection  (d)  of  section  1361  (relating  to 

24  special  rule  for  qualified  subchapter  S  trust)  is  amended 
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1  by  striking  out  paragraphs  (3)  and  (4)  and  inserting  in 

2  lieu  thereof  the  following: 

3  "(3)  Qualified  subchaptee  s  trust. — For 

4  purposes  of  this  subsection,  the  term  'qualified  sub- 

5  chapter  S  trust'  means  a  trust — 

6  "(A)  the  terms  of  which  require  that — 

7  "(i)  during  the  life  of  the  current  income 

8  beneficiary,  there  shall  be  only  1  income 

9  beneficiary  of  the  trust, 

10  "(ii)  any  corpus  distributed  during  the 

11  life  of  the  current  income  beneficiary  may  be 

12  distributed  only  to  such  beneficiary, 

13  "(hi)  the  income  interest  of  the  current 

14  income  beneficiary  in  the  trust  shall  termi- 

15  nate  on  the  earlier  of  such  beneficiary's 

16  death  or  the  termination  of  the  trust,  and 

17  "(iv)  upon  the  termination  of  the  trust 

18  during  the  life  of  the  current  income  benefici- 

19  ary,  the  trust  shall  distribute  all  of  its  assets 

20  to  such  beneficiary,  and 

21  "(B)  all  of  the  income  (within  the  meaning  of 

22  section  643(b))  of  which  is  distributed  (or  required 

23  to  be  distributed)  currently  to  1  individual  who  is 

24  a  citizen  or  resident  of  the  United  States. 

25  "(4)  Trust  ceasing  to  be  qualtft^ 
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1  "(A)  Failure  to  meet  requirements  of 

2  paragraph  (3)(A). — If  a  qualified  subchapter  S 

3  trust  ceases  to  meet  any  requirement  of  paragraph 

4  (3)(A),  the  provisions  of  this  subsection  shall  not 

5  aPPty  to  such  trust  as  of  the  date  it  ceases  to 

6  meet  such  requirement. 

7  "(B)  Failure  to  meet  requirements  of 

8  paragraph  (3)(B). — If  any  qualified  subchapter  S 

9  trust  ceases  to  meet  any  requirement  of  paragraph 

10  (3)(B)  but  continues  to  meet  the  requirerments  of 

11  paragraph  (3)(A),  the  provisions  of  this  subsection 

12  shall  not  apply  to  such  trust  as  of  the  first  day  of 

13  the  first  taxable  year  beginning  after  the  first  tax- 

14  able  year  for  which  it  failed  to  meet  the  require- 

15  ments  of  paragraph  (3)(B)." 

16  (3)  Technical  amendment. — Clause  (i)  of  sec- 

17  tion  1361(d)(2)(B)  (relating  to  separate  election  with 

18  respect  to  each  S  corporation)  is  amended  by  striking 

19  out  "S  corporation"  each  place  it  appears  and  inserting 

20  in  lieu  thereof  "corporation". 

21  (g)  Coordination  With  Section  338. — 

22  (1)  Paragraph  (6)  of  section  1362(e)  (relating  to 

23  treatment  Of  S  termination  year)  is  amended  by  adding 

24  at  the  end  thereof  the  following  new  subparagraph: 


31-409  O  -  84  -  49  BK  1 
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1  "(C)   PARAGEAPH   (2)    NOT    TO    APPLY  TO 

2  ITEMS  RESULTING  FROM   SECTION   3  3  8. — Para- 

3  graph  (2)  shall  not  apply  with  respect  to  any  item 

4  resulting  from  the  application  of  section  338." 

5  (2)  Paragraph  (2)  of  section  1362(e)  is  amended 

6  by  striking  out  "as  provided  in  paragraph  (3)"  and  in- 

7  serting  in  lieu  thereof  "as  provided  in  paragraphs  (3) 

8  and  (6X0". 

9  (h)  Election  To  Have  Items  Assigned  to  Short 


10  Taxable  Year  Under  Normal  Accounting  Rules. — 

11  Subparagraph  (B)  of  section  1362(e)(3)  (relating  to  election  to 

12  have  items  assigned  to  each  short  taxable  year  under  normal 

13  accounting  rules)  is  amended  to  read  as  follows: 


14  "(B)  Shareholders  must  consent  to 

15  election. — An  election  under  this  subsection 

16  shall  be  valid  only  if  all  persons  who  are  share- 

17  holders  in  the  corporation  at  any  time  during  the 

18  S  short  year  and  all  persons  who  are  shareholders 

19  in  the  corporation  on  the  first  day  of  the  C  short 

20  year  consent  to  such  election." 

21  (i)  Election  To  Have  New  Passive  Income  Rules 


22  Not  Apply  During  1982. — Paragraph  (3)  of  section  6(b)  of 

23  the  Subchapter  S  Revision  Act  of  1982  (relating  to  new  pas- 

24  sive  income  rules  apply  to  taxable  years  beginning  during 

25  1982)  is  amended  by  adding  at  the  end  thereof  the  following 
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1  new  sentences:  "The  preceding  sentence  shall  not  apply  in 

2  the  case  of  any  corporation  which  elects  (at  such  time  and  in 

3  such  manner  as  the  Secretary  of  the  Treasury  or  his  delegate 

4  shall  prescribe)  to  have  such  sentence  not  apply.  Subsection 

5  (e)  shall  not  apply  to  any  termination  resulting  from  an  elec- 

6  tion  under  the  preceding  sentence." 

7  (j)  S  COEPOEATION  TEEATED  AS  PAETNEESHIP  FOE 

8  Pueposes  of  Section  318. — Paragraph  (5)  of  section 

9  318(a)  (relating  to  constructive  ownership  of  stock)  is 

10  amended  by  adding  at  the  end  thereof  the  following  new 

11  subparagraphs: 


12  "(E)  S  COEPOEATION  TEEATED  AS  PAET- 

13  nee  ship. — For  purposes  of  this  subsection — 

14  "(i)  an  S  corporation  shall  be  treated  as 

15  a  partnership,  and 

16  "(ii)  any  shareholder  of  the  S  corpora- 

17  tion  shall  be  treated  as  a  partner  of  such 

18  partnership. 

19  The  preceding  sentence  shall  not  apply  for  pur- 

20  poses  of  determining  whether  stock  in  the  S  cor- 

21  poration  is  constructively  owned  by  any  person." 

22  (k)  Claeification  of  Teeatment  of  Ceetain 


23  Elections  Undee  Peioe  Law. — Subsection  (e)  of  section 

24  6  of  the  Subchapter  S  Revision  Act  of  1982  (relating  to 

25  treatment  of  certain  elections  under  prior  law)  is  amended  by 
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1  striking  out  "any  termination' '  and  inserting  in  lieu  thereof 

2  "any  termination  or  revocation". 

3  (1)   Elections   for   Certain   Short  Taxable 

4  Years. — Subsection  (b)  of  section  1362  (relating  to  when 

5  subchapter  S  election  made)  is  amended  by  adding  at  the  end 

6  thereof  the  following  new  paragraph: 

7  "(4)  Taxable  years  of  2V2   months  or 

8  less. — For  purposes  of  this  subsection,  an  election  for 

9  a  taxable  year  made  not  later  than  2  months  and  15 

10  days  after  the  first  day  of  the  taxable  year  shall  be 

11  treated  as  timely  made  during  such  year." 

12  (m)  Taxable  Year  of  Existing  S  Corpora- 

13  tions. — Paragraph  (1)  of  section  1378(c)  (relating  to  exist- 

14  ing  S  corporations  required  to  use  permitted  year  after  50- 

15  percent  shift  in  ownership)  is  amended  by  striking  out  '  'which 

16  includes  December  31,  1982"  and  inserting  in  lieu  thereof 

17  "which  includes  December  31,  1982  (or  which  is  an  S  corpo- 

18  ration  for  a  taxable  year  beginning  during  1983  by  reason  of 

19  an  election  made  on  or  before  October  19,  1982)". 

20  (n)  Eeferences  to  Prior  Law. — Subsection  (b)  of 

21  section  1379  (relating  to  references  to  prior  law  included)  is 

22  amended  to  read  as  follows: 

23  "(b)  Eeferences  to  Prior  Law  Included. — Any 

24  references  in  this  title  to  a  provision  of  this  subchapter  shall, 

25  to  the  extent  not  inconsistent  with  the  purposes  of  this  sub- 
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1  chapter,  include  a  reference  to  the  corresponding  provision  as 

2  in  effect  before  the  enactment  of  the  Subchapter  S  Revision 

3  Act  of  1982/' 

4  (o)  Election  to  Teeat  Distributions  as  Divi- 

5  dends  During  Certain  Post-Termination  Transition 

6  Periods. — Subsection  (e)  of  section  1371  (relating  to  coordi- 

7  nation  with  subchapter  C)  is  amended  to  read  as  follows: 

8  "(e)  Cash  Distributions  During  Post-Termina- 

9  tion  Transition  Period.— 

10  "(1)  In  general. — Any  distribution  of  money  by 

11  a  corporation  with  respect  to  its  stock  during  a  post- 
12  termination  transition  period  shall  be  applied  against 

13  and  reduce  the  adjusted  basis  of  the  stock,  to  the 

14  extent  that  the  amount  of  the  distribution  does  not 

15  exceed  the  accumulated  adjustments  account. 

16  "(2)    Election    to    distribute  earnings 

17  first. — An  S  corporation  may  elect  to  have  para- 

18  graph  (1)  not  apply  to  all  distributions  made  during  a 

19  post-termination  transition  period  described  in  section 

20  1377(b)(1)(A).   Such  election  shall  not  be  effective 

21  unless  all  shareholders  of  the  S  corporation  to  whom 

22  distributions  are  made  by  the  S  corporation  during 

23  such  post-termination  transition  period  consent  to  such 

24  election." 
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1  (p)  Corporate  Preference  Rules  Applied  to  S 

2  Corporations  Which  Were  Recent  C  Corpora- 

3  tions. — Subsection  (b)  of  section  1363  (relating  to  computa- 

4  tion  of  corporation's  taxable  income)  is  amended  by  striking 

5  out  "and"  at  the  end  of  paragraph  (2),  by  striking  out  the 

6  period  at  the  end  of  paragraph  (3)  and  inserting  in  lieu  there- 

7  of  ",  and",  and  by  adding  at  the  end  thereof  the  following 

8  new  paragraph: 

9  "(4)  section  291  shall  apply  if  the  S  corporation 

10  (or  any  predecessor)  was  a  C  corporation  for  any  of  the 

11  3  immediately  preceding  taxable  years." 

12  (q)  Treatment  of  Stock  Held  by  Estate  of 

13  Qualified     Transferor. — Clause     (i)     of  section 

14  1378(c)(3)(B)  (relating  to  existing  S  corporations  required  to 

15  use  permitted  year  after  50-percent  shift  in  ownership)  is 

16  amended  by  striking  out  "who  held"  and  inserting  in  lieu 

17  thereof  "who  (or  whose  estate)  held". 

18  (r)  Amendments  Related  to  Accumulated  Ad- 

19  justments  Account. — 

20  (1)  Subparagraph  (A)  of  section  1368(e)(1)  (defin- 

21  ing  accumulated  adjustments  account)  is  amended  by 

22  striking  out  "(except  that"  and  all  that  follows  through 

23  the  end  thereof  and  inserting  in  lieu  thereof  the  follow- 

24  ing:  "(except  that  no  adjustment  shall  be  made  for 

25  income  (and  related  expenses)  which  is  exempt  from 


1  tax  under  this  title  and  the  phrase  '(but  not  below 

2  zero)'  shall  be  disregarded  in  section  1367(b)(2)(A))". 

3  (2)  Subsection  (c)  of  section  1368  (relating  to  S 

4  corporation  having  earning  and  profits)  is  amended  by 

5  adding  at  the  end  thereof  the  following  new  sentence: 

6  "If  the  distributions  during  the  taxable  year  exceed  the 

7  amount  in  the  accumulated  adjustments  account  at  the 

8  close  of  the  taxable  year,  for  purposes  of  this  subsec- 

9  tion,  the  balance  of  such  account  shall  be  allocated 

10  among  such  distributions  in  proportion  to  their  respec- 

11  tive  sizes." 

12  (s)  Special  Rules  foe  Certain  Expenses  of  S 

13  Corporations. — Paragraph  (1)  of  section  267(f)  (as  in 

14  effect  on  the  day  before  the  date  of  the  enactment  of  this  Act) 

15  is  amended  by  striking  out  all  that  follows  subparagraph  (B) 

16  and  inserting  in  lieu  thereof  the  following:  "then  any  deduc- 

17  tion  allowable  under  such  sections  in  respect  of  such  amount 

18  shall  be  allowable  as  of  the  day  as  of  which  such  amount  is 

19  includible  in  the  gross  income  of  the  person  to  whom  the 

20  payment  is  made  (or,  if  later,  as  of  the  day  on  which  it  would 

21  be  so  allowable  but  for  this  paragraph)." 

22  (t)  Pro  Rata  Allocation  for  S  Termination 

23  Year  Not  to  Apply  if  50-Percent  Change  in  Owner- 

24  ship. — Paragraph  (6)  of  section  1362(e)  (relating  to  special 
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1  rules)  is  amended  by  adding  at  the  end  thereof  the  following 

2  new  subparagraph: 


3  "(C)  Pro  eata  allocation  foe  s  teemi- 

4  NATION  YEAE   NOT   TO   APPLY   IF  50-PEECENT 

5  change  in  owneeship. — Paragraph  (2)  shall 

r 

6  not  apply  to  an  S  termination  year  if  there  is  a 

7  sale  or  exchange  of  50  percent  or  more  of  the 

8  stock  in  such  corporation  during  such  year." 

9  (u)  Cleeical  Amendments. — 

10  (1)  Subparagraph  (B)  of  section  465(a)(1)  (relating 

11  to  limitation  to  amount  at  risk)  is  amended  by  striking 

12  out  "a  corporation"  and  inserting  in  lieu  thereof  "a  C 

13  corporation". 

14  (2)  Subsection  (e)  of  section  1371  (relating  to  cash 

15  distributions  during  post-termination  transition  period) 

16  is  amended  by  inserting  before  the  period  at  the  end 

17  thereof  the  following:  "(within  the  meaning  of  section 

18  1368(e))". 

19  (3)  Paragraph  (2)  of  section  6659(f)  is  amended  by 

20  striking  out  "section  465(a)(1)(C)"  and  inserting  in  lieu 

21  thereof  "section  465(a)(1)(B)". 

22  (4)  Subparagraph  (C)  of  section  6362(d)(2)  is 

23  amended  by  striking  out  "electing  small  business  cor- 

24  poration  (within  the  meaning  of  section  1371(a))"  and 

25  inserting  in  lieu  thereof  "an  S  corporation". 
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1  (v)  Effective  Dates. — 

2  (1)  In  general. — Except  as  provided  in  para- 

3  graph  (2),  any  amendment  made  by  this  section  shall 

4  take  effect  as  if  included  in  the  Subchapter  S  Revision 

5  Act  of  1982. 

6  (2)  Amendment  made  by  subsection  (b)(2). — 

7  Subparagraph  (C)  of  section  108(d)(7)  of  the  Internal 

8  Revenue  Code  of  1954  (as  amended  by  subsection 

9  (b)(2))  shall  apply  to  contributions  to  capital  after  De- 

10  cember  31,  1980,  in  taxable  years  ending  after  such 

11  date. 

12  (3)  Amendment  made  by  subsection  (g)(1)  — 

13  If— 

14  (A)  any  portion  of  a  qualified  stock  purchase 

15  is  pursuant  to  a  binding  contract  entered  into  on 

16  or  after  October  19,  1982,  and  before  the  date  of 

17  the  enactment  of  this  Act,  and 

18  (B)  the  purchasing  corporation  establishes  by 

19  clear  and  convincing  evidence  that  such  contract 

20  was  negotiated  on  the  contemplation  that,  with 

21  respect  to  the  deemed  sale  under  section  338  of 

22  the  Internal  Revenue  Code  of  1954,  paragraph 

23  (2)  of  section  1362(e)  of  such  Code  would  apply, 
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1  then  the  amendment  made  by  paragraph  (1)  of  subsec- 

2  tion  (g)  shall  not  apply  to  such  qualified  stock  pur- 

3  chase. 

4  (4)  Amendment  made  by  subsection  (t). — If — 

5  (A)  on  or  before  the  date  of  the  enactment  of 

6  this  Act  50  percent  or  more  of  the  stock  of  an  S 

7  corporation  has  been  sold  or  exchanged  in  1  or 

8  more  transactions,  and 

9  (B)  the  person  (or  persons)  acquiring  such 

10  stock  establish  by  clear  and  convincing  evidence 

11  that  such  acquisitions  were  negotiated  on  the  con- 

12  templation  that  paragraph  (2)  of  section  1262(e)  of 

13  the  Internal  Revenue  Code  of  1954  would  apply 

14  to  the  S  termination  year  in  which  such  sales  or 

15  exchanges  occur, 

16  then  the  amendment  made  by  subsection  (t)  shall  not 

17  apply  to  such  S  termination  year. 

18  SEC.  622.  MISCELLANEOUS  PROVISIONS. 

19  (a)  Amendments  Related  to  Technical  Coeeec- 

20  tions  Act  of  1982. — 

21  (1)  Paragraph  (12)  of  section  57(a)  (relating  to  ac- 

22  celerated  cost  recovery  deduction)  is  amended — 

23  (A)  by  striking  out  "(or,  in  the  case  of  prop- 

24  erty  described  in  section  167(k),  under  section 

25  167)"  in  subparagraph  (A),  and 


1  (B)  by  inserting  "(or,  in  the  case  of  property 

2  described  in  section  167(k),  under  section  167)" 

3  after  "section  168(a)"  in  subparagraph  (B). 

4  (2)  Subparagraph  (A)  of  section  1256(g)(1)  (defin- 

5  ing  foreign  currency  contract)  is  amended  by  inserting 

6  after  "regulated  futures  contracts"  the  following:  "(or 

7  the  settlement  of  which  depends  on  the  value  of  such  a 

8  currency)". 

9  (3)  Subclause  (I)  of  section  306(a)(8)(A)(ii)  of  the 

10  Technical  Corrections  Act  of  1982  is  amended  by 

11  striking  out  "the  date  of  the  enactment  of  the  Tax 

12  Equity  and  Fiscal  Responsibility  Act  of  1982"  and  in- 

13  serting  in  lieu  thereof  "September  1,  1982". 

14  (4)(A)  Subparagraph  (D)  of  section  105(c)(5)  of  the 

15  Technical  Corrections  Act  of  1982  is  amended  by 

16  adding  at  the  end  thereof  the  following  new  clause: 

17  "(iv)  Election  by  taxpayer  with 

18  RESPECT    TO    CONTRACTS    ENTERED  INTO 

19  after  January  12,  1983. — In  lieu  of  the 

20  elections  under  clauses  (ii)  and  (hi),  a  taxpay- 

21  er  may  elect  to  have  the  amendments  made 

22  by  subparagraphs  (B)  and  (C)  apply  only 

23  with  respect  to  contracts  entered  into  after 

24  January  12,  1983." 
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1  (B)  Clause  (i)  of  section  105(c)(5)(D)  of  such  Act 

2  is  amended  by  striking  out  "clauses  (ii)  and  (iii)"  and 

3  inserting  in  lieu  thereof  "clauses  (ii),  (iii),  and  (iv)". 

4  (5)(A)  Subparagraph  (A)  of  section  172(b)(2)  (re- 

5  lating  to  amount  of  carrybacks  and  carryovers)  is 

6  amended  by  striking  out  "and  (6)"  and  inserting  in  lieu 

7  thereof  "and  (5)". 

8  (B)  Subsection  (d)  of  section  172  (relating  to 

9  modifications)  is  amended  by  redesignating  paragraphs 

10  (7)  and  (8)  as  paragraphs  (6)  and  (7),  respectively. 

11  (6)  Subsection  (b)  of  section  5684  is  amended  by 

12  striking  out  "subsections  (a)  and  (b)"  and  inserting  in 

13  lieu  thereof  "subsection  (a)". 

14  (7)  Any  amendment  made  by  this  subsection  shall 

15  take  effect  as  if  included  in  the  provisions  of  the  Tech- 

16  nical  Corrections  Act  of  1982  to  which  such  amend- 

17  ment  relates. 

18  (b)  COORDINATION  OF  CERTAIN  AMENDMENTS  MADE 


19  by  Highway  Revenue  Act  of  1982  and  Public  Law 

20  97-473. — For  purposes  of  applying  the  amendments  made 

21  by  section  547  of  the  Highway  Revenue  Act  of  1982  and  the 

22  amendment  made  by  section  202(b)(2)  of  Public  Law  97-473, 

23  Public  Law  97-473  shall  be  deemed  to  have  been  enacted 

24  immediately  before  the  Highway  Revenue  Act  of  1982. 
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1  (c)  No  Designation  of  Peincipal  Campaign  Com- 

2  mittee  Eequired  Where  Only  One  Political  Com- 

3  mittee. — Effective  for  taxable  years  beginning  after  De- 

4  cember  31,  1981,  subparagraph  (B)  of  section  527(h)(2)  (re- 

5  lating  to  special  rule  for  principal  campaign  committees)  is 

6  amended  by  adding  at  the  end  thereof  the  following  new  sen- 

7  tence:  '  'Nothing  in  this  subsection  shall  be  construed  to  re- 

8  quire  any  designation  where  there  is  only  one  political  com- 

9  mittee  with  respect  to  a  candidate." 

io  Subtitle  C — Amendments  Relating  to 


n  Highway  Revenue  Act  of  1982 

12  SEC.  631.  VALUE  OF  USED  COMPONENTS  FURNISHED  BY 

13  FIRST  USER  NOT  TAKEN  INTO  ACCOUNT  IN  DE- 

14  TERMINING  PRICE. 

15  Subparagraph  (B)  of  section  4052(b)(1)  (relating  to  de- 

16  termination  of  price)  is  amended  by  striking  out  "and"  at  the 

17  end  of  clause  (ii)  and  by  inserting  after  clause  (iii)  the  follow- 

18  ing  new  clause: 

19  "(iv)  the  value  of  any  component  of 

20  such  article  if — 

21  "(I)  such  component  is  furnished 

22  by  the  first  user  of  such  article,  and 

23  "(II)   such  component  has  been 

24  used  before  such  furnishing,  and". 
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1  SEC.  632.  CLARIFICATION  OF  APPLICATION  OF  GASOLINE 

2  EXCISE  TAX  TO  GASOHOL,  ETC. 

3  (a)  Gasoline  Excise  Tax  To  Apply  to  Gallon  of 

4  Gasohol. — 

5  (1)   In   geneeal. — Paragraph   (1)    of  section 

6  4081(c)  (relating  to  gasoline  mixed  with  alcohol)  is 

7  amended  to  read  as  follows: 

8  "(1)  In  general. — Under  regulations  prescribed 

9  by  the  Secretary,  subsection  (a)  shall  be  applied — 

10  "(A)  by  substituting  '4  cents'  for  '9  cents'  in 

11  the  case  of  the  sale  of  any  gasohol  (the  gasoline  in 

12  which  was  not  taxed  under  subparagraph  (B)), 

13  and 

14  "(B)  by  substituting  '4¥9  cents'  for  '9  cents' 

15  in  the  case  of  the  sale  of  any  gasoline  for  use  in 

16  producing  gasohol. 

17  For  purposes  of  this  paragraph,  the  term  'gasohol' 

18  means  any  mixture  of  gasoline  if  at  least  10  percent  of 

19  such  mixture  is  alcohol." 

20  (2)  Later  separation  of  gasoline. — Para- 

21  graph  (2)  of  section  4081(c)  is  amended — 

22  (A)  by  striking  out  "at  the  rate  of  4  cents  a 

23  gallon"  and  inserting  in  lieu  thereof  "at  a  rate 

24  equivalent  to  4  cents  a  gallon",  and 

25  (B)  by  striking  out  "5  cents  a  gallon"  and 

26  inserting  in  lieu  thereof  "4%  cents  a  gallon". 


1  (3)  Credit  or  refund. — Paragraph  (1)  of  sec- 

2  tion  6427(f)  (relating  to  gasoline  used  to  produce  cer- 

3  tain  alcohol  fuels)  is  amended  by  striking  out  "5  cents" 

4  and  inserting  in  lieu  thereof  "4%  cents". 

5  (b)  Lower  Floor  Stocks  Tax  on  Gasohol. — Sub- 


6  section  (a)  of  section  521  of  the  Highway  Revenue  Act  of 

7  1982  is  amended  by  inserting  "(4  cents  a  gallon  in  the  case 

8  of  a  gallon  of  gasohol,  as  defined  in  section  4081(c))"  after  "5 

9  cents  a  gallon". 

10  SEC.  633.  CERTAIN  CHAIN  OPERATORS  OF  RETAIL  GASOLINE 


1 1  STATIONS  TREATED  AS  PRODUCERS. 

12  (a)  In  General. — Subsection  (d)  of  section  4082  (de- 

13  fining  wholesale  distributor)  is  amended  to  read  as  follows: 

14  "(d)  Wholesale  Distributor. — As  used  in  subsec- 

15  tion  (a),  the  term  'wholesale  distributor'  includes — 

16  "(1)  any  person  who — 

17  "(A)  sells  gasoline  to  producers,  retailers,  or 

18  to  users  who  purchase  in  bulk  quantities  and  de- 
li) liver  into  bulk  storage  tanks,  or 

20  "(B)  purchases  gasoline  from  a  producer  and 

21  distributes  such  gasoline  to  10  or  more  retail  gas- 

22  oline  stations  under  common  management  with 

23  such  person, 

24  "(2)  but  only  if  such  person  elects  to  register  with 

25  respect  to  the  tax  imposed  by  section  4081. 
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1  Such  term  does  not  include  any  person  who  (excluding  the 

2  term  'wholesale  distributor'  from  subsection  (a))  is  a  producer 

3  or  importer." 

4  (b)  Effective  Date. — The  amendment  made  by  sub- 

5  section  (a)  shall  take  effect  on  the  first  day  of  the  first  calen- 

6  dar  quarter  beginning  after  the  date  of  the  enactment  of  this 

7  Act. 

8  SEC.  634.  OTHER  TECHNICAL  AMENDMENTS. 

9  (a)  Flook  Stocks  Refunds  foe  Tires  Taxed  at 

10  Lower  Rate  After  January  1,  1984. — 

11  (1)  In  general. — Paragraph  (1)  of  section  523(b) 

12  of  the  Highway  Revenue  Act  of  1982  (relating  to  floor 

13  stocks  refunds  for  tires)  is  amended  by  inserting  "(or 

14  will  be  subject  to  a  lower  rate  of  tax  under  such  sec- 

15  tion)"  after  "and  which  will  not  be  subject  to  tax  under 

16  such  section". 

17  (2)  Amount  of  refund  limited  to  reduction 

18  in  tax. — Paragraph  (2)  of  section  523(b)  of  such  Act 

19  is  amended  by  adding  at  the  end  thereof  the  following: 

20  "In  the  case  of  any  tire  which  is  a  tax-repealed  article 

21  solely  by  reason  of  the  parenthetical  matter  in  para- 

22  graph  (1),  the  amount  of  the  credit  or  refund  under 

23  subsection  (a)  shall  not  exceed  the  excess  of  the  tax 

24  imposed  with  respect  to  such  tire  by  section  4071(a)  as 

25  in  effect  on  December  31,  1983,  over  the  tax  which 
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1  would  have  been  imposed  with  respect  to  such  tire  by 

2  section  4071(a)  on  January  1,  1984." 

3  (b)  OVEKPAYMENTS  OF  TAX  ON  TEUCKS,  ETC.,  AND 

4  TlEES. — 

5  (1)  Teucks,  etc. — 

6  (A)  In  geneeal. — Subsection  (b)  of  section 

7  6416  (relating  to  special  cases  in  which  tax  pay- 

8  ments  considered  overpayments)  is  amended  by 

9  inserting  after  paragraph  (5)  the  following  new 

10  paragraph: 

11  "(6)    Teuck   chassis,    bodies,    and  semi- 

12  teailees  used  foe  fuethee  manufactuee. — if — 

13  "(A)  the  tax  imposed  by  section  4051  has 

14  been  paid  with  respect  to  the  sale  of  any  article, 

15  and 

16  "(B)  before  any  other  use,  such  article  is  by 

17  any  person  used  as  a  component  part  of  another 

18  article  taxable  under  section  4051  manufactured 

19  or  produced  by  him, 

20  such  tax  shall  be  deemed  to  be  an  overpayment  by 

21  such  person.  For  purposes  of  the  preceding  sentence, 

22  an  article  shall  be  treated  as  having  been  used  as  a 

23  component  part  of  another  article  if,  had  it  not  been 

24  broken  or  rendered  useless  in  the  manufacture  or  pro- 
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1  duction  of  such  other  article,  it  would  have  been  so 

2  used." 

3  (B)    Technical    amendment. — Subpara- 

4  graph  (B)  of  section  6416(a)(2)  is  amended  by 

5  striking  out  "or  (5)"  and  inserting  in  lieu  thereof 

6  "(5),  or  (6)". 

7  (2)  Tires.— 

8  (A)  In  general. — Paragraph  (4)  of  section 

9  6416(b)  (relating  to  tires)  is  amended  to  read  as 

10  follows: 

11  "(4)  Tires— If— 

12  "(A)  the  tax  imposed  by  section  4071  has 

13  been  paid  with  respect  to  the  sale  of  any  tire  by 

14  the  manufacturer,  producer,  or  importer  thereof, 

15  and 

16  "(B)  such  tire  is  sold  by  any  person  on  or  in 

17  connection  with,  or  with  the  sale  of,  any  other  ar- 

18  tide,  such  tax  shall  be  deemed  to  be  an  overpay- 

19  ment  by  such  person  if  such  other  article  is — 

20  "(i)  an  automobile  bus  chassis  or  an 

21  automobile  bus  body,  or 

22  "(ii)  by  such  person  exported,  sold  to  a 

23  State  or  local  government  for  the  exclusive 

24  use  of  a  State  or  local  government,  sold  to  a 

25  nonprofit  educational  organization  for  its  ex- 
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1  elusive  use,  or  used  or  sold  for  use  as  sup- 

2  plies  for  vessels  or  aircraft." 

3  (B)  Technical  amendments. — 

4  (i)  Paragraph  (2)  of  section  6416(b)  is 

5  amended  by  striking  out  subparagraph  (E). 

6  (ii)  Paragraph  (3)  of  section  6416(b)  (re- 

7  lating  to  tax-paid  articles  used  for  further 

8  manufacture,  etc.)  is  amended  by  striking  out 

9  subparagraph  (C). 

10  (iii)     Subparagraph    (C)     of  section 

11  6416(a)(1)  is  amended  by  striking  out  ", 

12  (b)(3)  (C)  or  (D),  or  (b)(4)". 

13  (iv)    Subparagraph    (B)    of  section 

14  6416(a)(2),  as  amended  by  paragraph  (1)(B), 

15  is  amended  by  inserting  "(4),"  before  "(5)". 

16  (v)  Subparagraph  (3)  of  section  6416(a) 

17  is  amended  to  read  as  follows: 

18  "(3)  Special  eule. — For  purposes  of  this  sub- 

19  section,  in  any  case  in  which  the  Secretary  determines 

20  that  an  article  is  not  taxable,  the  term  'ultimate  pur- 

21  chaser'  (when  used  in  paragraph  (1)(B)  of  this  subsec- 

22  tion)  includes   a  wholesaler,  jobber,   distributor,  or 

23  retailer  who,  on  the  15th  day  after  the  date  of  such 

24  determination,  holds  such  article  for  sale;  but  only  if 

25  claim  for  credit  or  refund  by  reason  of  this  paragraph 
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1  is  filed  on  or  before  the  date  for  filing  the  return  with 

2  respect  to  the  taxes  imposed  under  chapter  32  for  the 

3  first  period  which  begins  more  than  60  days  after  the 

4  date  on  such  determination." 

5  (c)  Allowance  of  Tax-Free  Sales  of  Gasoline 

6  for  Use  in  Noncommercial  Aviation. — 

7  '       (1)  In  general. — Section  4082  (relating  to  defi- 

8  nitions  with  respect  to  the  tax  on  gasoline)  is  amended 

9  by  adding  at  the  end  thereof  the  following  new  subsec- 

10  tion: 

11  "(e)  Certain  Sellers  of  Gasoline  for  Use  in 

12  Noncommercial  Aviation  Treated  as  Producers. — 

13  For  purposes  of  this  subpart,  the  term  'producer'  includes  any 

14  person  who  regularly  sells  gasoline  to  owners,  lessees,  or  op- 

15  erators  of  aircraft  for  use  as  fuel  in  such  aircraft  in  noncom- 

16  mercial  aviation  (as  defined  in  section  4041(c)(4))." 

17  (2)  Refunds. — Section  6427  (relating  to  fuels 

18  not  used  for  taxable  purposes)  is  amended  by  redes- 

19  ignating  subsections  (j),  (k),  and  (1)  as  subsections  (k), 

20  (1),  and  (m),  respectively,  and  by  inserting  after  subsec- 

21  tion  (i)  the  following  new  subsection: 

22  "(j)  Special  Rules  With  Respect  to  Noncom- 

23  mercial  Aviation. — For  purposes  of  subsection  (a),  in  the 

24  case  of  gasoline — 
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1  "(1)  on  which  tax  was  imposed  under  section 

2  4041(c)(2), 

3  "(2)  on  which  tax  was  not  imposed  under  section 

4  4081,  and 

5  "(3)  which  was  not  used  as  an  off -highway  busi- 

6  ness  use  (within  the  meaning  of  section  6421(d)(2)), 

7  the  amount  of  the  payment  under  subsection  (a)  shall  be  an 

8  amount  equal  to  the  amount  of  gasoline  used  as  described  in 

9  subsection  (a)  or  resold  multiplied  by  the  rate  equal  to  the 

10  excess  of  the  rate  of  tax  imposed  by  section  4041(c)(2)  over 

11  the  rate  of  tax  imposed  by  section  4081." 

12  (3)  Effective  date. — The  amendments  made 

13  by  this  subsection  shall  take  effect  on  the  first  day  of 

14  the  first  calendar  quarter  beginning  after  the  date  of 

15  the  enactment  of  this  Act. 

16  (d)  Flooe  Stocks  Refunds  foe  Tread  Rubber. — 

17  Paragraph  (1)  of  section  523(b)  of  the  Highway  Revenue  Act 

18  of  1982  (relating  to  floor  stocks  refunds  for  tires)  is  amended 

19  by  adding  at  the  end  thereof  the  following  new  sentence: 

20  • 'Any  tread  rubber  which  was  subject  to  tax  under  section 

21  4071(a)(4)  as  in  effect  on  December  31,  1983,  and  which  on 

22  January  1,  1984,  is  part  of  a  retread  tire  which  is  held  by  a 

23  dealer  and  has  not  been  used  and  is  intended  for  sale  shall  be 

24  treated  as  a  tax-repealed  article  for  purposes  of  subsection  (a) 

25  of  section  522." 
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1  (e)  Penalties,  Etc.  To  Apply  to  Floor  Stocks 

2  Taxes. — Subsection  (c)  of  section  521  of  the  Highway  Rev- 

3  enue  Act  of  1982  is  amended  by  adding  at  the  end  thereof 

4  the  following:  "All  other  provisions  of  law,  including  penal- 

5  ties,  applicable  with  respect  to  the  taxes  imposed  by  section 

6  4081  or  4071(a)  (whichever  is  appropriate)  shall  apply  to  the 

7  floor  stocks  taxes  imposed  by  this  section. " 

8  (f)  No  1984  Short  Taxable  Period  for  Owner- 

9  Operators. — Subsection  (a)  of  section  4481  (relating  to  tax 

10  on  use  of  certain  vehicles),  as  in  effect  before  the  amend- 

11  ments  made  by  the  Highway  Revenue  Act  of  1982,  is 

12  amended  by  striking  out  the  last  sentence. 

13  (g)  Clarification  of  Secondary  Liability  of  In- 

14  STALLERS  OF  PARTS  AND  ACCESSORIES  PURCHASED  SEP- 

15  arately. — The  text  of  section  4051(b)(3)  is  amended  to 

16  read  as  follows:  "The  owners  of  the  trade  or  business  install- 

17  ing  the  parts  or  accessories  shall  be  secondarily  liable  for  the 

18  tax  imposed  by  paragraph  (1)." 

19  (h)  No  Inference  for  Past  Periods  To  Be  Drawn 

20  From  Amendment  Relating  to  Customary  Use  of 

21  Trailers. — The  subsection  heading  of  subsection  (c)  of  sec- 

22  tion  513  of  the  Highway  Revenue  Act  of  1982  is  amended  by 

23  striking  out  "Clarification  of". 
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1  SEC.  635.  REPEAL  OF  CERTAIN  PROVISIONS  MADE  OBSOLETE 

2  BY  HIGHWAY  REVENUE  ACT  OF  1982. 

3  (a)  Deletion  of  Teeminated  Manufactueees 

4  Excise  Tax  on  Motoe  Vehicles.— 

5  (1)  Part  I  of  subchapter  A  of  chapter  32  is 

6  amended  by  striking  out  sections  4061,  4062,  and 

7  4063. 

8  (2)  The  part  heading  and  the  table  of  sections  for 

9  such  part  I  are  amended  to  read  as  follows: 

10  "PART  I— GAS  GUZZLERS 

"Sec.  4064.  Gas  guzzlers  tax." 

11  (3)  The  table  of  parts  for  subchapter  A  of  chapter 

12  32  is  amended  by  striking  out  the  item  relating  to  part 

13  I  and  inserting  in  lieu  thereof  the  following: 

"Part  I.  Gas  guzzlers." 

14  (b)  Cboss-Refeeences  to  Teeminated  Mantjfac- 

15  threes  Excise  Tax  on  Motoe  Vehicles  Stated  as 

16  Part  of  Retail  Tax. — 

17  (1)  Exemptions. — Section  4053  (relating  to  ex- 

18  emptions  from  retail  tax  on  heavy  trucks,  etc.)  is 

19  amended  to  read  as  follows: 

20  "SEC.  4053.  EXEMPTIONS. 

21  "No  tax  shall  be  imposed  by  section  4051  on  any  of  the 

22  following  articles: 

23  "(1)  CAMPEE  COACHES  BODIES  FOE  SELF-PEO- 

24  pelled  mobile  homes. — Any  article  designed — 
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1  "(A)  to  be  mounted  or  placed  on  automobile 

2  trucks,  automobile  truck  chassis,  or  automobile 

3  chassis,  and 

4  "(B)  to  be  used  primarily  as  living  quarters 

5  or  camping  accommodations. 

6  "(2)   Feed,   seed,   and   feetilizer  equip- 

7  ment. — Any  body  primarily  designed — 

8  "(A)  to  process  or  prepare  seed,  feed,  or  fer- 

9  tilizer  for  use  on  farms, 

10  "(B)  to  haul  feed,  seed,  or  fertilizer  to  and 

11  on  farms, 

12  "(C)  to  spread  feed,  seed,  or  fertilizer  on 

13  farms, 

14  "(D)  to  load  or  unload  feed,  seed,  or  fertiliz- 

15  er  on  farms,  or 

16  "(E)  for  any  combination  of  the  foregoing. 

17  "(3)  House  trailers. — Any  house  trailer. 

18  "(4)  Ambulances,  hearses,  etc. — Any  ambu- 

19  lance,  hearse,  or  combination  ambulance-hearse. 

20  "(5)    Concrete    mixers. — Any    article  de- 

21  signed — 

22  "(A)  to  be  placed  or  mounted  on  an  auto- 

23  mobile  truck  chassis  or  truck  trailer  or  semitrailer 

24  chassis,  and 


773 

1  "(B)  to  be  used  to  process   or  prepare 

2  concrete. 

3  "(6)  Teash  containers,  etc. — Any  box,  con- 

4  tainer,  receptacle,  bin  or  other  similar  article — 

5  "(A)  which  is  designed  to  be  used  as  a  trash 

6  container  and  is  not  designed  for  the  transporta- 

7  tion  of  freight  other  than  trash,  and 

8  "(B)  which  is  not  designed  to  be  permanently 

9  mounted  on  or  permanently  affixed  to  an  auto- 

10  mobile  truck  chassis  or  body. 

11  "(7)  Rail  trailers  and  rail  vans. — Any 

12  chassis  or  body  of  a  trailer  or  semitrailer  which  is  de- 

13  signed  for  use  both  as  a  highway  vehicle  and  a  railroad 

14  car.  For  purposes  of  the  preceding  sentence,  piggy- 

15  back  trailer  or  semitrailer  shall  not  be  treated  as  de- 

16  signed  for  use  as  a  railroad  car." 

17  (2)  Certain  combinations  not  treated  as 

18  manufacture. — Subsection  (c)  of  section  4052  (relat- 

19  ing  to  definitions  and  special  rules)  is  amended  to  read 

20  as  follows: 

21  "(c)  Certain  Combinations  Not  Treated  as 

22  Manufacture. — 

23  "(1)  In  general. — For  purposes  of  this  sub- 

24  chapter  (other  than  subsection  (a)(3)(B)),  a  person  shall 

25  not  be  treated  as  engaged  in  the  manufacture  of  any 
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1  article  by  reason  of  merely  combining  such  article  with 

2  .       any  item  listed  in  paragraph  (2). 

3  "(2)  Items. — The  items  listed  in  this  paragraph 

4  are  any  coupling  device  (including  any  fifth  wheel), 

5  wrecker  crane,  loading  and  unloading  equipment  (in- 

6  eluding  any  crane,  hoist,  winch,  or  power  liftgate), 

7  aerial  ladder  or  tower,  snow  and  ice  control  equipment, 

8  earthmoving,  excavation  and  construction  equipment, 

9  spreader,  sleeper  cab,  cab  shield,  or  wood  or  metal 

10  floor." 

11  (c)  Other  Technical  and  Conforming  Amend- 

12  ments. — 

13  (1)  Clause  (i)  of  section  48(1)(16)(B)  (defining 

14  qualified  intercity  bus)  is  amended  to  read  as  follows: 

15  "(i)  the  chassis  of  which  is  an  auto- 

16  mobile  bus  chassis  and  the  body  of  which  is 

17  an  automobile  bus  body,". 

18  (2)(A)  The  first  sentence  of  section  4071(b)  is 

19  amended  by  striking  out  "or  inner  tube"  and  by  strik- 

20  ing  out  "or  tube"  each  place  it  appears. 

21  (B)   The  first   sentence   of  section  4071(c)  is 

22  amended  by  striking  out  "on  total  weight,"  and  all 

23  that  follows  and  inserting  in  lieu  thereof  "on  total 

24  weight  exclusive  of  metal  rims  or  rim  bases." 

25  (C)  Subsection  (e)  of  section  4071  is  amended — 
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1  (i)  by  striking  out  "or  inner  tubes  (other  than 

2  bicycle  tires  and  inner  tubes)", 

3  (ii)  by  striking  out  "and  inner  tubes"  in  para- 

4  graphs  (1)  and  (2),  and 

5  (iii)  by  striking  out  the  last  sentence  and  in- 

6  serting  in  lieu  thereof  the  following:  "This  subsec- 

7  tion  shall  not  apply  with  respect  to  the  sale  of  an 

8  automobile  bus  chassis  or  an  automobile  bus 

9  body." 

10  (D)  Subsection  (f)  of  section  4071  (relating  to  im- 

11  ported  recapped  or  retreaded  United  States  tires)  is 

12  hereby  repealed. 

13  (3)  Section  4072  (relating  to  definitions)  is  amend- 

14  ed  by  striking  out  subsection  (b)  and  by  redesignating 

15  subsection  (c)  as  subsection  (b). 

16  (4)   Section   4073   (relating   to   exemptions)  is 

17  amended  to  read  as  follows: 

18  "SEC.  4073.  EXEMPTION  FOR  TIRES  WITH  INTERNAL  WIRE 

19  FASTENING. 

20  "The  tax  imposed  by  section  4071  shall  not  apply  to 

21  tires  of  extruded  tiring  with  an  internal  wire  fastening 

22  agent." 

23  (5)(A)  The  heading  for  part  II  of  subchapter  A  of 

24  chapter  32  is  amended  by  striking  out  "AND  TUBES". 
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1  (B)  The  table  of  parts  for  subchapter  A  of  chapter 

2  32  is  amended  by  striking  out  "and  tubes"  in  the  item 

3  relating  to  part  II. 

4  (C)  The  item  relating  to  section  4073  in  the  table 

5  of  sections  for  part  II  of  subchapter  A  of  chapter  32  is 

6  amended  to  read  as  follows: 

"Sec.  4073.  Exemption  for  tires  with  internal  wire  fastening." 

7  (6)(A)  Paragraph  (1)  of  section  4216(b)  (defining 

8  constructive  sale  price)  is  amended — 

9  (i)  by  striking  out  "(other  than  an  article  the 

10  sale  of  which  is  taxable  under  section  4061(a))"  in 

11  the  second  sentence,  and 

12  (ii)  by  striking  out  the  third  sentence. 

13  (B)  Paragraph  (2)  of  section  4216(b)  is  amended 

14  by  striking  out  subparagraph  (C),  by  adding  "and"  at 

15  the  end  of  subparagraph  (B),  and  by  redesignating  sub- 

16  paragraph  (D)  as  subparagraph  (C). 

17  (C)  Subsection  (b)  of  section  4216  is  amended  by 

18  striking  out  paragraph  (5). 

19  (D)  Paragraph  (3)  of  section  4216(b)  is  amended 

20  by  striking  out  "paragraphs  (4)  and  (5)"  and  inserting 

21  in  lieu  thereof  "paragraph  (4)". 

22  (E)  Paragraph  (6)  of  section  4216(b)  is  redesignat- 

23  ed  as  paragraph  (5)  and  is  amended  by  striking  out 

24  "(1),  (3),  and  (5)"  and  inserting  in  lieu  thereof  "(1)  and 

25  (3)". 
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1  (F)  Subsection  (f)  of  section  4216  (relating  to  cer- 

2  tain  trucks  incorporating  used  components)  is  hereby 

3  repealed. 

4  (7)(A)  Subsection  (b)  of  section  4218  (relating  to 

5  use  by  manufacturer  or  importer  considered  as  sale)  is 

6  amended — 

7  (i)  by  striking  out  "or  inner  tube",  and 

8  (ii)  by  striking  out  "Except  as  provided  in 

9  subsection  (d),  if"  and  inserting  in  lieu  thereof 

10  "If". 

11  (B)  The  heading  for  subsection  (b)  of  section  4218 

12  is  amended  by  striking  out  "and  Tubes". 

13  (C)  Section  4218  is  amended  by  striking  out  sub- 

14  sections  (c)  and  (d)  and  by  redesignating  subsection  (e) 

15  as  subsection  (c). 

16  (D)  Subsection  (a)  of  section  4218  is  amended  by 

17  striking  out  "(other  than  an  article  specified  in  subsec- 

18  tion  (b),  (c),  or  (d))"  and  inserting  in  lieu  thereof 

19  "(other  than  a  tire  taxable  under  section  4071)". 

20  (8)(A)  Subsection  (a)  of  section  4221  (relating  to 

21  tax-free  sales)  is  amended  by  inserting  "(or  under 

22  section    4051    on    the    first    retail    sale)"  after 

23  "manufacturer". 

24  (B)  Subsection  (c)  of  section  4221  is  amended  by 

25  striking  out  "section  4063(a)  (6)  or  (7),  4063(b), 
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1  4063(e), "    and   inserting   in   lieu    thereof  "section 

2  4053(a)(6)". 

3  (C)  Paragraph  (1)  of  section  4221(d)  (defining 

4  manufacturer)  is   amended  by  inserting  before  the 

5  period     and,  in  the  case  of  the  tax  imposed  by  section 

6  4051,  includes  the  retailer  with  respect  to  the  first 

7  retail  sale". 

8  (D)  Paragraph  (6)  of  section  4221(d)  (relating  to 

9  use  in  further  manufacture)  is  amended — 

10  (i)  by  striking  out  subparagraph  (B)  and  the 

11  last  sentence, 

12  (ii)  by  striking  out  "(other  than  an  article  re- 

13  ferred  to  in  subparagraph  (B))"  in  subparagraph 

14  (A), 

15  (iii)  by  redesignating  subparagraph  (C)  as 

16  subparagraph  (B),  and 

17  (iv)  by  adding  "or"  at  the  end  of  subpara- 

18  graph  (A). 

19  (E)    Paragraph    (2)    of    section    4221(e)  is 

20  amended — 

21  (i)  by  striking  out  "or  inner  tube"  each  place 

22  it  appears;  and 

23  (ii)  by  striking  out  "or  tube"  each  place  it 

24  appears. 
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1  (F)  The  heading  for  paragraph  (2)  of  section 

2  4221(e)  is  amended  by  striking  out  "and  tubes''. 

3  (G)  Subsection  (e)  of  section  4221  is  amended  by 

4  striking  out  paragraphs  (4),  (5),  and  (6)  and  inserting  in 

5  lieu  thereof  the  following: 

6  "(3)  Tires  used  on  intercity,  local,  and 

7  school  buses. — Under  regulations  prescribed  by  the 

8  Secretary,  the  tax  imposed  by  section  4071  shall  not 

9  aPPty  in  the  case  of  tires  sold  for  use  by  the  purchaser 

10  on  or  in  connection  with  a  qualified  bus." 

11  (9)  Subsection  (d)  of  section  4222  is  amended  by 

12  striking  out  "4063(a)(7),  4063(b),  4063(e),"  and  insert- 

13  ing  in  lieu  thereof  "4053(a)(6),". 

14  (10)  Paragraph  (1)  of  section  4223(b)  is  amended 

15  by  striking  out  "section  4218(e)"  and  inserting  in  lieu 

16  thereof  "4218(c)". 

17  (11)  Paragraph  (2)  of  section  4227  is  amended  by 

18  striking  out  "and  tubes". 

19  (12)(A)  So  much  of  paragraph  (1)  of  section 

20  6412(a)  (relating  to  floor  stock  refunds)  as  precedes 

21  "there  shall  be  credited  or  refunded"  is  amended  to 

22  read  as  follows: 

23  "(1)  Tires  and  gasoline. — Where  before  Octo- 

24  ber  1,  1988,  any  article  subject  to  the  tax  imposed  by 

25  section  4071  or  4081  has  been  sold  by  the  manufactur- 
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1  er,  producer,  or  importer  and  on  such  date  is  held  by  a 

2  dealer  and  has  not  been  used  and  is  intended  for 

3  sale,". 

4  (B)  Paragraph  (1)  of  section  6412(a)  is  amended 

5  by  striking  out  the  last  sentence. 

6  (C)  Subparagraph  (A)  of  section  6412(a)(2)  is 

7  amended  to  read  as  follows: 

8  "(A)  The  term  'dealer'  includes  a  wholesaler, 

9  jobber,  distributor,  or  retailer." 

10  (D)  Subsection  (c)  of  section  6412  is  amended  by 

11  striking  out  "4061,  4071,"  and  inserting  in  lieu  thereof 

12  "4071". 

13  (13)(A)  Subparagraph  (C)  of  section  6416(b)(1) 

14  (relating  to  adjustment  of  tire  price)  is  amended  by 

15  striking  out  "section  4071(a)  (1)  or  (2)  or  section 

16  4071(b)"  and  inserting  in  lieu  thereof  "subsection  (a) 

17  .    or  (b)  of  section  4071". 

18  (B)  Paragraph  (2)  of  section  6416(b)  is  amended 

19  by  striking  out  subparagraph  (F)  and  all  that  follows  to 

20  the  end  thereof  and  inserting  in  lieu  thereof  the 

21  following: 

22  "(E)  in  the  case  of  any  tire  taxable  under 

23  section  4071(a),  sold  to  any  person  for  use  as  de- 

24  scribed  in  section  4221(e)(3);  or 
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1  "(F)  in  the  case  of  gasoline,  used  or  sold  for 

2  use  in  the  production  of  special  fuels  referred  to  in 

3  section  4041. 

4  Subparagraphs  (C)  and  (D)  shall  not  apply  in  the  case 

5  of  any  tax  paid  under  section  4064." 

6  (C)  Paragraph  (3)  of  section  6416(b)  is  amended 

7  by  striking  out  all  subparagraphs  and  the  last  sentence 

8  thereof  and  inserting  in  lieu  thereof  the  following: 

9  "(A)  in  the  case  of  any  article  other  than 

10  gasoline  taxable  under  section  4081,  such  article 

11  is  used  by  the  subsequent  manufacturer  or  produc- 

12  er  as  material  in  the  manufacture  or  production 

13  of,  or  as  a  component  part  of — 

14  "(i)  another  article  taxable  under  chap- 

15  ter  32,  or 

16  "(ii)  an  automobile  bus  chassis  or  an 

17  automobile  bus  body, 

18  manufactured  or  produced  by  him;  or 

19  "(B)  in  the  case  of  gasoline  taxable  under 

20  section  4081,  such  gasoline  is  used  by  the  subse- 

21  quent  manufacturer  or  producer,  for  nonfuel  pur- 

22  poses,  as  a  material  in  the  manufacture  or  produc- 

23  tion  of  any  other  article  manufactured  or  produced 

24  by  him." 
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1  (D)  Subparagraph  (B)  of  section  6416(a)(2)  is 

2  amended  by  striking  out  ' 'or  (B)". 

3  (E)  Section  6416  is  amended  by  striking  out  sub- 

4  sections  (c)  and  (g)  and  by  redesignating  subsections 

5  (e),  (f),  (h),  and  (i)  as  subsections  (c),  (d),  (e),  and  (f), 

6  respectively. 

7  (F)  Subparagraph  (A)  of  section  6416(b)(2)  is 

8  amended  by  striking  out  * '(except  in  any  case  to  which 

9  subsection  (g)  applies)". 

10  (14)  Section  6511  is  amended  by  striking  out 

11  subsection  (i)  and  by  redesignating  subsection  (j)  as 

12  subsection  (i). 

13  (15)  Paragraph  (3)  of  section  9502(b)  is  amended 

14  by  striking  out  1  'under  paragraphs  (2)  and  (3)  of  section 

15  4071(a),  with  respect  to  tires  and  tubes  of  types  used 

16  on  aircraft"  and  inserting  in  lieu  thereof  "under  section 

17  4071  with  respect  to  tires  of  the  types  used  on 

18  aircraft". 

19  (16)  Sections  1366(f)(1)  and  6401(b)  are  each 

20  amended  by  striking  out  ",  special  fuels,  and  lubricat- 

21  ing  oil"  and  inserting  in  lieu  thereof  "and  special 

22  fuels". 

23  SEC.  636.  EFFECTIVE  DATE. 

24  Except  as  otherwise  provided  in  this  subtitle,  any 

25  amendment  made  by  this  subtitle  shall  take  effect  as  if  includ- 
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1  ed  in  the  provisions  of  the  Highway  Revenue  Act  of  1982  to 

2  which  such  amendment  relates. 

3  Subtitle  D — Amendments  to  Other 

4  Laws 

5  PART  I— CHANGES  IN  OASDI,  PUBLIC  ASSISTANCE, 

6  AND  RELATED  PROVISIONS  OF  THE  SOCIAL 

7  SECURITY  ACT 

8  SEC.  641.  CHANGES  IN  TITLE  II  OF  THE  SOCIAL  SECURITY  ACT 

9  NECESSITATED  BY  THE  1983  AMENDMENTS. 

10  (a)  Section  201(l)(3)(B)(i)  of  the  Social  Security  Act  (as 

11  added  hy  section  142(a)(3)(B)  of  the  Social  Security  Amend- 

12  ments  of  1983  (in  this  part  referred  to  as  the  "1983  Amend- 

13  ments"))  is  amended  by  inserting  "Insurance"  after  "Survi- 

14  vors". 

15  (b)(1)  Section  202(c)(1)  of  such  Act  is  amended  (in  the 

16  matter  appearing  between  subparagraphs  (D)  and  (E)  of  such 

17  section,  as  amended  by  section  301(a)(2)(C)  of  the  1983 

18  Amendments) — 

19  (A)  by  striking  out  all  that  follows  "has  attained" 

20  and  precedes  ",  the  first  month"  in  clause  (i)  and  in- 

21  serting  in  lieu  thereof  "retirement  age  (as  defined  in 

22  section  216(1))"; 

23  (B)  by  striking  out  all  that  follows  "has  not  at- 

24  tained"  and  precedes  ",  or"  in  clause  (h)(1)  and  insert- 
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1  ing  in  lieu  thereof  "retirement  age  (as  defined  in  sec- 

2  tion  2160))";  and 

3  (C)  by  striking  out  "to  which"  in  the  matter  fol- 

4  lowing  clause  (ii)  and  inserting  in  lieu  thereof  "in 

5  which". 

6  (2)  Section  202(c)(5)(A)  of  such  Act  (as  added  by  section 

7  301(a)(5)  of  the  1983  Amendments)  is  amended  by  striking 

8  out  "classes  (i)  and  (ii)"  and  inserting  in  lieu  thereof  "clauses 

9  (i)and(ii)". 

10  (c)(1)  Section  202(e)(2)(A)  of  such  Act  (as  amended  by 

11  section  133(a)(1)(B)  of  the  1983  Amendments)  is  amended  by 

12  striking  out  all  that  follows  "subsection  (q),"  and  precedes 

13  "subparagraph  (D)  of  this  paragraph"  and  inserting  in  lieu 

14  thereof  "paragraph  (7)  of  this  subsection,  and". 

15  (2)  Section  202(e)(2)(C)  of  such  Act  (as  designated  and 

16  amended  by  section  133(a)(1)(B)  of  the  1983  Amendments)  is 

17  amended — 

18  (A)  by  striking  out  the  period  immediately  after 

19  "deceased  individual";  and 

20  (B)  by  inserting  a  closing  parenthesis  after  "para- 

21  graph  (3)  of  such  subsection  (w)". 

22  (3)  Paragraph  (7)  of  section  202(e)  of  such  Act  (as  re- 

23  designated  by  section  131(a)(3)(A)  of  the  1983  Amendments) 

24  is  amended  by  striking  out  "paragraph  (2)(B),"  and  inserting 

25  in  lieu  thereof  "paragraph  (2)(D),". 


1  (d)(1)  Section  202(f)(l)(C)(ii)  of  such  Act  (as  added  by 

2  section  306(g)  of  the  1983  Amendments)  is  amended  by  strik- 

3  ing  out  all  that  follows  "attained"  and  precedes     and"  and 

4  inserting  in  lieu  thereof  "retirement  age  (as  defined  in  section 

5  2160))". 

6  (2)  Section  202(f)(2)(A)  of  such  Act  is  amended  by  strik- 

7  ing  out  "paragraph  (3)(B),"  and  inserting  in  lieu  thereof 

8  "paragraph  (3)(D),'\ 

9  (3)  Section  202(f)(3)(C)  of  such  Act  (as  designated  and 

10  amended  by  section  133(b)(1)(B)  of  the  1983  Amendments)  is 

11  amended  by  striking  out  the  period  immediately  after  "de- 

12  ceased  individual". 

13  (e)  Section  202(q)(9)(B)(i)  of  such  Act  (as  amended  by 

14  section  201(b)(1)  of  the  1983  Amendments)  is  amended  by 

15  striking  out  "section  216(a)"  and  inserting  in  lieu  thereof 

16  "section  2160)". 

17  (f)  Section  202(x)  of  such  Act  (as  added  by  section 

18  339(a)  of  the  1983  Amendments)  is  amended  by  adding  at 

19  the  beginning  thereof  the  following  heading: 

20  "Limitation  on  Payments  to  Prisoners". 

21  (g)(1)  Section  203(d)  of  such  Act  (as  amended  by  sec- 

22  tions  132(b)(2)  and  309(h)  of  the  1983  Amendments)  is 

23  amended — 

24  (A)  by  striking  out  "on  seven  or  more  different 

25  calendar  days  of  which  he  engaged"  in  paragraph 
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1  (1)(A)  and  inserting  in  lieu  thereof  "for  more  than 

2  forty-five  hours  of  which  such  individual  engaged";  and 

3  (B)  hy  striking  out  "on  seven  or  more  different 

4  calendar  days"  in  paragraph  (2)  and  inserting  in  lieu 

5  thereof  "for  more  than  forty-five  hours". 

6  (2)  The  amendments  made  by  paragraph  (1)  shall  apply 

7  only  with  respect  to  months  beginning  with  the  second  month 

8  after  the  month  in  which  this  Act  is  enacted. 

9  (h)  Section  205(r)  of  such  Act  (as  added  by  section  336 

10  of  the  1983  Amendments)  is  amended — 

11  (1)  by  striking  out  "(r)(3)(A)  and  (r)(3)(B)"  in 

12  paragraph  (4)  and  inserting  in  lieu  thereof  "subpara- 

13  graphs  (A)  and  (B)  of  paragraph  (3)"; 

14  (2)  by  striking  out  "the  Act"  in  paragraph  (7)  and 

15  inserting  in  lieu  thereof  "this  Act";  and 

16  (3)  by  striking  out  the  heading  and  inserting  in 

17  lieu  thereof  the  following: 

18  "Use  of  Death  Certificates  to  Correct  Program 

19  Information". 

20  (i)(l)  Section  209(e)  of  such  Act  (as  amended  by  section 

21  324(c)(2)  of  the  1983  Amendments)  is  amended  by  striking 

22  out  the  semicolon  after  "Act  of  1974". 

23  (2)  Section  209  of  such  Act  is  further  amended  by  strik- 

24  ing  out  "section  414(h)(2)  of  such  Code"  in  the  material 

25  added  by  section  324(c)(1)  of  the  1983  Amendments  and  in- 
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1  serting  in  lieu  thereof  "section  414(h)(2)  of  such  Code  where 

2  the  pickup  referred  to  in  such  section  is  pursuant  to  a  salary 

3  reduction  agreement  (whether  evidenced  by  a  written  instru- 

4  ment  or  otherwise)". 

5  (j)(l)  Section  210(a)  of  such  Act  (as  amended  by  sections 

6  321(b)  and  322(a)(1)(B)  of  the  1983  Amendments),  in  the 

7  matter  preceding  paragraph  (1),  is  amended  by  striking  out 

8  the  matter  which  follows  "such  affiliate"  and  precedes  "or 

9  (C)"  and  the  matter  which  follows  "section  233"  and  pre- 

10  cedes  "except",  and  by  inserting  in  lieu  thereof  a  comma  and 

11  a  semicolon,  respectively. 


12  (2)  Section  210(aX5)(B)  of  such  Act  (as  amended  by  sec- 

13  tion  101(a)(1)  of  the  1983  Amendments)  is  amended  to  read 

14  as  follows: 

15  "(B)  is  performed  by  an  individual  who — 

16  "(i)  has  been  continuously  performing  service 

17  described  in  subparagraph  (A)  since  December  31, 

18  1983,  and  for  purposes  of  this  clause — 

19  "(I)  if  an  individual  performing  service 

20  described  in  subparagraph  (A)  returns  to  the 

21  performance  of  such  service  after  being  sepa- 

22  rated  therefrom  for  a  period  of  less  than  366 

23  consecutive  days,  regardless  of  whether  the 

24  period  began  before,  on,  or  after  December 
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1  31,  1983,  then  such  service  shall  be  consid- 

2  ered  continuous. 

3  "(II)  if  an  individual  performing  service 

4  described  in  subparagraph  (A)  returns  to  the 

5  performance  of  such  service  after  being  de- 

6  tailed  or  transferred  to  an  international  orga- 

7  nization  as  described  under  section  3343  of 

8  subchapter  III  of  chapter  33  of  title  5, 

9  United  States  Code,  or  under  section  3581 

10  of  chapter  35  of  such  title,  then  the  service 

11  performed  for  that  organization  shall  be  con- 

12  sidered  service  described  in  subparagraph 

13  (A), 

14  "(HE)  if  an  individual  performing  serv- 

15  ice  described  in  subparagraph  (A)  is  reem- 

16  ployed  or  reinstated  after  being  separated 

17  from  such  service  for  the  purpose  of  accept- 

18  ing  employment  with  the  American  Institute 

19  of  Taiwan  as  provided  under  section  3310  of 

20  chapter  48  of  title  22,  United  States  Code, 

21  then  the  service  performed  for  that  Institute 

22  shall  be  considered  service  described  in  sub- 

23  paragraph  (A),  and 

24  "(IV)  if  an  individual  performing  service 

25  described  in  subparagraph  (A)  returns  to  the 
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performance  of  such  service  after  performing 
service  as  a  member  of  a  uniformed  service 
(including,  for  purposes  of  this  clause,  service 
in  the  National  Guard  and  temporary  service 
in  the  Coast  Guard  Reserve)  and  after  exer- 
cising restoration  or  reemployment  rights  as 
provided  under  chapter  43  of  title  38,  United 
States  Code,  then  the  service  so  performed 
as  a  member  of  a  uniformed  service  shall  be 
considered  service  described  in  subparagraph 
(A);  or 

"(ii)  is  receiving  an  annuity  from  the  Civil 
Service  Retirement  and  Disability  Fund,  or  bene- 
fits (for  service  as  an  employee)  under  another  re- 
tirement system  established  by  a  law  of  the 
United  States  for  employees  of  the  Federal  Gov- 
ernment (other  than  for  members  of  the  uniformed 
services);". 

(3)  Section  210(a)(5)(v)  of  such  Act  (as  so  amended)  is 
amended  to  read  as  follows: 

"(v)  any  other  service  in  the  legislative 
branch  of  the  Federal  Government  if  such  serv- 
ice— 

"(I)  is  performed  by  an  individual  who 
was  not  subject  to  subchapter  III  of  chapter 
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1  83  of  title  5,  United  States  Code,  or  to  an- 

2  other  retirement  system  established  by  a  law 

3  of  the  United  States  for  employees  of  the 

4  Federal  Government  (other  than  for  members 

5  of  the  uniformed  services),  on  December  31, 

6  1983,  or 

7  "(II)  is  performed  by  an  individual  who 

8  was  subject  to  subchapter  m  of  chapter  83 

9  of  such  title  5,  or  to  another  retirement 

10  system  established  by  a  law  of  the  United 

11  States  for  employees  of  the  Federal  Govern- 

12  ment  (other  than  for  members  of  the  uni- 

13  formed  services),  on  December  31,  1983,  but 

14  who — 

15  "(a)   commenced   the   performance  of 

16  such  service  in  the  legislative  branch  after 

17  that  date,  or 

18  "(b)  was  separated  from  service  in  the 

19  legislative  branch  after  that  date  and  has  re- 

20  turned  to  the  performance  of  such  service, 

21  unless  such  individual  becomes  subject  to  such 

22  subchapter  HE  within  45  days  after  the  effective 

23  date  of  such  commencement  or  return  (or,  if  later, 

24  within  45  days  after  the  date  of  the  enactment  of 

25  this  subclause),  or  remains  subject  to  such  other 
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1 

retirement  system,  and  unless  (in  the  case  of  a 

2 

separation  and  return  described  in  subdivision  (b)) 

3 

the  period  of  the  separation  was  less  than  366 

4 

consecutive  days; 

5 

and  for  purposes  of  this  clause  (v)  an  individual  is 

6 

subject  to  such  subchapter  HE  or  to  any  such 

7 

other  retirement  system  at  any  time  only  if  (1) 

8 

such  individual's  pay  is  subject  to  deductions,  con- 

9 

tributions,  or  similar  payments  (concurrent  with 

10 

the  service  being  performed  at  that  time)  under 

11 

section  8334(a)  of  such  title  5  or  the  correspond- 

12 

ing  provision  of  the  law  establishing  such  other 

13 

system,  or  (in  a  case  to  which  section  8332(k)(l) 

14 

of  such  title  applies)  such  individual  is  making 

15 

payments  of  amounts  equivalent  to  such  deduc- 

16 

tions,  contributions,  or  similar  payments  while  on 

17 

leave  without  pay,  or  (2)  such  individual  is  receiv- 

18 

ing  an  annuity  from  the  Civil  Service  Retirement 

19 

and  Disability  Fund,  or  is  receiving  benefits  (for 

20 

service  as  an  employee)  under  another  retirement 

21 

system  established  by  a  law  of  the  United  States 

22 

for  employees  of  the  Federal  Government  (other 

23 

than  for  members  of  the  uniformed  services);". 
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1  (4)  The  amendments  made  by  paragraphs  (2)  and  (3) 

2  shall  be  effective  with  respect  to  service  performed  after 

3  December  31,  1984. 

4  (k)(l)  Section  215(a)(7)(B)(ii)(I)  of  such  Act  (as  added  by 

5  section  113(a)  of  the  1983  Amendments)  is  amended  by  strik- 

6  ing  out  "who  initially  become  eligible  for  old-age  or  disability 

7  insurance  ,  benefits"  and  inserting  in  lieu  thereof  "who 

8  become  eligible  (as  defined  in  paragraph  (3)(B))  for  old-age 

9  insurance  benefits  (or  became  eligible  as  so  defined  for  dis- 

10  ability  insurance  benefits  before  attaining  age  62)". 

11  (2)  Section  215(a)(7)(C)(ii)  of  such  Act  (as  so  added)  is 

12  amended  by  striking  out  "survivors"  and  inserting  in  lieu 

13  thereof  "survivor's". 

14  (3)  Section  215(f)(9)(B)(i)  of  such  Act  (as  added  by  sec- 

15  tion  113(c)  of  the  1983  Amendments)  is  amended  by  striking 

16  out  "as  though  such  primary  insurance  amount  had  initially 

17  been  computed  without  regard  to  subsection  (a)(7)  or  (d)(5)" 

18  and  inserting  in  lieu  thereof  "as  though  the  recomputed  pri- 

19  mary  insurance  amount  were  being  computed  under  subsec- 

20  tion  (a)(7)  or  (d)(5)". 

21  (4)  Section  215(i)(5)(A)  of  such  Act  (as  added  by  section 

22  112(c)  of  the  1983  Amendments)  is  amended  by  adding  at  the 

23  end  thereof  the  following  new  sentence:  "Any  amount  so  in- 

24  creased  that  is  not  a  multiple  of  $0.10  shall  be  decreased  to 

25  the  next  lower  multiple  of  $0.10.". 
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1  (5)  Section  215(i)(5)(B)  of  such  Act  (as  so  added)  is 

2  amended — 

3  (A)  by  striking  out  clause  (iii)  and  inserting  in  lieu 

4  thereof  the  following: 

5  "(iii)  multiplying  such  quotient  by  100  so  as  to 

6  yield,  such  applicable  additional  percentage  (which  shall 

7  be  rounded  to  the  nearest  one-tenth  of  1  percent),"; 

8  (B)  by  striking  out  "ending  with  such  subsequent 

9  calendar  year"  in  clauses  (iv)  and  (v)  and  inserting  in 

10  lieu  thereof  "ending  with  the  year  before  such  subse- 

11  quent  calendar  year";  and 

12  (C)  by  striking  out  "initially  became  eligible  for 

13  an  old-age  or  disability  insurance  benefit"  in  clause  (v) 

14  and  inserting  in  lieu  thereof  "became  eligible  (as  de- 

15  fined  in  subsection  (a)(3)(B))  for  the  old-age  or  disabil- 

16  ity  insurance  benefit  that  is  being  increased  under  this 

17  subsection". 

18  (1)(1)  Section  216(f)  of  such  Act  is  amended  by  adding  at 

19  the  end  thereof  the  following  new  sentence:  "For  purposes  of 

20  subparagraph  (C)  of  section  202(c)(1),  a  divorced  husband 

21  shall  be  deemed  not  to  be  married  throughout  the  month  in 

22  which  he  becomes  divorced.". 

23  (2)  Section  216(h)(3)(A)(i)  of  such  Act  (as  amended  by 

24  section  201(c)(1)(D)  of  the  1983  Amendments  (after  the  ap- 

25  plication  of  section  642(b)(1)  of  this  Act))  is  amended  by  strik- 
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1  ing  out  "(as  defined  in  section  216(1))"  and  inserting  in  lieu 

2  thereof  "(as  defined  in  subsection  (1))". 

3  (3)  Section  216(i)(2)  of  such  Act  (as  amended  by  section 

4  201(c)(1)(D)  of  the  1983  Amendments  (after  the  application 

5  of  section  642(b)(1)  of  this  Act))  is  amended  by  striking  out 

6  "(as  defined  in  section  216(1))"  in  subparagraphs  (B)  and  (D) 

7  and  inserting  in  lieu  thereof  "(as  defined  in  subsection  (1))". 

8  (m)  Subparagraph  (B)  of  section  223(c)(1)  of  such  Act  is 

9  amended  by  moving  clause  (hi)  (as  added  by  section  332(b)(2) 

10  of  the  1983  Amendments)  two  ems  to  the  left,  and  by  moving 

1 1  the  preceding  provisions  of  such  subparagraph  two  ems  to  the 

12  right,  so  that  the  left  margin  of  such  subparagraph  and  its 

13  clauses  is  indented  four  ems  and  is  aligned  with  the  margin  of 

14  subparagraph  (A)  of  such  section. 

15  (n)  Section  229(b)  of  such  Act  (as  amended  by  section 

16  151(b)(1)  of  the  1983  Amendments)  is  amended  by  adding  at 

17  the  end  thereof  the  following  new  sentence:  "Additional  ad- 

18  justments  may  be  made  in  the  amounts  so  authorized  to  be 

19  appropriated  to  the  extent  that  the  amounts  transferred  in 

20  accordance  with  clauses  (i)  and  (ii)  of  section  151(b)(3)(B)  of 

21  the  Social  Security  Amendments  of  1983  with  respect  to 

22  wages  deemed  to  have  been  paid  in  1983  were  in  excess  of  or 

23  were  less  than  the  amount  which  the  Secretary,  on  the  basis 

24  of  appropriate   data,   determines   should  have   been  so 

25  transferred.". 


1  SEC.  642.  CHANGES  IN  TEXT  OF  THE  1983  AMENDMENTS. 

2  (a)  Section  101(d)  of  the  Social  Security  Amendments  of 

3  1983  (Public  Law  98-21)  is  amended  by  striking  out  "remu- 

4  neration  paid"   and  inserting  in  lieu  thereof  "service 

5  performed". 

6  (b)  Section  112(f)  of  such  Amendments  is  amended  by 

7  inserting  "of  such  Act"  after  "section  201(a)". 

8  (c)  Section  201(c)  of  such  Amendments  is  amended — 

9  (1)  by  inserting  "the"  immediately  before  "age  of 

10  65"  in  paragraph  (1);  and 

11  (2)  by  inserting  "the"  immediately  before  "age  of 

12  sixty-five"  in  paragraph  (3). 

13  (d)  Section  301(a)(5)  of  such  Amendments  is  amended 

14  by  striking  out  "Section  202(c)"  and  inserting  in  lieu  thereof 

15  "Effective  with  respect  to  monthly  insurance  benefits  for 

16  months  after  December  1984  (but  only  on  the  basis  of  appli- 

17  cations  filed  on  or  after  January  1,  1985),  section  202(c)". 

18  (e)  Section  305(d)(2)  of  such  Amendments  is  amended 

19  by  inserting  "each  place  it  appears"  immediately  before  "in 

20  subsection  (c)(4)(C)". 

21  (fXD  Section  422A(c)(9)  of  the  Internal  Eevenue  Code 

22  of  1954  (relating  to  special  rule  when  disabled)  is  amended 

23  by  striking  out  "section  105(d)(4)"  and  inserting  in  lieu 

24  thereof  "section  37(e)(3)". 

25  (2)(A)  Section  324(dXD  of  the  Social  Security  Amend- 

26  ments  of  1983  is  amended  by  adding  at  the  end  thereof  the 
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1  following  new  sentence:  "For  purposes  of  applying  such 

2  amendments  to  remuneration  paid  after  December  31,  1983, 

3  which  would  have  been  taken  into  account  before  January  1, 

4  1984,  if  such  amendments  had  applied  to  periods  before  Jan- 

5  uary  1,  1984,  such  remuneration  shall  be  taken  into  account 

6  when  paid  (or,  at  the  election  of  the  payor,  at  the  time  which 

7  would  be  appropriate  if  such  amendments  had  applied)." . 

8  (B)  Section  324(d)(2)  of  such  Amendments  is  amended 

9  by  adding  at  the  end  thereof  the  following  new  sentence: 

10  'Tor  purposes  of  applying  such  amendments  to  remuneration 

11  paid  after  December  31,  1984,  which  would  have  been  taken 

12  into  account  before  January  1,  1985,  if  such  amendments 

13  had  applied  to  periods  before  January  1,  1985,  such  remu- 

14  neration  shall  be  taken  into  account  when  paid  (or,  at  the 

15  election  of  the  payor,  at  the  time  which  would  be  appropriate 

16  if  such  amendments  had  applied).". 

17  (C)  Section  324(d)(4)  of  such  Amendments  is  amended 

18  by  adding  at  the  end  thereof  the  following  new  sentence: 

19  "For  purposes  of  this  paragraph,  any  plan  or  agreement  to 

20  make  payments  described  in  paragraph  (2),  (3),  or  (13)(A)(iii) 

21  of  section  3121(a)  of  such  Code  (as  in  effect  on  the  day  before 

22  the  date  of  the  enactment  of  this  Act)  shall  be  treated  as  a 

23  nonqualified  deferred  compensation  plan.". 
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1  (g)  Section  327(d)  of  such  Amendments  (relating  to  codi- 

2  fication  of  Rowan  decision  with  respect  to  meals  and  lodging) 

3  is  amended  to  read  as  follows: 

4  "(d)(1)  The  amendments  made  by  subsection  (a)  shall 

5  apply  to  remuneration  paid  after  December  31,  1983. 

6  "(2)  The  amendments  made  by  subsection  (b)  and  sub- 

7  section  (c)(4)  shall  apply  to  remuneration  (other  than  amounts 

8  excluded  under  section  119  of  the  Internal  Revenue  Code  of 

9  1954)  paid  after  March  4,  1983,  and  to  any  such  remunera- 

10  tion  paid  on  or  before  such  date  which  the  employer  treated 

11  as  wages  when  paid. 

12  "(3)  The  amendments  made  by  paragraphs  (1),  (2),  and 

13  (3)  of  subsection  (c)  shall  apply  to  remuneration  paid  after 

14  December  31,  1984.". 

15  (h)(1)  The  second  sentence  of  section  338(b)(3)  of  such 

16  amendments  is  amended  to  read  as  follows:  "Each  member  of 

17  the  Panel  shall  be  allowed  travel  and  related  expenses  which 

18  shall  be  subject  to  the  same  regulations  and  limitations  (inso- 

19  far  as  they  are  applicable)  as  those  which  the  Senate  Com- 

20  mittee  on  Rules  and  Administration  prescribes  for  application 

21  to  travel  and  related  expenses  for  which  payment  is  author- 

22  ized  to  be  made  from  the  contingent  fund  of  the  Senate.". 

23  (2)  Section  338(b)  of  such  amendments  is  further  amend- 

24  ed  by  adding  at  the  end  thereof  the  following  new  paragraph: 
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1  "(6)  The  provisions  of  section  8344  of  title  5,  United 

2  States  Code,  shall  not  apply  to  service  by  an  individual  as  a 

3  member  of  the  Panel.". 

4  (3)  The  amendments  made  by  this  subsection  shall  take 

5  effect  on  January  1,  1984. 

6  (i)  Section  339(b)  of  such  amendments  is  amended  to 

7  read  as  follows: 

8  "(b)  Section  223  of  such  Act  is  amended  by  adding  at 

9  the  end  thereof  the  following  new  subsection: 

10  "  '(h)  For  provisions  relating  to  limitation  on  payments 

11  to  prisoners,  see  section  202(x).\". 

12  (j)  Section  111(e)  of  such  Amendments  is  amended  by 

13  inserting  "Budget"  before  "Beconciliation". 

14  SEC.  643.  OTHER  TECHNICAL  CORRECTIONS  IN  THE  SOCIAL 

15  SECURITY  ACT  AND  RELATED  PROVISIONS. 

16  (aXl)(A)  The  fourth  sentence  of  section  201(d)  of  the 

17  Social  Security  Act  is  amended — 

18  (i)  by  striking  out  "the  Second  Liberty  Bond  Act, 

19  as  amended,"  and  inserting  in  lieu  thereof  "chapter  31 

20  of  title  31,  United  States  Code,";  and 

21  (ii)  by  striking  out  "public-debt  obligation"  and  in- 

22  serting  in  lieu  thereof  "public-debt  obligations". 

23  (B)  Section  201(g)(1)(B)  of  such  Act  is  amended  by 

24  striking  out  "clauses"  in  the  first  sentence  and  inserting  in 

25  lieu  thereof  "clause". 
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1  (2)(A)(i)  Section  202(d)(1)  of  such  Act,  in  clause  (ii)  in 

2  the  matter  which  follows  subparagraph  (C)  and  precedes  sub- 

3  paragraph  (D),  is  amended  by  striking  out  ' "paragraphs"  and 

4  "paragraph"  and  inserting  in  lieu  thereof  "subparagraphs" 

5  and  "subparagraph",  respectively. 


6  (ii)  Section  202(d)(1)(G)  of  such  Act  is  amended— 

7  (I)  by  striking  out  the  comma  after  "age  of  18"; 

8  (II)  by  striking  out  "the  age  of  22,"  and  inserting 

9  in  lieu  thereof  "the  age  of  22—"; 

10  (HE)  by  striking  out  or,  subject  to  section 

11  223(e),  the  termination  month  (and  for  purposes"  and 

12  inserting  in  lieu  thereof  the  following: 

13  "(i)  the  termination  month,  subject  to  section 

14  223(e)  (and  for  purposes"; 

15  (IY)  by  striking  out  "after  the  15  months"  and  all 

16  that  follows  down  through  "such  earlier  month."  and 

17  inserting  in  lieu  thereof  the  following: 

18  "after  the  15  months  following  such  period  of  trial 

19  work  in  which  he  engages  or  is  determined  able 

20  to  engage  in  substantial  gainful  activity), 

21  or  (if  later)  the  earlier  of — 

22  "(ii)  the  first  month  during  no  part  of  which 

23  he  is  a  full-time  elementary  or  secondary  school 

24  student,  or 
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1  "(iii)  the  month  in  which  he  attains  the  age 

2  of  19, 

3  but  only  if  he  was  not  under  a  disability  (as  so  defined) 

4  in  such  earlier  month.";  and 

5  (V)  by  indenting  all  of  clause  (i)  (as  designated 

6  and  amended  by  the  preceding  provisions  of  this  sub- 

7  paragraph)  four  ems,  so  as  to  align  its  left  margin  with 

8  the  margins  of  clauses  (ii)  and  (iii)  (as  so  designated). 

9  (iii)  The  second  sentence  of  section  202(d)(7)(A)  of  such 

10  Act  is  amended  by  striking  out  "the  date  of  the  enactment  of 

11  this  paragraph"  and  inserting  in  lieu  thereof  "the  effective 

12  date  of  this  sentence". 

13  (B)  Section  202(e)(1)  of  such  Act  is  amended — 

14  (i)  by  striking  out  the  first  comma  after  "age  60" 

15  in  the  matter  following  subparagraph  (F)(ii);  and 

16  (ii)  by  striking  out  "he  engages"  in  the  last  sen- 

17  tence  and  inserting  in  lieu  thereof  "she  engages". 

18  (C)  Section  202(f)(1)  of  such  Act  is  amended  by  striking 

19  out  the  first  comma  after  "age  60"  in  the  matter  following 

20  subparagraph  (F)(ii). 

21  (D)  Section  202(f)(3)(D)(i)  of  such  Act  is  amended  by 

22  striking  out  the  semicolon  after  "applicable,". 

23  (E)  Section  2202(a)(1)(B)  of  Public  Law  97-35  is 

24  amended  by  striking  out  "as". 
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1  (F)(i)  Section  202(q)(3)(G)  of  the  Social  Security  Act  is 

2  amended  by  striking  out  "as  if  the  period"  and  inserting  in 

3  lieu  thereof  "if  the  period" . 

4  (ii)  Section  202(q)(7)(E)  of  such  Act  is  amended  by  strik- 

5  ing  out  "he  attained  retirement  age"  and  inserting  in  lieu 

6  thereof  "she  or  he  attained  retirement  age". 

7  (G)  Section  202(t)(4)(E)  of  such  Act  is  amended— 

8  (i)  by  inserting  "of  1937  or  1974"  after  "Railroad 

9  Retirement  Act"  where  it  first  appears;  and 

10  (ii)  by  inserting  before  the  semicolon  at  the  end 

11  thereof  the  following:  "of  1937  or  section  18(2)  of  the 

12  Railroad  Retirement  Act  of  1974". 

13  (H)  Section  202(u)(l)(B)  of  such  Act  is  amended  by 

14  striking  out  ",  112,  or  113". 

15  (3)(A)  Section  203(a)(8)  of  such  Act  is  amended  by 

16  adding  a  period  at  the  end  thereof. 

17  (B)  Section  203(d)(2)  of  such  Act  is  amended  by  striking 

18  out  "an  individual  who  is  entitled"  and  inserting  in  lieu 

19  thereof  "an  individual  under  the  age  of  seventy  who  is  enti- 

20  tied". 

21  (C)  Section  203(f)(5)(B)(ii)  of  such  Act  is  amended  by 

22  striking   out   "702(a)(9)"   and  inserting  in   lieu  thereof 

23  "702(a)(8)". 

24  (D)  Section  203(f)(8)  of  such  Act  is  amended  by  indent- 

25  ing  subparagraphs  (B)  and  (C)  two  additional  ems  (for  a  total 
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1  indentation  of  four  ems)  so  as  to  align  their  left  margins  with 

2  the  margins  of  subparagraphs  (A)  and  (D). 

3  (4)(A)  Section  205(c)(5)(D)  of  such  Act  is  amended  by 

4  inserting  "of  1937  or  1974"  after  "Railroad  Retirement 

5  Act"  each  place  it  appears. 

6  (B)  Section  205(c)(5)(I)  of  such  Act  is  amended  by  in- 

7  serting  before  the  semicolon  at  the  end  thereof  the  following: 

8  "or  section  7(b)(7)  of  the  Railroad  Retirement  Act  of  1974". 

9  (C)  Section  205(e)  of  such  Act  is  amended  by  striking 

10  out  "on  order"  and  inserting  in  lieu  thereof  "an  order". 

11  (D)  Section  205(h)  of  such  Act  is  amended  by  striking 

12  out  "section  24  of  the  Judicial  Code  of  the  United  States" 

13  and  inserting  in  lieu  thereof  "section  1331  or  1346  of  title 

14  28,  United  States  Code,". 

15  (E)  Section  205(i)  of  such  Act  is  amended  by  striking 

16  out  all  that  follows  "through"  and  precedes  "and  prior"  and 

17  inserting  in  lieu  thereof  "the  Fiscal  Service  of  the  Depart- 

18  ment  of  the  Treasury,". 

19  (F)  Section  205(p)(l)  of  such  Act  is  amended  by  striking 

20  out  "section  1420(e)  of  the  Internal  Revenue  Code"  and  in- 

21  serting  in  lieu  thereof  "section  3122  of  the  Internal  Revenue 

22  Code  of  1954". 

23  (5)  Section  208  of  such  Act  is  amended  by  indenting 

24  paragraphs  (f)  through  (h)  two  ems  so  as  to  align  their  left 

25  margins  with  the  margins  of  paragraphs  (a)  through  (e)  (and 
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1  by  appropriately  further  indenting  subdivisions  (1),  (2),  and 

2  (3)  of  paragraph  (g)). 


3  (6)(A)  Section  209  of  such  Act  is  amended — 

4  (i)  by  indenting  paragraphs  (5)  through  (9)  of  sub- 

5  section  (a)  two  ems  so  as  to  align  their  left  margins 

6  with  the  margins  of  the  preceding  paragraphs  of  such 

7  subsection; 

8  (ii)  by  striking  out  "(p)  Remuneration"  and  insert- 

9  ing  in  lieu  thereof  "(p)(l)  Remuneration"; 

10  (iii)  by  striking  out  the  period  at  the  end  of  para- 

11  graph  (p)(l)  as  redesignated  by  clause  (ii)  of  this  sub- 

12  paragraph  and  inserting  in  lieu  thereof  a  semicolon; 

13  (iv)  by  striking  out  "(p)  Any  contribution"  and  in- 

14  serting  in  lieu  thereof  "(2)  Any  contribution";  and 

15  (v)  by  indenting   subsections   (e),   (f),   and  (k) 

16  through  (r)  two  ems  so  as  to  align  their  left  margins 

17  with  the  margins  of  subsections  (a)  through  (d)  and 

18  subsections  (g),  (h),  and  (j)  (appropriately  further  in- 

19  denting  paragraphs  (1)  and  (2)  of  subsection  (f)  and 

20  paragraphs  (1)  and  (2)  of  subsection  (m)). 

21  (B)  The  seventh  paragraph  from  the  end  of  section  209 


22  of  such  Act  (relating  to  remuneration  for  service  performed 

23  as  a  member  of  a  uniformed  service)  is  amended  by  striking 

24  out  "section  102(10)  of  the  Servicemen's  and  Veterans'  Sur- 
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1  vivor  Benefits  Act"  and  inserting  in  lieu  thereof  ' 'chapter  3 

2  and  section  1009  of  title  37,  United  States  Code". 

3  (7)(A)  Section  210(a)(1)  of  such  Act  is  amended  by  strik- 

4  ing  out  "(A)"  and  all  that  follows  down  through  "or  (B)". 

5  (B)  Section  210(a)(7)  of  such  Act  is  amended  by  indent- 

6  ing  subparagraph  (D)  two  additional  ems  (for  a  total  indenta- 

7  tion  of  four  ems)  so  as  to  align  its  left  margin  with  the  mar- 

8  gins  of  subparagraphs  (A)  through  (C). 

9  (C)  Section  210(a)(9)  of  such  Act  is  amended  by  striking 

10  out  "section  1532  of  the  Internal  Revenue  Code"  and  insert- 

11  ing  in  lieu  thereof  "section  3231  of  the  Internal  Revenue 

12  Code  of  1954". 

13  (D)  Section  210(a)(19)  of  such  Act  is  amended  by  strik- 

14  ing  out  the  comma  after  ";  or". 

15  (E)  Section  210(1)(2)  of  such  Act  is  amended— 

16  (i)  by  striking  out  "section  102  of  the  Service- 

17  men's  and  Veterans'  Survivor  Benefits  Act"  and  in- 

18  serting  in  lieu  thereof  "paragraph  (21)  of  section  101 

19  of  title  38,  United  States  Code";  and 

20  (ii)  by  striking  out  "such  section"  and  inserting  in 

21  lieu  thereof  "paragraph  (22)  of  such  section". 

22  (P)  Section  210(1)(3)  of  such  Act  is  amended  by  striking 

23  out  "such  section  102"  and  inserting  in  lieu  thereof  "para- 

24  graph  (23)  of  such  section  101". 

25  (G)  Section  210(m)  of  such  Act  is  amended — 
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1  (i)  by  striking  out  "a  reserve  component  of  a  uni- 

2  formed  service  as  defined  in  section  102(3)  of  the  Serv- 

3  icemen's  and  Veterans'  Survivor  Benefits  Act"  in  the 

4  first  sentence  and  inserting  in  lieu  thereof  "a  reserve 

5  component  as  defined  in  section  101(27)  of  title  38, 

6  United  States  Code"; 

7  (ii)  by  inserting  ",  the  National  Oceanic  and  At- 

8  mospheric  Administration  Corps,"  after  "Coast  and 

9  Geodetic  Survey"  in  the  first  sentence; 

10  (hi)  by  striking  out  "military  or  naval"  each  place 

11  it  appears  in  paragraph  (5)  and  inserting  in  lieu  thereof 

12  "military,  naval,  or  air";  and 

13  (iv)  by  striking  out  "Universal  Military  Training 

14  and  Service  Act"  in  paragraph  (5)(B)  and  inserting  in 

15  lieu  thereof  "Military  Selective  Service  Act". 

16  (8)(A)  Section  211(a)  of  such  Act  is  amended  by  striking 


17  out  "chapter  1  of  the  Internal  Revenue  Code",  "such  chap- 

18  ter",  and  "section  183  of  such  code"  in  the  matter  preceding 

19  paragraph  (1)  and  inserting  in  lieu  thereof  "subtitle  A  of  the 

20  Internal  Eevenue  Code  of  1954",  "such  subtitle",  and  "sec- 

21  tion  702(a)(8)  of  such  Code",  respectively. 


22  (B)  Section  211(a)(3)  of  such  Act  is  amended — 

23  (i)  by  striking  out  "chapter  1  of  the  Internal  Rev- 

24  enue  Code"  and  inserting  in  lieu  thereof  "subtitle  A  of 

25  the  Internal  Revenue  Code  of  1954";  and 
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1  (ii)  by  inserting  "or"  before  "(C)". 

2  (C)  Section  211(a)(4)  of  such  Act  is  amended  by  striking 

3  out  "section  23(s)  of  such  code"  and  inserting  in  lieu  thereof 

4  "section  172  of  the  Internal  Ee venue  Code  of  1954". 

5  (D)  Section  211(a)  of  such  Act  is  further  amended  by 

6  striking  out  "702(a)(9)"  in  clauses  (iii)  and  (iv)  (in  the  matter 

7  following  paragraph  (12))  and  inserting  in  lieu  thereof  in  each 

8  instance  "702(a)(8)". 

9  (E)  Section  211(b)(1)  of  such  Act  is  amended  by  indent- 

10  ing  subparagraphs  (D),  (G),  (H),  and  (I)  an  additional  two 

11  ems  (for  a  total  indentation  of  four  ems)  so  as  to  align  their 

12  left  margins  with  the  margins  of  the  other  subparagraphs  of 

13  such  section. 

14  (F)  Section  211(c)  of  such  Act  is  amended  by  striking 

15  out  "section  23  of  the  Internal  Revenue  Code"  and  inserting 

16  in  lieu  thereof  "section  162  of  the  Internal  Ee  venue  Code  of 

17  1954". 

18  (G)  Section  211(c)(3)  of  such  Act  is  amended  by  striking 

19  out  "section  1532  of  the  Internal  Eevenue  Code"  and  insert- 

20  ing  in  lieu  thereof  "section  3231  of  the  Internal  Eevenue 

21  Code  of  1954". 

22  (H)  Section  211(d)  of  such  Act  is  amended  by  striking 

23  out  "supplement  F  of  chapter  1  of  the  Internal  Eevenue 

24  Code"  and  inserting  in  lieu  thereof  "subchapter  K  of  chapter 

25  1  of  the  Internal  Eevenue  Code  of  1954". 
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1  (I)  Section  211(e)  of  such  Act  is  amended  by  striking  out 

2  "chapter  1  of  the  Internal  Revenue  Code",  *  'chapter  1  of 

3  such  code",  and  "such  chapter  1"  and  inserting  in  lieu  there- 

4  of  "subtitle  A  of  the  Internal  Eevenue  Code  of  1954",  "sub- 

5  title  A  of  such  Code",  and  "such  subtitle  A",  respectively. 

6  (9)(A)  Section  213(a)(1)  of  such  Act  is  amended  by  strik- 

7  ing  out  "means"  and  inserting  in  lieu  thereof  "mean". 

8  (B)  Section  213(a)(2)(B)(ii)  of  such  Act  is  amended  by 

9  striking  out  "equal  to  $3,000"  and  inserting  in  lieu  thereof 

10  "equal  $3,000". 

11  (10)(A)  Section  215(a)(1)  of  such  Act  is  amended — 

12  (i)  by  striking  out  "of  such  benefits"  in  subpara- 

13  graph  (B)(i)  and  inserting  in  lieu  thereof  "for  such 

14  benefits"; 

15  (ii)  by  striking  out  "amounts"  in  subparagraph 

16  (B)(iii)  and  inserting  in  lieu  thereof  "amount";  and 

17  (hi)  by  striking  out  "scetion  217"  in  subparagraph 

18  (C)(ii)  and  inserting  in  lieu  thereof  "section  217". 

19  (B)  Section  215(a)(4)  of  such  Act  is  amended  by  indent- 

20  ing  subparagraph  (B)  two  ems  so  as  to  align  its  left  margin 

21  with  the  margin  of  subparagraph  (A)  (and  by  appropriately 

22  further  indenting  clauses  (i)  and  (ii)  of  such  subparagraph 

23  (B». 
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1  (C)  Section  215(f)(2)(A)  of  such  Act  is  amended  by  strik- 

2  ing  out  '  'primary  insurance  account"  and  inserting  in  lieu 

3  thereof ' 'primary  insurance  amount". 

4  (D)  Section  215(h)  of  such  Act  is  amended — 

5  (i)  by  adding  at  the  beginning  thereof  the  follow- 

6  ing  heading: 

7  "Service  of  Certain  Public  Health  Service  Officers"; 

8  and 

9  (ii)  by  striking  out  "Civil  Service  Commission"  in 

10  paragraph  (1)  and  inserting  in  lieu  thereof  "Director  of 

11  the  Office  of  Personnel  Management". 

12  (E)  Section  215  of  such  Act  is  further  amended — 

13  (i)  by  striking  out  "he"  each  place  it  appears  in 

14  subsections  (a)(2)(B)(i),  (a)(3)(B)(i),  (a)(4)(A),  (b)(2)(A) 

15  (second  sentence),  (b)(3)(A)(ii)(I),  (b)(4),  and  (f)(2)(D)(ii), 

16  and  the  first  place  it  appears  in  subsection  (f)(2)(A), 

17  and  inserting  in  lieu  thereof  "he  or  she"; 

18  (ii)  by  striking  out  "his"  each  place  it  appears  in 

19  subsections  (a)(3)(B)(ii),  (b)(1)(A),  and  (b)(2)(B)(ii)(II) 

20  and  inserting  in  lieu  thereof  "his  or  her"; 

21  (hi)  by  striking  out  "him"  in  subsections  (d)(1)(C) 

22  and  (e)(1)  and  inserting  in  lieu  thereof  "such  individu- 

23  al";  and 
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1  (iv)  by  striking  out  "he"  the  second  place  it  ap- 

2  pears  in  subsection  (f)(2)(A)  and  inserting  in  lieu  there- 

3  of  "the  Secretary". 

4  (11)(A)  Section  2203(d)(4)  of  Public  Law  97-35  is 

5  amended  by  inserting  after  "at  the  end  of  paragraph  (3)"  the 

6  following:  "(after  and  below  subparagraph  (C)(ii))". 

7  (B)  Section  216(i)(2)(F)(ii)  of  the  Social  Security  Act  is 

8  amended  by  striking  out  "enacted,"  in  the  matter  immediate- 

9  ly  preceding  subdivision  (I)  and  inserting  in  lieu  thereof  "en- 

10  acted—". 

11  (12)(A)  Section  217(d)  of  such  Act  is  amended  by  in- 

12  denting  paragraphs  (1)  and  (2)  two  ems. 

13  (B)  Section  217(e)(1)  of  such  Act  is  amended  by  insert- 

14  ing  ",  National  Oceanic  and  Atmospheric  Administration 

15  Corps,"  after  "Coast  and  Geodetic  Survey"  in  the  last  sen- 

16  tence. 

17  (C)  Section  217(f)(1)  of  such  Act  is  amended  by  striking 

18  out  "Civil  Service  Commission"  and  inserting  in  lieu  thereof 

19  "Director  of  the  Office  of  Personnel  Management". 

20  (13)  Section  218(i)  of  such  Act  is  amended  by  striking 

21  out  "subchapter  A  or  E  of  chapter  9  of  the  Internal  Revenue 

22  Code"  and  inserting  in  lieu  thereof  "chapter  21  and  subtitle 

23  F  of  the  Internal  Eevenue  Code  of  1954". 

24  (14)  Section  221(e)  of  such  Act  is  amended  by  striking 

25  out  "Federal  Disability  Trust  Fund  is  charged"  and  inserting 
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1  in  lieu  thereof  "Federal  Disability  Insurance  Trust  Fund  is 

2  charged". 

3  (15)(A)  Subsections  (a)  and  (b)(1)  of  section  222  of  such 

4  Act  are  amended  by  striking  out  "the  Vocational  Behabilita- 

5  tion  Act"  each  place  it  appears  and  inserting  in  lieu  thereof 

6  "title  I  of  the  Eehabilitation  Act  of  1973". 

7  (B)  Section  222(b)(3)  of  such  Act  is  amended  by  striking 

8  out  "equal"  and  inserting  in  lieu  thereof  "equals". 

9  (C)  Section  222(b)(4)  of  such  Act  is  amended  by  striking 

10  out  "full-time  student"  and  inserting  in  lieu  thereof  "full-time 

11  elementary  or  secondary  school  student". 

12  (16)(A)  Section  223(d)(2)(A)  of  such  Act  is  amended  by 

13  striking  out  "an  individual"  and  inserting  in  lieu  thereof  "An 

14  individual". 

15  (B)(i)  Section  223  of  such  Act  is  further  amended  by 

16  striking  out  "he"  each  place  the  term  appears  (except  in  sub- 

17  section  (c)(l)(B)(iii))  and  inserting  in  lieu  thereof — 

18  (I)  "such  individual"  in  subsections  (a)(1)  (the 

19  first,  second,  fourth,  sixth,  and  seventh  places  it  ap- 

20  pears  in  the  first  sentence,  and  in  the  second,  third, 

21  and  fourth  sentences),  (a)(2)  (the  first,  third,  and  fourth 

22  places  it  appears  in  the  first  sentence,  and  in  the 

23  second  sentence),  (c)(1)(A)  (the  first  place  it  appears), 

24  (c)(l)(B)(i),   (c)(l)(B)(ii)  (the  first  place  it  appears), 

25  (c)(2)(B)  (the  first  place  it  appears),  (d)(1)(B),  (d)(2)(A) 
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1  (the  second  and  third  places  it  appears),  (e),  and 

2  (g)(2)(A);  and 

3  (II)  "he  or  she"  in  subsections  (a)(1)  (the  third 

4  and  fifth  places  it  appears),  (a)(2)  (the  second  and  fifth 

5  places  it  appears),  (b),  (c)(1)(A)  (the  second  place  it  ap- 

6  pears),   (c)(l)(B)(ii)   (the   second   place   it  appears), 

7  (c)(2)(B)  (the  second  place  it  appears),  (d)(2)(A)  (the 

8  first  and  fourth  places  it  appears),  and  (d)(5). 

9  (ii)  Section  223  of  such  Act  is  further  amended  by  strik- 

10  ing  out  "his"  each  place  the  term  appears  (except  in  subsec- 

1 1  tion  (d)(2)(B))  and  inserting  in  lieu  thereof — 

12  (I)  "such  mdividual's"  in  subsections  (d)(2)(A)  (the 

13  first  place  it  appears)  and  (d)(4)  (the  second  place  it  ap- 

14  pears);  and 

15  (EE)  "his  or  her"  in  subsections  (a)(1),  (a)(2), 

16  (d)(2)(A)  (the  second  place  it  appears),  (d)(4)  (the  first 

17  and  third  places  it  appears),  (e),  and  (g)(2). 

18  (hi)  Section  223  of  such  Act  is  further  amended  by  strik- 

19  ing  out  "him"  each  place  the  term  appears  and  inserting  in 

20  lieu  thereof — 

21  (I)  "such  individual"  in  subsections  (d)(2)(A)  and 

22  (d)(4)  (the  second  place  it  appears);  and 

23  (II)  "him  or  her"  in  subsection  (d)(4)  (the  first 

24  place  it  appears). 
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1  (17)  Section  226(b)  of  such  Act  is  amended  (in  the 

2  matter  following  paragraph  (2)(C))  by  striking  out  "part  (A)" 

3  and  inserting  in  lieu  thereof  "part  A". 

4  (18)  The  last  sentence  of  section  230(c)  of  such  Act  is 

5  amended  by  striking  out  "(3)(f)(3)"  and  inserting  in  lieu 

6  thereof  "3(f)(3)". 

7  (b)(1)  Section  302(b)  of  such  Act  is  amended  by  striking 

8  out  all  that  follows  "through"  and  precedes  "and  prior"  and 

9  inserting  in  lieu  thereof  "the  Fiscal  Service  of  the  Depart- 

10  ment  of  the  Treasury". 

1 1  (2)  Section  303(a)(4)  of  such  Act  is  amended  by  striking 

12  out  "1606(b)"  and  inserting  in  lieu  thereof  "3305(b)". 

13  (3)  Section  303(a)(5)  of  such  Act  (as  amended  by  the 

14  1983  Amendments)  is  amended — 

15  (A)  by  striking  out  "1606(b)"  and  inserting  in  lieu 

16  thereof  "3305(b)";  and 

17  (B)  by  striking  out  the  punctuation  mark  immedi- 

18  ately  before  the  last  proviso  and  inserting  in  lieu  there- 

19  of  a  colon. 

20  (4)  Section  303(c)  of  such  Act  is  amended  by  striking 

21  out  "That"  in  paragraphs  (1)  and  (2)  and  inserting  in  lieu 

22  thereof  "that". 

23  (5)  Section  303(e)(2)(A)(i)  of  such  Act  is  amended  by 

24  striking  out  "child  support  obligatons"  and  inserting  in  lieu 

25  thereof  "child  support  obligations". 
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1  (c)(1)(A)  Section  402(a)(9)  of  such  Act  is  amended  by 

2  striking  out  "use  of  disclosure"  and  inserting  in  lieu  thereof 

3  "use  or  disclosure". 

4  (B)  Section  402(a)(14)  of  such  Act  is  amended  by  strik- 

5  ing  out  "(A)  provide  that"  and  inserting  in  lieu  thereof  "pro- 

6  vide  (A)  that". 

7  (C)  Section  402(a)(19)(F)(i)  of  such  Act  is  amended  by 

8  striking  out  "or  section  408"  and  inserting  in  lieu  thereof  "or 

9  section  472". 

10  (D)  Section  402(a)(19)(G)  of  such  Act  is  amended  by 

11  striking  out  the  comma  before  "that"  in  clause  (iv). 

12  (E)  Section  402(a)  of  such  Act  is  further  amended — 

13  (i)  by  striking  out  "must"  immediately  before  the 

14  first  of  its  36  numbered  subdivisions  and  inserting  in 

15  lieu  thereof  "must — "; 

16  (ii)  by  indenting  and  aligning  such  numbered  sub- 

17  divisions  (without  altering  any  of  the  numbering,  lan- 

18  guage,  or  punctuation)  to  the  extent  necessary  to  make 

19  each  of  such  subdivisions  a  numbered  paragraph  with 

20  its  left  margin  indented  two  ems  (and  with  any  desig- 

21  nated  internal  subdivisions  within  such  paragraphs  (in- 

22  eluding  the  numbered  subdivisions  in  subparagraphs  (A) 

23  and  (B)  of  paragraph  (8)  and  in  subparagraph  (A)  of 

24  paragraph  (14)  but  not  including  such  subparagraphs 

25  themselves,  and  not  including  any  of  the  subdivisions  in 
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1  paragraphs  (9),  (10),  (15),  (19)(G),  (25),  (30),  (31),  (33), 

2  and  (36))  being  appropriately  further  indented  and 

3  aligned  as  subparagraphs  or  clauses); 

4  (iii)  by  striking  out  "and"  after  the  semicolon  at 

5  the  end  of  paragraph  (5); 

6  (iv)  by  striking  out  "clause"  each  place  it  appears 

7  in  paragraphs  (15)(A),  (15)(B),  and  (19)(F)  and  insert- 

8  ing  in  lieu  thereof  "paragraph";  and 

9  (v)  by  striking  out  "section  402(a)(7)"  in  para- 

10  graph  (19)(D)  and  inserting  in  lieu  thereof  "paragraph 

11  (7)". 

12  (F)  Section  402(c)  of  such  Act  is  amended  by  striking 

13  out  "clause"  each  place  it  appears  and  inserting  in  lieu  there- 

14  of  "paragraph". 

15  (2)(A)  Section  403(b)(3)  of  such  Act  is  amended  by  strik- 

16  ing  out  all  that  follows  "through"  and  precedes  "and  prior" 

17  and  inserting  in  lieu  thereof  "the  Fiscal  Service  of  the  De- 

18  partment  of  the  Treasury". 

19  (B)  Clause  (ii)  in  the  last  sentence  of  section  403(j)  of 

20  such  Act  is  amended  by  striking  out  the  comma  after  "excess 

21  payments". 

22  (3)(A)  Section  406(b)(2)  of  such  Act  is  amended  by 

23  adding  "and"  after  the  semicolon  at  the  end  of  clause  (C),  by 

24  striking  out  clause  (D),  and  by  redesignating  clause  (E)  as 

25  clause  (D). 
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1  (B)(i)  The  last  sentence  of  section  406(b)  of  such  Act, 

2  and  section  402(a)(19)(F)(i)  of  such  Act,  are  each  amended  by 

3  striking  out  "clauses  (A)  through  (E)"  and  inserting  in  lieu 

4  thereof  "clauses  (A)  through  (D)". 

5  (ii)  Section  402(a)(26)(B)  of  such  Act  is  amended  by 

6  striking  out  "subparagraphs  (A)  through  (E)"  and  inserting  in 

7  lieu  thereof  "clauses  (A)  through  (D)". 

8  (4)(A)  Section  407(b)(1)(C)  of  such  Act  is  amended  by 

9  striking  out  "such  father",  and  "he"  each  place  it  appears, 

10  and  by  inserting  in  lieu  thereof  in  each  instance  "such 

11  parent". 

12  (B)  Section  407(b)(2)(A)  of  such  Act  is  amended  by 

13  striking  out  "thirty  days"  and  inserting  in  lieu  thereof  "30 

14  days". 

15  (5)  Section  409(a)  of  such  Act  is  amended — 

16  (A)  by  striking  out  "vacanies"  in  paragraph  (1)(B) 

17  and  inserting  in  lieu  thereof  "vacancies";  and 

18  (B)  by  striking  out  "part  (C)"  in  paragraph  (3) 

19  and  inserting  in  lieu  thereof  "part  C". 

20  (6)  Section  410  of  such  Act  is  amended  by  striking  out 

21  "Food  Stamp  Act  of  1964"  in  subsections  (a)  and  (c)  and 

22  inserting  in  lieu  thereof  "Food  Stamp  Act  of  1977". 

23  (7)(A)  Section  414(b)(5)  of  such  Act  in  amended  by 

24  striking  out  "receipients"  and  inserting  in  lieu  thereof  "recip- 

25  ients". 
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1  (B)  Section  415(b)(l)(B)(ii)  of  such  Act  is  amended  by 

2  striking  out  "determinig"  and  inserting  in  lieu  thereof  "deter- 

3  nrnring". 

4  (8)  Section  420(b)  of  such  Act  is  amended  by  striking 

5  out  the  comma  immediately  after  ' 'preceding  sentence". 

6  (9)  Section  441  of  such  Act  is  amended  by  striking  out 

7  "(a)".  - 

8  (10)  Section  444(d)  of  such  Act  is  amended  by  striking 

9  out  "reref  erred"  and  inserting  in  lieu  thereof  "referred". 

10  (11)  Section  445(b)(1)(E)  of  such  Act  is  amended  by 

11  striking  out  "Comprehensive  Employment  and  Training  Act 

12  of  1973"  and  inserting  in  lieu  thereof  "Job  Training  Partner- 

13  ship  Act". 

14  (12)  The  second  sentence  of  section  452(c)(2)  of  such 

15  Act  is  amended  by  striking  out  "preceding  section"  and  in- 

16  serting  in  lieu  thereof  "preceding  sentence". 

17  (13)  Section  453(b)(2)  of  such  Act  is  amended  by  strik- 

18  ing  out  ",  or  the  United  States"  and  inserting  in  lieu  thereof 

19  "of  the  United  States". 

20  (14)  Section  454  of  such  Act  is  amended — 

21  (A)  by  striking  out  "of  such  parent"  in  paragraph 

22  (9)(C); 

23  (B)  by  striking  out  "collection  and  distribution," 

24  in  clause  (A)(ii)  of  paragraph  (16)  and  inserting  in  lieu 

25  thereof  "collection,  and  distribution";  and 
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1  (C)  by  indenting  paragraph  (17)  two  ems  so  as  to 

2  align  its  left  margin  with  the  margins  of  the  preceding 

3  paragraphs,  and  amending  such  paragraph  (as  so  in- 

4  dented) — 

5  (i)  by  striking  out  "to  accept"  and  inserting 

6  in  lieu  thereof  "provide  that  the   State  will 

7  accept", 

8  (ii)  by  striking  out  "  and  to  impose"  and  in- 

9  serting  in  lieu  thereof  "will  impose", 

10  (iii)  by  striking  out  "to  transmit"  and  insert- 

11  ing  in  lieu  thereof  "will  transmit",  and 

12  (iv)  by  striking  out  ",  otherwise  to  comply" 

13  and  inserting  in  lieu  thereof  "will  otherwise 

14  comply". 

15  (15)  Section  456  of  such  Act  is  amended — 

16  (A)  by  inserting  "(1)"  after  "Sec.  456.  (a)"; 

17  (B)  by  striking  out  "(1)  The  amount"  and  insert- 

18  ing  in  lieu  thereof  "(2)  The  amount"; 

19  (C)  by  striking  out  "(2)  Any"  and  inserting  in  lieu 

20  thereof  "(3)  Any";  and 

21  (D)  by  striking  out  "paragraphs  (1)(A)  and  (B)" 

22  and  inserting  in  lieu  thereof  "subparagraphs  (A)  and 

23  (B)  of  paragraph  (2)". 
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1  (16)  The  heading  of  section  458  of  such  Act  is  amended 

2  by  striking  out  "States"  and  inserting  in  lieu  thereof 

3  "states". 

4  (17)  Section  462(f)(2)  of  such  Act  is  amended  by  striking 

5  out  "dependents"  and  inserting  in  lieu  thereof  "depend- 

6  ents'  ". 

7  (18)(A)  Section  474(b)(4)(A)  of  such  Act  is  amended  by 

8  striking  out  "subparagraph  (c)"  and  inserting  in  lieu  thereof 

9  "subparagraph  (C)". 

10  (B)  Section  474(c)(2)  of  such  Act  is  amended  by  striking 

11  out  "relvant"  and  inserting  in  lieu  thereof  "relevant". 

12  (C)  Section  474(d)(1)  of  such  Act  is  amended — 

13  (i)  by  striking  out  "and  (c)"  the  second  place  it 

14  appears  and  inserting  in  lieu  thereof  "and  (C)";  and 

15  (ii)  by  striking  out  "secretary"  and  inserting  in 

16  lieu  thereof  "Secretary". 

17  (d)(1)  Section  901(c)  of  such  Act  is  amended  by  aligning 

18  paragraphs  (1)  through  (4)  (including  the  subparagraphs  in 

19  paragraph  (3))  flush  with  the  left  margin  (but  with  appropri- 

20  ate  indentation  in  the  case  of  the  subparagraphs  and  clauses 

21  in  paragraph  (1)). 

22  (2)  Section  901(f)  of  such  Act  is  amended  by  moving 

23  paragraph  (3)  two  ems  to  the  left,  so  that  its  left  margin  is  in 

24  flush  alignment  with  the  margins  of  the  other  paragraphs  in 

25  such  section. 
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1  (3)  Section  904(b)  of  such  Act  is  amended  by  striking 

2  out  "the  Second  Liberty  Bond  Act,  as  amended,' '.  and  insert- 

3  ing  in  lieu  thereof  "chapter  31  of  title  31,  United  States 

4  Code,". 

5  (4)  Section  908(d)  of  such  Act  is  amended  by  striking 

6  out  "5703(b)"  and  inserting  in  lieu  thereof  "5703". 

7  (e)(1)(A)    Subparagraphs    (C)    and    (D)    of  section 

8  1101(a)(8)  of  such  Act  are  amended  by  indenting  them  4  ems 

9  so  as  to  align  their  left  margin  with  the  left  margin  of  subpar- 

10  agraphs  (A)  and  (B)  of  such  section. 

11  (B)  Paragraph  (9)  of  section  1101(a)  of  such  Act  is 

12  amended  by  indenting  it   (including   subparagraphs  (A) 

13  through  (D)  and  clauses  (i)  and  (ii)  of  subparagraph  (C))  4 

14  additonal  ems  so  as  to  align  the  left  margin  at  the  beginning 

15  of  such  paragraph  with  the  left  margin  of  paragraph  (8)(A)  of 

16  such  section. 

17  (2XA)  Section  1107(a)  of  such  Act  is  amended  by  strik- 

18  ing  out  ",  subchapter  E  of  chapter  1  or  subchapter  A,  C,  or 

19  E  of  chapter  9  of  the  Internal  Revenue  Code,". 

20  (B)  The  amendment  made  by  subparagraph  (A)  shall  not 

21  apply  to  returns  filed  or  representations  made  on  or  before 

22  the  date  of  the  enactment  of  this  Act. 

23  (3)  Section  1107(b)  of  such  Act  is  amended — 

24  (A)  by  striking  out  "he"  each  place  it  appears  and 

25  inserting  in  lieu  thereof  "he  or  she";  and 
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1  (B)  by  striking  out  4 'former  wife  divorced,"  each 

2  place  it  appears  and  inserting  in  lieu  thereof  "divorced 

3  wife,  divorced  husband,  surviving  divorced  wife,  surviv- 

4  ing  divorced  husband,  surviving  divorced  mother,  sur- 

5  viving  divorced  father,". 

6  (4)  Section  1114(h)(1)  of  such  Act  is  amended  by  strik- 


7  ing  out  "sections  281,  283,  and  1914  of  title  18  of  the 

8  United  States  Code,  and  section  190  of  the  Revised  Statutes 

9  (5  U.S.C.  99)"  and  insert  in  lieu  thereof  "sections  203,  205, 
10  and  209  of  title  18,  United  States  Code". 


11  (5)  Section  1115(a)  of  such  Act  is  amended  by  striking 

12  out  "VI,",  "602,",  and  "603,". 

13  (6)  Section  1116  of  such  Act  is  amended — 

14  (A)  by  striking  out  "VI,"  in  subsections  (a)(1),  (b), 

15  and  (d); 

16  (B)  by  striking  out  "604,"  in  subsection  (a)(3); 

17  and 

18  (C)  by  striking  out  "XVI,"  and  all  that  follows 

19  through  "part  A"  in  subsection  (d)  and  inserting  in  lieu 

20  thereof  "XVI,  or  XIX,  or  part  A". 

21  (7)  Section  1131(a)  of  such  Act  is  amended — 

22  (A)  by  striking  out  the  period  after  "section 

23  204(d)  of  this  Act"  in  paragraph  (2)(B)  and  inserting  in 

24  lieu  thereof  a  comma;  and 
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1  (B)  by  moving  the  matter  following  paragraph 

2  (2)(B)  two  ems  to  the  left  so  that  it  is  flush  with  the 

3  left  margin. 

4  (f)  Title  XIII  of  such  Act  is  repealed. 

5  (g)(1)  Section  1611(c)  of  such  Act  is  amended  by  adding 

6  at  the  beginning  thereof  the  following  heading: 

7  "Period  for  Determination  of  Benefits". 

8  (2)  Section  1611(g)  of  such  Act  is  amended  by  striking 

9  out  "or  individuals"  and  inserting  in  lieu  thereof  "or  such 

10  individual". 

11  (3)  Section  1612(b)(2)  of  such  Act  is  amended  by  indent- 

12  ing  subparagraph  (B)  two  ems  so  as  to  align  its  left  margin 

13  with  the  margin  of  subparagraph  (A). 

14  (4)  Section  1612(b)(9)  of  such  Act  is  amended  by  insert- 

15  ing  a  comma  after  "child". 

16  (5)  The  heading  of  section  1613(c)  of  such  Act  is  amend- 

17  ed  to  read  as  follows: 

18  "Disposal  of  Resources  For  Less  Than  Fair  Market  Value". 

19  (6)  Section  1614(a)(3)  of  such  Act  is  amended  by 

20  moving  subparagraph  (E)  two  ems  to  the  left,  so  that  its  left 

21  margin  is  in  flush  alignment  with  the  margins  of  the  other 

22  subparagraphs  in  such  section. 

23  (7)  Section  1614(d)(1)  of  such  Act  is  amended  by  strik- 

24  ing  out  "man  and  women"  and  inserting  in  lieu  thereof  "man 

25  and  woman". 
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1  (8)  Section  1615  of  such  Act  is  amended  by  striking  out 

2  "the  Vocational  Rehabilitation  Act"  in  subsections  (a),  (c), 

3  and  (d)  and  inserting  in  lieu  thereof  "title  I  of  the  Rehabilita- 

4  tion  Act  of  1973". 

5  (9)  Section  1618  of  such  Act  is  amended — 

6  (A)  by  moving  subsection  (d)  two  ems  to  the  left, 

7  so  that  its  left  margin  is  in  flush  alignment  with  the 

8  margins  of  the  other  subsections  in  such  section; 

9  (B)  by  striking  out  the  comma  after  "levels  of  its" 

10  in  such  subsection  (d);  and 

11  (C)  by  inserting  a  comma  after  "1980",  and  after 

12  "1976"  each  place  it  appears,  in  such  subsection. 

13  (10)  Section  1621(e)  of  such  Act  is  amended  by  striking 

14  out  "severably"  and  inserting  in  lieu  thereof  "severally". 

15  (11)  Section  1631(b)(1)  of  such  Act  is  amended  by  strik- 

16  ing  out  "equity  or"  and  inserting  in  lieu  thereof  "equity 

17  and". 

18  (12)  Section  1631(d)(1)  of  such  Act  is  amended  by  strik- 

19  ing  out  "(e),  and  (f)"  and  inserting  in  lieu  thereof  "and  (e)". 

20  (h)(1)  Section  2002(b)  of  such  Act  is  amended  by  strik- 

21  ing  out  "section  203  of  the  Intergovernmental  Cooperation 

22  Act  of  1968  (42  U.S.C.  4213)"  and  inserting  in  lieu  thereof 

23  "section  6503  of  title  31,  United  States  Code,". 

24  (2)  Section  2006(c)  of  such  Act  is  amended  by  striking 

25  out  "section  202  of  the  Intergovernmental  Cooperation  Act 
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1  of  1968  (42  U.S.C.  4212)"  and  inserting  in  lieu  thereof  "sec- 

2  tion  6503  of  title  31,  United  States  Code". 

3  (i)(l)  Subsection  (f)  of  section  86  of  the  Internal  Reve- 

4  nue  Code  of  1954  is  amended  by  redesignating  paragraphs 

5  (1),  (2),  (3),  and  (4)  as  paragraphs  (2),  (3),  (4),  and  (5),  respec- 

6  tively,  and  by  inserting  before  paragraph  (2)  (as  so  redesig- 

7  nated)  the  following  new  paragraph: 


8  "(1)  section  37(c)(3)(A)  (relating  to  reduction  for 

9  amounts  received  as  pension  or  annuity),". 

10  (2)  Subsection  (a)  of  section  132  of  such  Code  is  amend- 

11  ed  by  striking  out  paragraphs  (6)  and  (7)  and  by  redesignating 

12  paragraph  (8)  as  paragraph  (6). 

13  (3)  Section  3121(b)(1)  of  such  Code  is  amended  by  strik- 

14  ing  out  "(A)"  and  all  that  follows  down  through  "or  (B)". 

15  (4)(A)  Section  3121(b)(5)(B)  of  such  Code  (as  amended 

16  by  section  101(b)(1)  of  the  1983  Amendments)  is  amended  to 

17  read  as  follows: 

18  "(B)  is  performed  by  an  individual  who — 

19  "(i)  has  been  continuously  performing  service 

20  described  in  subparagraph  (A)  since  December  31, 

21  1983,  and  for  purposes  of  this  clause — 

22  "(I)  if  an  individual  performing  service 

23  described  in  subparagraph  (A)  returns  to  the 

24  performance  of  such  service  after  being  sepa- 

25  rated  therefrom  for  a  period  of  less  than  366 
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1  consecutive  days,  regardless  of  whether  the 

2  period  began  before,  on,  or  after  December 

3  31,  1983,  then  such  service  shall  be  consid- 

4  ered  continuous, 

5  "(II)  if  an  individual  performing  service 

6  described  in  subparagraph  (A)  returns  to  the 

7  performance  of  such  service  after  being  de- 

8  tailed  or  transferred  to  an  international  orga- 

9  nization  as  described  under  section  3343  of 

10  subchapter  III  of  chapter  33  of  title  5, 

11  United  States  Code,  or  under  section  3581 

12  of  chapter  35  of  such  title,  then  the  service 

13  performed  for  that  organization  shall  be  con- 

14  sidered  service  described  in  subparagraph 

15  (A), 

16  "(HI)  if  an  individual  performing  serv- 

17  ice  described  in  subparagraph  (A)  is  reem- 

18  ployed  or  reinstated  after  being  separated 

19  from  such  service  for  the  purpose  of  accept- 

20  ing  employment  with  the  American  Institute 

21  in  Taiwan  as  provided  under  section  3310  of 

22  chapter  48  of  title  22,  United  States  Code, 

23  then  the  service  performed  for  that  Institute 

24  shall  be  considered  service  described  in  sub- 

25  paragraph  (A),  and 
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1  "(IV)  if  an  individual  performing  service 

2  described  in  subparagraph  (A)  returns  to  the 

3  performance  of  such  service  after  performing 

4  service  as  a  member  of  a  uniformed  service 

5  (including,  for  purposes  of  this  clause,  service 

6  in  the  National  Guard  and  temporary  service 

7  in  the  Coast  Guard  Reserve)  and  after  exer- 

8  cising  restoration  or  reemployment  rights  as 

9  provided  under  chapter  43  of  title  38,  United 

10  States  Code,  then  the  service  so  performed 

11  as  a  member  of  a  uniformed  service  shall  be 

12  considered  service  described  in  subparagraph 

13  (A);  or 

14  "(ii)  is  receiving  an  annuity  from  the  Civil 

15  Service  Retirement  and  Disability  Fund,  or  bene- 

16  fits  (for  service  as  an  employee)  under  another  re- 

17  tirement  system  established  by  a  law  of  the 

18  United  States  for  employees  of  the  Federal  Gov- 

19  ernment  (other  than  for  members  of  the  uniformed 

20  service);". 

21  (B)  Section  3121(b)(5)(v)  of  such  Code  (as  so  amended) 

22  is  amended  to  read  as  follows: 

23  "(v)  any  other  service  in  the  legislative 

24  branch  of  the  Federal  Government  if  such 

25  service — 
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1 

"(D  is  performed  by  an  individual 

2 

who  was  not  subject  to  subchapter  HE 

3 

of  chapter  83  of  title  5,  United  States 

4 

Code,  or  to  another  retirement  system 

5 

established  by  a  law  of  the  United 

6 

States  for  employees  of  the  Federal 

7 

Government  (other  than  for  members  of 

8 

the  uniformed  services),  on  December 

9 

31,  1983,  or 

10 

"(II)  is  performed  by  an  individual 

11 

who  was  subject  to  subchapter  III  of 

12 

chapter  83  of  such  title  5,  or  to  another 

13 

retirement  system  established  by  a  law 

14 

of  the  United  States  for  employees  of 

15 

the  Federal  Government  (other  than  for 

16 

members  of  the  uniformed  services),  on 

17 

December  31,  1983,  but  who — 

18 

"(a)  commenced  the  perform- 

19 

ance  of  such  service  in  the  legisla- 

20 

tive  branch  after  that  date,  or 

21 

"(b)  was  separated  from  serv- 

22 

ice  in  the  legislative  branch  after 

23 

that  date  and  has  returned  to  the 

24 

performance  of  such  service, 
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1  unless  such  individual  becomes  subject 

2  to  such  subchapter  III  within  45  days 

3  after  the  effective  date  of  such  com- 

4  mencement  or  return  (or,  if  later,  within 

5  45  days  after  the  date  of  the  enactment 

6  of  this  subclause),  or  remains  subject  to 

7  such    other    retirement    system,  and 

8  unless  (in  the  case  of  a  separation  and 

9  return  described  in  subdivision  (b))  the 

10  period  of  the  separation  was  less  than 

11  366  consecutive  days; 

12  and  for  purposes  of  this  clause  (v)  an  individ- 

13  ual  is  subject  to  such  subchapter  HI  or  to 

14  any  such  other  retirement  system  at  any 

15  ,  time  only  if  (1)  such  individual's  pay  is  sub- 

/ 

16  ject  to  deductions,  contributions,  or  similar 

17  payments  (concurrent  with  the  service  being 

18  performed    at    that    time)    under  section 

19  8334(a)  of  such  title  5  or  the  corresponding 

20  provision  of  the  law  establishing  such  other 

21  system,   or  (in.  a  case  to  which  section 

22  8332(k)(l)  of  such  title  applies)  such  individ- 

23  ual  is  making  payments  of  amounts  equiva- 

24  lent  to  such  deductions,  contributions,  or 

25  similar  payments  while  on  leave  without  pay, 
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1  or  (2)  such  individual  is  receiving  an  annuity 

2  from  the  Civil  Service  Retirement  and  Dis- 

3  ability  Fund,  or  is  receiving  benefits  (for 

4  service  as  an  employee)  under  another  retire- 

5  ment  system  established  by  a  law  of  the 

6  United  States  for  employees  of  the  Federal 

7  i  Government  (other  than  for  members  of  the 

8  uniformed  services);". 

9  (C)  The  amendments  made  by  subparagraphs  (A)  and 

10  (B)  shall  be  effective  with  respect  to  service  performed  after 

11  December  31,  1983. 

12  (5)  Section  3121(i)(2)  of  such  Code  is  amended  by  strik- 

13  ing  out  "section  102(10)  of  the  Servicemen's  and  Veterans' 

14  Survivor  Benefits  Act"  and  inserting  in  lieu  thereof  "chapter 

15  3  and  section  1009  of  title  37,  United  States  Code". 

16  (6)  Section  3121(m)(2)  of  such  Code  is  amended — 

17  (A)  by  striking  out  "section  102  of  the  Service- 

18  men's  and  Veterans'  Survivor  Benefits  Act"  and  in- 

19  serting  in  lieu  thereof  "paragraph  (21)  of  section  101 

20  of  title  38,  United  States  Code";  and 

21  (B)  by  striking  out  "such  section"  and  inserting  in 

22  lieu  thereof  "paragraph  (22)  of  such  section". 

23  (7)  Section  3121(m)(3)  of  such  Code  is  amended  by 

24  striking  out  "such  section  102"  and  inserting  in  lieu  thereof 

25  "paragraph  (23)  of  such  section  101". 
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1  (8)  Section  3121(n)  of  such  Code  is  amended — 

2  (A)  by  striking  out  "a  reserve  component  of  a  uni- 

3  formed  service  as  defined  in  section  102(3)  of  the  Serv- 

4  icemen's  and  Veterans'  Survivor  Benefits  Act"  in  the 

5  first  sentence  and  inserting  in  lieu  thereof  "a  reserve 

6  component  as  defined  in  section  101(27)  of  title  38, 

7  United  States  Code"; 

8  (B)  by  inserting  ",  the  National  Oceanic  and  At- 

9  mospheric  Administration  Corps,"  after  "Coast  and 

10  Geodetic  Survey"  in  the  first  sentence; 

11  (C)  by  striking  out  "military  or  naval"  each  place 

12  it  appears  in  paragraph  (5)  and  inserting  in  lieu  thereof 

13  "military,  naval,  or  air";  and 

14  (D)  by  striking  out  "Universal  Military  Training 

15  and  Service  Act"  in  paragraph  (5)(B)  and  inserting  in 

16  lieu  thereof  "Military  Selective  Service  Act". 

17  (9)  Effective  January  1,  1984,  subparagraph  (B)  of  sec- 

18  tion  3121(v)(l)  of  such  Code  is  amended  to  read  as  follows: 

19  "(B)  any  amount  treated  as  an  employer 

20  contribution  under  section  414(h)(2)  where  the 

21  pickup  referred  to  in  such  section  is  pursuant  to  a 

22  salary  reduction  agreement  (whether  evidenced  by 

23  a  written  instrument  or  otherwise).". 
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1  (10)  Effective  January  1,  1985,  subparagraph  (B)  of 

2  section  3306(r)(l)  of  such  Code  is  amended  to  read  as  fol- 

3  lows: 

4  "(B)  any  amount  treated  as  an  employer 

5  contribution  under  section  414(h)(2)  where  the 

6  pickup  referred  to  in  such  section  is  pursuant  to  a 

7  salary  reduction  agreement  (whether  evidenced  by 

8  a  written  instrument  or  otherwise).". 

9  (11)  Section  6334(c)  of  such  Code  is  amended  by  insert- 
10  ing  "(including  section  207  of  the  Social  Security  Act)"  mi- 
ll mediately  after  "any  other  law  of  the  United  States". 

12  (j)(l)  Section  1101(a)(6)  of  the  Social  Security  Act  is 

13  amended  by  striking  out  "means"  and  all  that  follows  and 

14  inserting  in  lieu  thereof  "means  the  Secretary  of  Health  and 

15  Human  Services.". 

16  (2)  The  following  provisions  of  such  Act  are  amended  by 

17  striking  out  "Health,  Education,  and  Welfare"  wherever  it 

18  appears  and  inserting  in  lieu  thereof  "Health  and  Human 

19  Services": 

20  (A)  In  title  II — 

21  (i)   subsections  (a)(3),   (a)(4),   (b)(1),  (b)(2), 

22  (g)(1),  (gX2),  (g)(4),  and  (iXD  of  section  201; 

23  (ii)  subsections  (qX4)(B),  (qX6)(B),  and  (r)(D 

24  of  section  218;  and 
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1  (iii)  subsections  (b)(3)  and  (b)(4)  of  section 

2  231; 

3  (B)  in  title  IV— 

4  (i)  subsections  (b)(2)  and  (b)(3)  of  section  403; 

5  (ii)  subsection  (a)  of  section  431; 

6  (iii)  subsection  (b)  of  section  436; 

7  (iv)  section  439; 

8  (v)  section  441; 

9  (vi)  section  443; 

10  (vii)  subsection  (a)  of  section  444; 

11  (viii)  subsection  (a)  of  section  452; 

12  (ix)  subsection  (b)(1)  of  section  453; 

13  (x)  paragraph  (8)(B)  of  section  454;  and 

14  (xi)  section  460; 

15  (C)  in  title  VII— 

16  (i)  section  702;  and 

17  (ii)  subsection  (c)(1)  of  section  706; 

18  (D)  in  title  XI— 

19  (i)  section  1102; 

20  (ii)  subsection  (b)  of  section  1106; 

21  (iii)  subsection  (b)  of  section  1107; 

22  (iv)  subsection  (c)  of  section  1114; 

23  (v)  section  1120;  and 

24  (vi)  subsection  (a)  of  section  1126; 

25  (E)  in  title  XVI,  section  1602;  and 
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1  (F)  in  title  XVIII— 

2  (i)  subsections  (a),  (f)(1),  (g),  and  (h)  of  sec- 

3  tion  1817; 

4  (ii)  subsections  (a)(2)  and  (d)(1)  of  section 

5  1840; 

6  (iii)  subsections  (f),  (g),  (h),  and  (i)  of  section 

7  1841;  and 

8  (iv)  subsection  (b)(3)  of  section  1842. 

9  (3)  The  following  provisions  of  such  Act  are  amended  by 

10  striking  out  "of  Health,  Education,  and  Welfare"  wherever  it 

1 1  appears: 

12  (A)  In  title  II — 

13  (i)  subsections  (a)(10)(B)  and  (1)(4)(A)  of  sec- 

14  tion  210; 

15  (ii)  subsections  (a)(2),  (a)(3),  (b)(2),  (e)(2), 

16  (e)(3),  and  (f)(1)  of  section  217; 

17  (iii)  subsections  (a)(1),  (c)(4),  (d)(3),  (d)(7), 

18  (h)(2),  (h)(3),  (i),  (j),  (k)(l),  (1),  and  (p)(2)  of  section 

19  218; 

20  (iv)  subsection  (g)  of  section  228;  and 

21  (v)  subsection  (d)  of  section  233; 

22  (B)  in  title  IV— 

23  (i)  subsection  (a)(3)  of  section  403;  and 

24  (ii)  subsection  (e)  of  section  407;  and 

25  (C)  in  title  XIX,  section  1901. 
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1  (4)  Section  205(1)  of  such  Act  is  amended  by  striking  out 

2  "employee"  and  all  that  follows  down  through  "designated' ' 

3  and  inserting  in  lieu  thereof  "employee  of  the  Department  of 

4  Health  and  Human  Services  designated". 

5  (5)  The  following  provisions  of  the  Internal  Revenue 

6  Code  of  1954  are  amended  by  striking  out  "Health,  Educa- 

7  tion,  and  Welfare"  each  place  it  appears  and  inserting  in  lieu 

8  thereof  "Health  and  Human  Services": 

9  (A)  Subsection  (d)(6)(B)(ii)  of  section  51; 

10  (B)  subsections  (c)(1),  (c)(2)(E),  (g)(1),  (g)(3)(A), 

11  and  (g)(3)(B)  of  section  1402; 

12  (C)  subsection  (b)(10)(B)  of  section  3121; 

13  (D)  subsections  (d)  and  (f)  of  section  6057; 

14  (E)  subsection  (1)(5)  of  section  6103;  and 

15  (F)  paragraph  (5)  of  section  6511(d). 

16  (k)  Sections  432(d),  432(f)(1),  433(g),  and  434(b)  of  the 

17  Social  Security  Act  are  each  amended  by  striking  out  "of 

18  Labor"  wherever  it  appears. 

19  (1)  Any  reference  to  the  Federal  Security  Administrator 

20  which  may  remain  in  the  provisions  of  title  II,  IV,  VQ,  or 

21  XI  of  the  Social  Security  Act  (other  than  section  1101(a)(6) 

22  of  such  Act)  is  amended — 

23  (1)  by  substituting  "Secretary"  or  "Secretary's" 

24  for  the  term  "Administrator"  or  "Administrator's", 

25  where  the  reference  is  to  that  term  alone; 
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1  (2)  by  substituting  "Secretary  of  Health,  Educa- 

2  tion,  and  Welfare' '  for  the  term  "Federal  Security  Ad- 

3  ministrator",  where  the  reference  is  to  that  term,  if  the 

4  provision  containing  such  reference  is  amended  by 

5  paragraph  (2)  or  (3)  of  subsection  (j)  (in  which  case  the 

6  amendment  of  such  provision  under  this  paragraph 

7  shall  be  deemed  to  have  taken  effect  immediately  prior 

8  to  the  amendment  of  such  provision  under  such  para- 

9  graph  (2)  or  (3));  and 

10  (3)  by  substituting  "Secretary  of  Health  and 

11  Human  Services"  for  the  term  "Federal  Security  Ad- 

12  ministrator"  in  any  other  case  where  the  reference  is 

13  to  that  term; 

14  but  nothing  in  this  subsection  shall  affect  the  exercise  under 

15  section  402(a)(5)  of  such  Act  of  the  functions,  powers,  and 

16  duties  relating  to  the  prescription  of  personnel  standards  on  a 

17  merit  basis  which  were  transferred  from  the  Secretary  of 

18  Health,  Education,  and  Welfare  by  section  208(a)(3)(D)  of 

19  Public  Law  91-648. 

20  SEC.  644.  EFFECTIVE  DATES. 

21  (a)  The  amendments  made  by  sections  641  and  642 

22  shall  be  effective  as  though  they  had  been  included  in  the 

23  enactment  of  the  Social  Security  Amendments  of  1983 

24  (Public  Law  98-21). 
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1  (b)  Except  to  the  extent  otherwise  specifically  provided 

2  in  this  subtitle,  the  amendments  made  by  section  643  shall  be 

3  effective  on  the  date  of  the  enactment  of  this  Act;  but  none  of 

4  such  amendments  shall  be  construed  as  changing  or  affecting 

5  any  right,  liability,  status,  or  interpretation  which  existed 

6  (under  the  provisions  of  law  involved)  before  that  date. 

7  PART  II— CHANGES  IN  MEDICARE-RELATED 

8  PROVISIONS  OF  THE  SOCIAL  SECURITY  ACT 

9  SEC.  646.  CHANGES  IN  MEDICARE  PROVISIONS  RELATING  TO 

10  THE  1983  AMENDMENTS. 

11  (a)(1)  Section  1866(a)(1)(F)  of  the  Social  Security  Act  is 

12  amended  by  inserting  "a  professional  standards  review  orga- 

13  nization  (if  there  is  such  an  organization  in  existence  in  the 

14  area  in  which  the  hospital  is  located  as  of  July  1,  1983)  or" 

15  before  "a  utilization  and  quality  control". 

16  (2)  The  amendment  made  by  paragraph  (1)  shall  take 

17  effect  on  the  sixtieth  day  following  the  date  of  the  enactment 

18  of  this  Act. 

19  (b)(1)  Section  1886(d)(1)  of  such  Act  is  amended— 

20  (A)  by  striking  out      or  discharges  occurring"  in 

21  subparagraph  (C),  and 

22  (B)  by  striking  out  "cost  reporting  periods  begin- 

23  ning,  or"  in  subparagraph  (D). 
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1  (2)  Section  1886(c)(4)(A)  of  such  Act  is  amended  by 

2  striking  out  "and  (D)"  and  inserting  in  lieu  thereof  "(D)  and 

3  (E)". 

4  (3)  Section  1886(e)(5)  of  such  Act  is  amended — 

5  (A)  by  striking  out  "for  public  comment' '  in  the 

6  matter  before  subparagraph  (A),  and 

7  (B)  by  inserting  "for  public  comment"  in  subpara- 

8  graph  (A)  after  "that  fiscal  year,". 

9  (4)  Section  1866(a)(1)(F)  of  such  Act  (as  added  by  sec- 

10  tion  602(f)(1)(C)  of  the  Social  Security  Amendments  of  1983 

11  (in  this  part  referred  to  as  the  "1983  Amendments")  is 

12  amended  by  striking  out  "(c)  or  (d)"  and  inserting  in  lieu 

13  thereof  "(b),  (c),  or  (d)". 

14  (5)(A)  The  last  sentence  of  section  1878(f)(1)  of  such 

15  Act  is  amended  by  inserting  "or  which  have  obtained  a  hear- 

16  ing  under  subsection  (b)"  after  "common  ownership  or  con- 

17  troF. 

18  (B)  The  amendment  made  by  subparagraph  (A)  shall  be 

19  effective  with  respect  to  any  appeal  or  action  brought  on  or 

20  after  the  date  of  the  enactment  of  this  Act. 

21  (6)  Section  1818(c)  of  such  Act  is  amended  by  striking 

22  out  "subsection  (a)  of  section  1839"  and  inserting  in  lieu 

23  thereof  "subsection  (b)  of  section  1839". 
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1  (c)(1)  Section  1817(a)  of  the  Social  Security  Act  (as 

2  amended  by  section  141(b)  of  the  1983  Amendments)  is 

3  amended — 

4  (A)  by  striking  out  "monthly  on  the  first  day  of 

5  each  calendar  month"  in  the  next  to  last  sentence  and 

6  inserting  in  lieu  thereof  "from  time  to  time", 

7  (B)  by  striking  out  "to  be  paid  to  or  deposited 

8  into  the  Treasury  during  such  month"  in  such  sentence 

9  and  inserting  in  lieu  thereof  "paid  to  or  deposited  into 

10  the  Treasury",  and 

11  (C)  by  striking  out  the  last  sentence. 

12  (2)  The  amendments  made  by  paragraph  (1)  shall 

13  become  effective  on  the  first  day  of  the  month  following  the 

14  month  in  which  this  Act  is  enacted. 

15  (d)(1)  Section  602(h)(2)  of  the  Social  Security  Amend- 

16  ments  of  1983  (Public  Law  98-21)  is  amended  by  adding  at 

17  the  end  the  following  new  subparagraph: 

18  "(C)  Notwithstanding  section  604(a)(1),  the  amend- 

19  ments  made  by  this  paragraph  shall  be  effective  with  respect 

20  to  any  appeal  or  action  brought  on  or  after  the  date  of  the 

21  enactment  of  the  Tax  Reform  Act  of  1984.". 

22  (2)  Section  604(c)  of  such  Amendments  is  amended  by 

23  adding  at  the  end  the  following  new  paragraph: 

24  "(4)  The  Secretary  shall  cause  to  be  published  in  the 

25  Federal  Register  proposed  regulations  to  carry  out  subsection 
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1  (c)  of  section  1886  of  the  Social  Security  Act  (as  amended  by 

2  this  title)  no  later  than  May  1,  1984,  and  allow  for  a  period 

3  of  45  days  for  public  comment  thereon.  After  consideration  of 

4  the  comments  received,  the  Secretary  shall  cause  to  be  pub- 

5  lished  in  the  Federal  Register  final  regulations  to  carry  out 

6  such  subsection  not  later  than  August  1,  1984.". 

7  (e)  Except  as  otherwise  specifically  provided  in  this  sec- 

8  tion,  the  amendments  made  by  this  section  shall  be  effective 

9  as  though  they  had  been  included  in  the  enactment  of  the 

10  Social  Security  Amendments  of  1983  (Public  Law  98-21). 

11  SEC.  647.  ENROLLMENT  AND  PREMIUM  PENALTY  WITH  RE- 

12  SPECT  TO  WORKING  AGED  PROVISION. 

13  (a)  The  second  sentence  of  section  1839(b)  of  the  Social 

14  Security  Act  is  amended  by  adding  before  the  period  at  the 

15  end  the  following:  ",  but  there  shall  not  be  taken  into  account 

16  months  in  which  the  individual  has  met  the  conditions  speci- 

17  fied  in  clauses  (i)  and  (iii)  of  section  1862(b)(3)(A)  and  can 

18  demonstrate  that  the  individual  was  enrolled  in  a  group 

19  health  plan  described  in  clause  (iv)  of  such  section  by  reason 

20  of  the  individual's  (or  the  individual's  spouse's)  current 

21  employment". 

22  (b)  Section  1837  of  such  Act  is  amended  by  adding  at 

23  the  end  the  following  new  subsection: 

24  "(i)(l)  In  the  case  of  an  individual  who — 


1  "(A)  meets  the  conditions  described  in  clauses  (i) 

2  and  (iii)  of  section  1862(b)(3)(A), 

3  "(B)  at  the  time  the  individual  first  satisfies  para- 

4  graph  (1)  or  (2)  of  section  1836,  is  enrolled  in  a  group 

5  health  plan  described  in  section  1862(b)(3)(A)(iv)  by 

6  reason  of  the  individual's  (or  the  individual's  spouse's) 

7  current  employment,  and 

8  "(C)  has  elected  not  to  enroll  (or  to  be  deemed 

9  enrolled)  under  this  section  during  the  individual's  ini- 

10  tial  enrollment  period, 

11  there  shall  be  a  special  enrollment  period  described  in  para- 

12  graph  (3). 

13  "(2)  In  the  case  of  an  individual  who — 

14  "(A)  meets  the  conditions  described  in  clauses  (i) 

15  and  (iii)  of  section  1862(b)(3)(A), 

16  "(B)(i)  has  enrolled  (or  has  been  deemed  to  have 

17  enrolled)  in  the  medical  insurance  program  established 

18  under  this  part  during  the  individual's  initial  enrollment 

19  period  and  any  subsequent  special  enrollment  period 

20  under  this  subsection  during  which  the  individual  was 

21  not  enrolled  in  a  group  health  plan  described  in  section 

22  1862(b)(3)(A)(iv)  by  reason  of  the  individual's  (or  indi- 

23  vidual's  spouse's)  current  employment,  and 

24  "(C)  has  not  terminated  enrollment  under  this  sec- 

25  tion  at  any  time  at  which  the  individual  is  not  enrolled 
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1  in  such  a  group  health  plan  by  reason  of  the  individ- 

2  ual's  (or  individual's  spouse's)  current  employment, 

3  there  shall  be  a  special  enrollment  period  described  in  para- 

4  graph  (3). 

5  "(3)  The  special  enrollment  period  referred  to  in  para- 

6  graphs  (1)  and  (2)  is  the  period — 

7  "(A)  beginning  with  the  first  day  of  the  third 

8  month  before  the  month  in  which  the  individual  attains 

9  the  age  of  70  and  ending  seven  months  later,  or 

10  1  '(B)  beginning  with  the  first  day  of  the  first 

11  month  in  which  the  individual  is  no  longer  enrolled  in  a 

12  group  health  plan  described  in  section  1862(b)(3)(A)(iv) 

13  by  reason  of  current  employment  and  ending  seven 

14  months  later, 

15  whichever  period  begins  earlier.". 

16  (c)  Section  1838  of  such  Act  is  amended  by  adding  at 

17  the  end  the  following  new  subsection: 

18  "(e)  Notwithstanding  subsection  (a),  in  the  case  of  an 

19  individual  who  enrolls  during  a  special  enrollment  period  pur- 

20  suant  to — 

21  "(1)  subparagraph  (A)  of  section  1837(i)(3) — 

22  "(A)  before  the  month  in  which  he  attains 

23  the  age  of  70,  the  coverage  period  shall  begin  on 

24  the  first  day  of  the  month  in  which  he  has  at- 

25  tained  the  age  of  70,  or 


1  "(B)  in  or  after  the  month  in  which  he  at- 

2  tains  the  age  of  70,  the  coverage  period  shall 

3  begin  on  the  first  day  of  the  month  following  the 

4  month  in  which  he  so  enrolls;  or 

5  "(2)  subparagraph  (B)  of  section  1837(i)(3)— 

6  "(A)  in  the  first  month  of  the  special  enroll- 

7  ment  period,  the  coverage  period  shall  begin  on 

8  the  first  day  of  such  month,  or 

9  "(B)  in  a  month  after  the  first  month  of  the 

10  special  enrollment  period,  the  coverage  period 

11  shall  begin  on  the  first  day  of  the  month  following 

12  the  month  in  which  he  so  enrolls.". 

13  (d)(1)  The  amendment  made  by  subsection  (a)  shall 

14  apply  to  months  beginning  with  January  1983  for  premiums 

15  for  months  beginning  with  July  1984. 

16  (2)  The  amendments  made  by  subsections  (b)  and  (c) 

17  shall  apply  to  enrollments  in  months  beginning  with  July 

18  1984,  except  that  in  the  case  of  any  individual  who  would 

19  have  had  a  special  enrollment  period  under  section  1837(i)  of 

20  the  Social  Security  Act  that  would  have  begun  before  July  1, 

21  1984,  such  period  shall  be  deemed  to  begin  on  July  1,  1984. 
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1  SEC.  648.  OTHER  TECHNICAL  CORRECTIONS  IN  MEDICARE-RE- 

2  LATED  PROVISIONS  OF  THE  SOCIAL  SECURITY 

3  ACT  AND  RELATED  ACTS. 

4  (a)(1)  Section  1122(b)  of  the  Social  Security  Act  is 

5  amended — 

6  (A)  by  striking  out  the  period  at  the  end  of  para- 

7  graph  (1)  and  inserting  in  lieu  thereof  a  comma,  and 

8  (B)  by  striking  out  "(or  the  Mental  Eetardation 

9  Facilities  and  Community  Mental  Health  Centers  Con- 

10  struction  Act  of  1963)". 

11  (2)  Section  1122(i)(3)  of  such  Act  is  amended  by  striking 

12  out  "5703(b)"  and  inserting  in  lieu  thereof  "5703". 

13  (3)  Section  1128A(g)  of  such  Act  is  amended  by  striking 

14  out  "Professional  Standards  Review  Organization"  and  in- 

15  serting  in  lieu  thereof  "utilization  and  quality  control  peer 

16  review  organization". 

17  (4)  Section  1129(a)  of  such  Act  is  amended  by  striking 

18  out  "Sate"  and  inserting  in  lieu  thereof  "State". 

19  (5)  The  heading  of  title  XI  of  such  Act  is  amended  by 

20  striking  out  "PROFESSIONAL  STANDARDS  REVIEW" 

21  and  inserting  in  lieu  thereof  "PEER  REVIEW". 

22  (b)(1)  The  last  sentence  of  sections  1814(a)  of  such  Act 

23  and  the  last  sentence  of  section  1835(a)  of  such  Act  are  each 

24  amended  by  striking  out  "contractural"  and  inserting  in  lieu 

25  thereof  "contractual". 
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1  (2)  Sections  1817(c)  and  1841(c)  of  such  Act  are  each 

2  amended  by  striking  out  "under  the  Second  Liberty  Bond 

3  Act,  as  amended"  and  inserting  in  lieu  thereof  '  'under  chap- 

4  ter  31  of  title  31,  United  States  Code". 

5  (3)  Section  1818(c)(1)  of  such  Act  is  amended  by  strik- 

6  ing  out  "Act"  and  inserting  in  lieu  thereof  "section". 

7  (4)  Section  1818(d)(2)  of  such  Act  is  amended  by  strik- 

8  ing  out  "if  midway  between  multiples  of  $1"  and  inserting  in 

9  lieu  thereof  ",  if  a  multiple  of  50  cents  but  not  a  multiple  of 

10  $1,". 

11  (5)  Section  1833(a)(2)  of  such  Act  is  amended  by  indent- 

12  ing  subparagraphs  (A)  and  (B)  two  additional  ems  so  as  to 

13  align  their  left  margins  with  the  left  margin  of  subparagraph 

14  (C)  and  by  appropriately  further  indenting  the  clauses  and 

15  subclauses  of  such  subparagraphs. 

16  (6)  Section  1832(a)(2)(F)(ii)(II)  of  such  Act  is  amended 

17  by  striking  out  "Organization"  and  inserting  in  lieu  thereof 

18  "organization". 

19  (7)  Section  1833(a)(1)  of  such  Act  is  amended  by  strik- 

20  ing  out  "and"  at  the  end  thereof. 

21  (8)  Section  1835(a)(2)  of  such  Act  is  amended — 

22  (A)  by  striking  out  "and"  at  the  end  of  subpara- 

23  graphs  (B)  and  (C),  and 
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1  (B)  by  indenting  subparagraph  (D)  two  additional 

2  ems  so  as  to  align  its  left  margin  with  the  left  margin 

3  of  subparagraph  (C). 

4  (9)  Section  1835(e)  of  such  Act  is  amended — 

5  (A)  by  inserting  "(i)"  in  paragraph  (2)  after  "writ- 

6  ten  assurances  that", 

7  (B)  by  striking  out  "(B)"  in  paragraph  (2)  and  in- 

8  serting  in  lieu  thereof  "(ii)\ 

9  (C)  by  striking  out  "return  for"  in  paragraph  (2) 

10  and  inserting  in  lieu  thereof  "return  of",  and 

11  (D)  by  striking  out  "(1)  such  hospital"  and  "(2) 

12  the  Secretary"  and  inserting  in  lieu  thereof  "(A)  such 

13  hospital"  and  "(B)  the  Secretary",  respectively. 

14  (10)  Section  1837(g)(1)  of  such  Act  is  amended  by  strik- 

15  ing  out  "section  226(a)(2)(B)"  and  "section  1839(e)"  and  in- 

16  serting  in  lieu   thereof   "section   226(b)"   and  "section 

17  1839(d)",  respectively. 

18  (11)  Sections  1840(d)(1),  1840(d)(2),  and  1841(h)  of 

19  such  Act  are  each  amended  by  striking  out  "Civil  Service 

20  Commission"  and  inserting  in  lieu  thereof  "Director  of  the 

21  Office  of  Personnel  Management"  each  place  it  appears. 

22  (12)  Section  1841(h)  of  such  Act  is  amended  by  striking 

23  out  "it"  and  inserting  in  lieu  thereof  "the  Director". 

24  (13)  Section  1842(b)(3)(B)(ii)(II)  of  such  Act  is  amended 

25  by  striking  out  the  period  following  "title". 
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1  (14)  The  seventh  sentence  of  section  1842(b)  of  such 

2  Act  is  amended  by  striking  out  "(i)"  and  "(ii)"  and  inserting 

3  in  lieu  thereof  f(I)"  and  "(II)",  respectively. 

4  (15)  Section  1842(h)(3)  of  such  Act  is  amended  by  strik- 

5  ing  out  "lowest  charged"  and  insert  in  lieu  thereof  "lowest 

6  charge". 

7  (16)  Section  1843(d)(3)(B)  of  such  Act  is  amended  by 

8  striking  out  "1937"  and  inserting  in  lieu  thereof  "1974". 

9  (17)  Section  1844(a)(l)(B)(ii)  of  such  Act  is  amended  by 

10  striking  out  the  period  and  inserting  in  lieu  thereof  ";  plus". 

11  (18)  Sections  1864(c)  and  1875(b)  of  such  Act  are  each 

12  amended  by  striking  out  "the"  after  "Joint  Commission  on". 

13  (19)  Section  1861(j)(2)  of  such  Act  is  amended  by  strik- 

14  ing  out  "provision  of"  and  inserting  in  lieu  thereof  "provision 

15  for". 

16  (20)  Section  1861(j)(13)  of  such  Act  is  amended  by 

17  striking  out  "a  nursing  home"  and  inserting  in  lieu  thereof 

18  "an  institution". 

19  (21)  Section  1861(u)  of  such  Act  is  amended  by  striking 

20  out  "or"  before  "home  health  agency". 

21  (22)  Section  1861(v)(l)  of  such  Act  is  amended— 

22  (A)  by  redesignating  the  clause  (B)  in  subpara- 

23  graph  (A)  as  subparagraph  (B)  with  the  first  line  of 

24  such  subparagraph  indented  2  ems; 
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1  (B)  by  aligning  subparagraphs  (C)  and  (D)  flush 

2  with  the  left  margin  (but  with  appropriate  indentation 

3  in  the  case  of  the  clauses  and  subclauses  of  subpara- 

4  graph  (Q);  and 

5  (C)    by    inserting    a    comma    after    "  section 

6  1832(a)(2)(B)(ir  in  subparagraph  (D). 

7  (23)  Section  1861(v)(l)(C)(i)  of  such  Act  is  amended  by 

8  inserting  a  dash  after  "but  only  if". 

9  (24)  Section  1861(v)(l)(E)(ii)  of  such  Act  is  amended  by 

10  striking  out  "uses"  and  inserting  in  lieu  thereof  "use". 

11  (25)  Section  1861(v)(l)(I)  of  such  Act  is  amended  by 

12  striking  out  "to  the  Secretary,  or  upon  request  to  the  Comp- 

13  troller  General"  in  clauses  (i)  and  (ii)  and  inserting  in  lieu 

14  thereof  "by  the  Secretary,  or  upon  request  by  the  Comptrol- 

15  ler  General". 

16  (26)  Section  1861(v)(3)  of  such  Act  is  amended  by  strik- 

17  ing  out  "semiprivate"  and  inserting  in  lieu  thereof  "semi- 

18  private". 

19  (27)  Section  1861(z)(2)  of  such  Act  is  amended  by  strik- 

20  ing  out  "subparagraph  (1)"  and  inserting  in  lieu  thereof 

21  "paragraph  (1)". 

22  (28)  Section  1861(aa)(2)(I)  of  such  Act  is  amended  by 

23  striking  out  "ultilization"  and  inserting  in  lieu  thereof  "utili- 

24  zation". 
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1  (29)  Section  1861(cc)(l)(F)  of  such  Act  is  amended  by 

2  striking  out  "self  administered' '  and  inserting  in  lieu  thereof 

3  ' 'self-administered". 

4  (30)  Section  1861(cc)(2)(F)  of  such  Act  is  amended  by 

5  striking  out  ' 'standard  establishment"  and  inserting  in  lieu 

6  thereof  " standards  established". 

7  (31)  Section  1862(a)(12)  of  such  Act  is  amended  by 

8  striking  out  the  second  comma  after  "dental  procedure". 

9  (32)  Section  1862(b)(3)(A)(iii)  of  such  Act  is  amended  by 

10  inserting  "before  the  month"  after  "ending  with  the  month". 

11  (33)  Section  1863  of  such  Act  is  amended  by  striking 

12  out  "(j)(ll)"  and  inserting  in  lieu  thereof  "(j)(15)". 

13  (34)  Section  1866(a)(1)(E)  of  such  Act  is  amended  by 

14  adding  at  the  end  a  comma. 

15  (35)  Section  1866(b)  of  such  Act  is  amended  by  moving 

16  the  alignment  of  paragraph  (3)  two  ems  to  the  left  so  as  to 

17  align  its  left  margin  with  the  left  margin  of  paragraph  (4). 

18  (36)  Section  1869(b)(1)(B)  of  such  Act  is  amended  by 

19  striking  out  ",  or  section  1818,  or  section  1819"  and  insert- 

20  ing  in  lieu  thereof  "or  section  1818". 

21  (37)  Section  1872  of  such  Act  is  amended— 

22  (A)  by  striking  out  the  comma  after  "206",  and 

23  (B)  by  striking  out  "(f),". 
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1  (38)  Section  1876(b)(2)(D)  of  such  Act  is  amended  by 

2  striking  out  ' 'paragraph  (1)"  and  inserting  in  lieu  thereof 

3  "subparagraph  (A)". 

4  (39)  Section  1876(c)(4)(A)(i)  of  such  Act  is  amended  by 

5  striking  out  1 'promptly  as  appropriate"  and  inserting  in  lieu 

6  thereof  "with  reasonable  promptness". 

7  (40)  Section  1878(c)  of  such  Act  is  amended  by  striking 

8  out  "madmissable"  and  inserting  in  lieu  thereof  "inadmissi- 

9  ble". 

10  (41)  Section  1878(e)  of  such  Act  is  amended  by  striking 

11  out  ",  (e),  and  (f)"  and  inserting  in  lieu  thereof  "and  (e)". 

12  (42)  Section  1881  of  such  Act  is  amended  by  striking 

13  out  "end-stage"  and  inserting  in  lieu  thereof  "end  stage" 

14  each  place  it  appears. 

15  (43)  Section  1886(a)(2)(B)  of  such  Act  is  amended  by 

16  striking  out  "disportionate"  and  inserting  in  lieu  thereof  "dis- 

17  proportionate". 

18  (44)  Section  1886(b)(3)(A)(ii)  of  such  Act  is  amended  by 

19  inserting  "of"  after  "in  the  case". 

20  (45)  Section  1886(d)(3)(D)(i)(D  of  such  Act  is  amended 

21  by  striking  out  "(C),"  and  inserting  in  lieu  thereof  "(C))". 

22  (c)(1)(A)  Section  903(a)(4)  of  Public  Law  96-499  is 

23  amended  by  striking  out  "new  paragraph". 

24  (B)  Section  937(c)  of  Public  Law  96-499  is  amended  by 

25  striking  out  "on  on"  and  inserting  in  lieu  thereof  "on  or". 
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1  (2)  Section  2353(h)(1)  of  Public  Law  97-35  is  amended 

2  by  striking  out  the  comma  after  "XIX". 

3  (3)(A)  Section  114(c)(2)(C)(ii)  of  Public  Law  97-248  is 

4  amended  by  inserting  "and  enrolled  under  part  B"  after 

5  "part  A". 

6  (B)  Section  114(c)(3)(E)  of  Public  Law  97-248  is 

7  amended — 

8  (i)  by  striking  out  "section  1833(a)(1)  of  the  Social 

9  Security  Act  or",  and 

10  (ii)  by  adding  before  the  period  at  the  end  the  fol- 

11  lowing:  ",  or  reimbursement  on  a  reasonable  cost  basis 

12  under  section  1833(a)(1)(A)  of  such  Act". 

13  (C)  Section  149  of  Public  Law  97-248  is  amended  by 

14  striking  out  "part"  and  inserting  in  lieu  thereof  "subtitle". 

15  (d)  Section  162(i)(2)  of  the  Internal  Revenue  Code  of 

16  1954  is  amended  by  striking  out  "213(e)"  and  inserting  in 

17  lieu  thereof  "213(d)". 

18  (e)(1)  Except  as  provided  in  paragraph  (2),  the  amend- 

19  ments  made  by  this  section  shall  be  effective  on  the  date  of 

20  the  enactment  of  this  Act;  but  none  of  such  amendments  shall 

21  be  construed  as  changing  or  affecting  any  right,  liability, 

22  status,  or  interpretation  which  existed  (under  the  provisions 

23  of  law  involved)  before  that  date. 

24  (2)  The  amendments  made  by  paragraphs  (1),  (2),  and 

25  (3)  of  subsection  (c)  shall  be  effective  as  if  they  had  been 
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1  originally  included  in  Public  Laws  96-499,  97-35,  and  97- 

2  248,  respectively. 

3  TITLE  VII— TAX-EXEMPT  BOND 

4  PROVISIONS 

5  SEC.  701.  SHORT  TITLE;  TABLE  OF  CONTENTS. 

6  (a)  Short  Title. — This  title  may  be  cited  as  the 

7  "Tax-Exempt  Bond  Limitation  Act  of  1984". 

8  (b)  Table  of  Contents. — 

TITLE  VII — TAX-EXEMPT  BOND  PROVISIONS 

Sec.  701.  Short  title;  table  of  contents. 

Subtitle  A — Mortgage  Subsidy  Bonds 

Sec.  711.  Extension  of  mortgage  subsidy  bond  authority. 
Sec.  712.  Mortgage  credit  certificates. 

Subtitle  B — Private  Activity  Bonds 

Sec.  721.  Limitation  on  aggregate  amount  of  private  activity  bonds. 

Sec.  722.  Tax  exemption  denied  for  obligation  directly  or  indirectly  guaranteed  by 

Federal  Government. 

Sec.  723.  Aggregate  limit  per  taxpayer  for  small  issue  exception. 

Sec.  724.  Limitations  on  acquisitions  of  land,  existing  facilities,  etc. 

Sec.  725.  Miscellaneous  industrial  development  bond  provisions. 

Sec.  726.  Effective  dates. 

Subtitle  C — Obligations  of  Certain  Educational  Organizations 
Sec.  731.  Tax-exempt  status  of  obligations  of  certain  educational  organizations. 

9  Subtitle  A — Mortgage  Subsidy  Bonds 

10  SEC.    711.    EXTENSION    OF    MORTGAGE    SUBSIDY  BOND 

11  AUTHORITY. 

12  (a)  GteneraJj  Rule. — Subparagraph  (B)  of  section 

13  103A(c)(l)  (defining  qualified  mortgage  bond)  is  amended  by 

14  striking  out  ' 'December  31,  1983"  each  place  it  appears  and 

15  inserting  in  lieu  thereof  "December  31,  1988". 
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1  (b)  Reporting  Requirements  for  Mortgage  Sub- 

2  sidy  Bonds. — 

3  (1)  In  general. — Subsection  (j)  of  section  103A 

4  (relating  to  other  requirements)  is  amended  by  adding 

5  at  the  end  thereof  the  following  new  paragraph: 

6  "(3)     Information     reporting  require- 

7  MENT. — 

8  "(A)  In  general. — An  issue  meets  the  re- 

9  quirements  of  this  subsection  only  if  the  issuer 

10  submits  to  the  Secretary,  not  later  than  the  15th 

11  day  of  the  2nd  calendar  month  after  the  close  of 

12  the  calendar  quarter  in  which  the  issue  is  issued, 

13  a  statement  concerning  the  issue  which  con- 

14  tains — 

15  "(i)  the  name  and  address  of  the  issuer, 

16  "(ii)  the  date  of  the  issue,  the  amount  of 

17  the  lendable  proceeds  of  the  issue,  and  the 

18  stated  interest  rate,  term,  and  face  amount  of 

19  each  obligation  which  is  part  of  the  issue, 

20  "(hi)  such  information  as  the  Secretary 

21  may  require  in  order  to  determine  whether 

22  such  issue  meets  the  requirements  of  this 

23  section,  and 

24  "(iv)  such  other  information  as  the  Sec- 

25  retary  may  require. 
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1  "(B)  Extension  of  time. — The  Secretary 

2  may  grant  an  extension  of  time  for  the  filing  of 

3  any  statement  under  subparagraph  (A)  if  there  is 

4  reasonable  cause  for  the  failure  to  file  such  state- 

5  ment  in  a  timely  fashion." 

6  (2)  Requirement  to  apply  to  veterans' 

r 

7  bonds. — Subparagraph  (C)  of  section  103A(c)(3)  (de- 

8  fining  qualified  veterans'  mortgage  bond)  is  amended 

9  by  striking  out  "subsection  (j)(l)"  and  inserting  in  lieu 

10  thereof  "paragraphs  (1)  and  (3)  of  subsection  (j)". 

11  (c)  Treatment  of  Qualified  Veterans'  Bonds. — 

12  (1)  Termination  of  treatment. — Paragraph 

13  (3)  of  section  103A(c)  (defining  qualified  veterans' 

14  mortgage  bond)  is  amended  by  adding  at  the  end  there- 

15  of  the  following  new  sentence:  "No  obligation  issued 

16  after  December  31,  1988,  may  be  treated  as  a  quali- 

17  fied  veterans'  mortgage  bond." 

18  (2)  State  ceiling  reduced  by  amount  of 

19  veterans'  bonds. — Paragraph  (4)  of  section  103A(g) 

20  (defining  State  ceiling)  is  amended  to  read  as  follows: 

21  "(4)   State   ceiling. — For  purposes   of  this 

22  section — 

23  "(A)  In  general. — Except  as  provided  in 

24  subparagraph  (B),  the  State  ceiling  applicable  to 
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1  any  State  for  any  calendar  year  shall  be  the 

2  greater  of — 

3  "(i)  9  percent  of  the  average  annual  ag- 

4  gregate  principal  amount  of  mortgages  ex- 

5  ecuted  during  the  immediately  preceding  3 

6  calendar  years  for  single-family,  owner-occu- 

7  pied  residences  located  within  the  jurisdiction 

8  of  such  State,  or 

9  "(ii)  $200,000,000. 

10  "(B)  Reduction  for  amount  of  quali- 

11  FIED    VETERANS'     MORTGAGE     BONDS  ISSUED 

12  DURING     PRECEDING     CALENDAR     YEAR. — The 

13  State  ceiling  applicable  to  any  State  for  any  cal- 

14  endar  year  shall  be  reduced  by  the  aggregate 

15  amount  of  qualified  veterans'  mortgage  bonds 

16  issued  in  the  State  during  the  preceding  calendar 

17  year." 

18  (d)  Treatment  of  Limited  Equity  Coopera- 

19  tives. — 

20  (1)  In  general. — Section  103A(1)  (relating  to 

21  other  definitions  and  special  rules)  is  amended  by 

22  adding  at  the  end  thereof  the  following  new  paragraph: 

23  "(11)  Treatment  of  limited  equity  cooper- 

24  ative  housing  corporations. — 
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1  "(A)  Treatment  as  residential  rental 

2  property. — Except  as  provided  in  subparagraph 

3  (B),  for  purposes  of  this   section  and  section 

4  103(b),  any  limited  equity  cooperative  housing 

5  shall  be  treated  as  residential  rental  property  and 

6  not  as  owner-occupied  housing. 

7  "(B)   Subject   to   mortgage  subsidy 

8  bond  ceiling. — 

9  "(i)  In  general. — In  the  case  of  any 

10  issue  a  significant  portion  of  the  proceeds  of 

11  which  are  to  be  used  to  finance  limited 

12  equity  cooperative  housing — 

13  "(I)  subsection  (a)  of  section  103 

14  shall  not  apply  to  any  obligation  issued 

15  as  a  part  of  such  issue  unless  such  issue 

16  meets  the  requirements  of  subsection  (g) 

17  of  this  section,  and 

18  "(II)  for  purposes  of  subsection  (g) 

19  of  this  section,  any  obligation  issued  as 

20  a  part  of  such  issue  shall  be  treated  as 

21  a  qualified  mortgage  bond. 

22  "(ii)  Exception  where  financing 

23  subject  to  section  103  cap. — Clause  (i) 

24  shall  not  apply  to  any  obligation  which  was 

25  taken  into  account  under  section  I03(n). 
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1  "(C)  Limited  equity  cooperative  hous- 

2  ing. — For  purposes  of  this  paragraph,  the  term 

3  'limited  equity  cooperative  housing'  means  any 

4  dwelling  unit  which  a  person  is  entitled  to  occupy 

5  by  reason  of  his  ownership  of  stock  in  a  qualified 

6  cooperative  housing  corporation. 

7  "(D)  Qualified  cooperative  housing 

8  corporation. — For  purposes  of  this  paragraph, 

9  the  term  'qualified  cooperative  housing  corpora- 

10  tion'  means  any  cooperative  housing  corporation 

11  (as  defined  by  section  216(b)(1))  if— 

12  "(i)  the  consideration  paid  for  stock  held 

13  by  any  stockholder  entitled  to  occupy  any 

14  house  or  apartment  in  a  building  owned  or 

15  leased  by  the  corporation  may  not  exceed  the 

16  sum  of — 

17  "(I)  the  consideration  paid  for  such 

18  stock  by  the  first  such  stockholder,  as 

19  adjusted  by  a  cost-of-living  adjustment 

20  determined  by  the  Secretary, 

21  "(II)  payments  made  by  any  stock- 

22  holder  for  improvements  to  such  house 

23  or  apartment, 

24  "(III)  payments  attributable  to  any 

25  stockholder  to  amortize  the  principal  of 
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1 

the  corporation's  indebtedness  arising 

2 

from  the  acquisition  or  development  of 

3 

real  property,  including  improvements, 

4 

thereto,  and 

5 

"(TV)  contributions  attributable  to 

6 

any  stockholder  to  a  corporate  reserve 

7 

account  to  the  extent  that  such  account 

8 

is  restricted  to  the  development  or  ac- 

9 

quisition  of  real  property,  including  im- 

10 

provements,  thereto; 

11 

"(ii)   the   value   of   the  corporation's 

12 

assets,  to  the  extent  such  value  exceeds  the 

13 

combined  transfer  values  of  the  outstanding 

14 

corporate  stock  (reduced  by  any  corporate  li- 

15 

abilities),  shall  be  used  only  for  public  benefit 

16 

or  charitable  purposes,  or  directly  to  benefit 

17 

the  corporation  itself,  and  shall  not  be  used 

18 

directly  to  benefit  any  stockholder;  and 

19 

"(iii)  such  corporation  makes  an  election 

20 

under  this  paragraph  at  such  time  and  in 

21 

such  manner  as  the  Secretary  may  by  regu- 

22 

lations  prescribe. 

23 

"(E)  Effect  of  election. — If  a  coopera- 

24 

tive  housing  corporation  makes  an  election  under 

25 

this  paragraph,  section  216  shall  not  apply  with 

1 
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1  respect  to  such  corporation  (or  any  successor 

2  thereof). 

3  "(F)  COEPOEATIOJTMUST  CONTINUE  TO  BE 

4  LIMITED      EQUITY      COOPEEATIVE. — Subsection 

5  (b)(4)(A)  of  section  103  shall  not  apply  to  any  ob- 

6  ligation  issued  as  part  of  an  issue  a  significant 

7  portion  of  the  proceeds  of  which  are  to  be  used  to 

8  finance  limited  equity  cooperative  housing  unless 

9  the  cooperative  housing  corporation  continues  to 

10  be  a  qualified  cooperative  housing  corporation  at 

11  all   times   during   the   qualified  project  period 

12  (within  the  meaning  of  section  103(b)(12)(B)). 

13  "(G)  Election  ieeevocable. — Any  elec- 

14  tion  under  this  paragraph,  once  made,  shall  be  ir- 

15  revocable/' 

16  (e)  Effective  Date. — 

17  (1)  In  geneeal. — The  amendments  made  by  this 

18  section  shall  apply  with  respect  to  obligations  issued 

19  after  December  31,  1983. 

20  (2)  Teansitional  eule  wheee  state  foem- 

21  ula  foe  allocating  state  ceiling  expiees. — 

22  (A)  In  geneeal. — If  a  State  law  which  pro- 

23  vided  a  formula  for  allocating  the  State  ceiling 

24  under  section  103A(g)  of  the  Internal  Revenue 

25  Code  of  1954  for  calendar  year  1983  expires  as  of 
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1  the  close  of  calendar  year  1983,  for  purposes  of 

2  section  103A(g)  of  such  Code,  such  State  law 

3  shall  be  treated  as  remaining  in  effect  after  1983. 

4  In  any  case  to  which  the  preceding  sentence  ap- 

5  plies,  where  the  State's  expiring  allocation  formu- 

6  la  requires  action  by  a  State  official  to  allocate 

7  the  State  ceiling  among  issuers,  actions  of  such 

8  State  official  in  allocating  such  ceiling  shall  be  ef- 

9  fective. 

10  (B)  Teemination. — Subparagraph  (A)  shall 

11  not  apply  on  or  after  the  effective  date  of  any 

12  State  legislation  enacted  after  the  date  of  the  en- 

13  actment  of  this  Act  with  respect  to  the  allocation 

14  of  the  State  ceiling. 

15  (3)  Qualified  veteeans'  moetgage  bonds 

16  atjthoeized   befoee   octobee   18,    1983,  not 

17  taken  into  account. — For  purposes   of  section 

18  103A(g)(4)(B)  of  the  Internal  Revenue  Code  of  1954 

19  (as  amended  by  this  section),  any  qualified  veterans' 

20  mortgage  bond  shall  not  be  taken  into  account  if — 

21  (A)  The  issuance  of  such  bond  was  author- 

22  ized  by  a  State  referendum  before  October  18, 

23  1983,  or 

24  (B)  the  issuance  of  such  bond  is  authorized 

25  pursuant  to  a  State  referendum  before  December 


1  1,  1983,  where  such  referendum  was  authorized 

2  by  action  of  the  State  legislature  before  October 

3  18,  1983. 

4  SEC.  712.  MORTGAGE  CREDIT  CERTIFICATES. 

5  (a)  In  Geneeal. — Subpart  A  of  part  IY  of  subchapter 


6  A  of  chapter  1  (relating  to  credits  against  tax)  is  amended  by 

7  redesignating  section  25  as  section  26  and  by  inserting  after 

8  section  24  the  following  new  section: 

9  "SEC.  25.  INTEREST  ON  CERTAIN  HOME  MORTGAGES. 


10  "(a)  Allowance  of  Ceedit. — There  shall  be  allowed 

11  as  a  credit  against  the  tax  imposed  by  this  chapter  for  the 

12  taxable  year  an  amount  equal  to  the  product  of — 

13  "(1)  the  certificate  credit  rate,  and 

14  "(2)  the  interest  paid  or  incurred  by  the  taxpayer 

15  during  the  taxable  year  on  the  remaining  principal  of 

16  the  certified  indebtedness  amount. 

17  "(b)  Ceetificate  Ceedit  Rate;  Ceetified  Indebt- 

18  edness  Amount. — For  purposes  of  this  section — 

19  "(1)  Ceetificate  ceedit  eate. — The  term 

20  'certificate  credit  rate'  means  the  rate  of  the  credit  al- 

21  lowable  by  this  section  which  is  specified  in  the  mort- 

22  gage  credit  certificate. 

23  "(2)  Ceetified  indebtedness  amount. — The 

24  term  'certified  indebtedness  amount'  means  the  amount 

25  of  indebtedness  which  is — 
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1  "(A)  incurred  by  the  taxpayer — 

2  "(i)  to  acquire  the  principal  residence  of 

3  the  taxpayer, 

4  "(ii)  as  a  qualified  home  improvement 

5  loan  (as  defined  in  section  103A(1)(6))  with 

6  respect  to  such  residence,  or 

7  "(hi)  as  a  qualified  rehabilitation  loan 

8  (as  defined  in  section  103A(1)(7))  with  respect 

9  to  such  residence,  and 

10  "(B)  specified  in  the  mortgage  credit  certifi- 

11  cate. 

12  "(c)  Mortgage  Credit  Certificate;  Qualified 

13  Mortgage  Credit  Certificate  Program. — For  pur- 

14  poses  of  this  section — 

15  "(1)   Mortgage   credit   certificate. — The 

16  term  'mortgage  credit  certificate'  means  any  certificate 

17  which — 

18  "(A)  is  issued  under  a  qualified  mortgage 

19  credit  certificate  program  by  the  State  or  political 

20  subdivision  having  the  authority  to  issue  a  quali- 

21  fied  mortgage  bond  to  provide  financing  on  the 

22  principal  residence  of  the  taxpayer, 

23  * '(B)  is  issued  to  the  taxpayer  in  connection 

24  with  the  acquisition,  qualified  rehabilitation,  or 
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1  qualified  home  improvement  of  the  taxpayer's 

2  principal  residence, 

3  "(C)  specifies— 

4  "(i)  the  certificate  credit  rate,  and 

5  "(ii)  the  certified  indebtedness  amount, 

6  and 

7  "(D)  is  in  such  form  as  the  Secretary  may 

8  prescribe. 

9  "(2)  Qualified  moetgage  ceedit  ceetifi- 

10  cate  peogeam. — 

11  "(A)   In   geneeal. — The   term  'qualified 

12  mortgage  credit  certificate  program'  means  any 

13  program — 

14  "(i)  which  is  established  by  a  State  or 

15  political  subdivision  thereof  for  any  calendar 

16  year  for  which  it  is  authorized  to  issue  quali- 

17  fied  mortgage  bonds, 

18  "(ii)  under  which  the  issuing  authority 

19  elects  (in  such  manner  and  form  as  the  Sec- 

20  retary  may  prescribe)  not  to  issue  an  amount 

21  of  qualified  mortgage  bonds  which  it  may 

22  otherwise  issue  during  such  calendar  year 

23  under  section  103A, 

24  "(hi)  under  which  the  indebtedness  cer- 

25  tified  by  mortgage  credit  certificates  meets 
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1  the  requirements  of  the  following  subsections 

2  of  section  103 A  (as  modified  by  subpara- 

3  graph  (B)  of  this  paragraph): 

4  1  '(I)  subsection  (d)  (relating  to  resi- 

5  dence  requirements), 

6  "(II)  subsection  (e)  (relating  to  3- 

7  year  requirement), 

8  "(HE)  subsection  (f)  (relating  to 

9  purchase  price  requirement), 

10  "(IV)  subsection  (h)  (relating  to 

11  portion  of  loans  required  to  be  placed  in 

12  targeted  areas),  and 

13  "(V)  paragraphs  (1)  and  (2)  of  sub- 

14  section  (j)  (relating  to  other  require- 

15  ments), 

16  "(iv)  under  which  no  mortgage  credit 

17  certificate  may  be  issued  with  respect  to  any 

18  residence  any  of  the  financing  of  which  is 

19  provided  from  the  proceeds  of  a  qualified 

20  mortgage  bond, 

21  "(v)  which  is  not  limited  to  indebtedness 

22  incurred  from  particular  lenders,  and 

23  "(vi)  if  the  issuing  authority  allocates  a 

24  block  of  mortgage  credit  certificates  for  use 

25  in  connection  with  a  particular  development, 
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1  which  requires  the  developer  to  furnish  to 

2  the  issuing  authority  and  the  homebuyer  a 

3  certificate  that  the  price  for  the  residence  is 

4  no  higher  than  it  would  be  without  the  use 

5  of  a  mortgage  credit  certificate. 

6  "(B)  Modifications  of  section  103a. — 

7  Under  regulations  prescribed  by  the  Secretary,  in 

8  applying  section  103A  for  purposes  of  subclauses 

9  (II)  and  (IV)  of  subparagraph  (A)(iii) — 

10  "(i)  each  qualified  mortgage  certificate 

11  credit  program  shall  be  treated  as  a  separate 

12  issue, 

13  "(ii)  the  product  determined  by  multi- 

14  plying— 

15  "(I)    the    certified  indebtedness 

16  amount  of  each  mortgage  credit  certifi- 

17  cate  issued  under  such  program,  by 

18  "(II)   the   certificate   credit  rate 

19  specified  in  such  certificate, 

20  shall  be  treated  as  proceeds  of  such  issue  and 

21  the  sum  of  such  products  shall  be  treated  as 

22  the  total  proceeds  of  such  issue,  and 

23  "(iii)  paragraph  (1)  of  section  103A(e) 

24  shall  be  applied  by  substituting  '100  percent' 

25  for  '90  percent  or  more'. 
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1  Clause  (iii)  shall  not  apply  if  the  issuing  authority 

2  submits  a  plan  to  the  Secretary  for  administering 

3  the  90-percent  requirement  of  section  103A(e)(l) 

4  and  the  Secretary  is  satisfied  that  such  require- 

5  ment  will  be  met  under  such  plan. 

6  "(d)    Determination    of    Certificate  Credit 

7  Rate.—  For  purposes  of  this^section — 

8  "(1)  In  general. — The  certificate  credit  rate 

9  specified  in  any  mortgage  credit  certificate  shall  not  be 

10  less  than  10  percent  or  more  than  50  percent. 

11  "(2)  Aggregate  limit  on  certificate  credit 

12  rates. — 

13  "(A)  In  general. — In  the  case  of  each 

14  qualified  mortgage  credit  certificate  program,  the 

15  sum  of  the  products  determined  by  multiplying — 

16  "(i)  the  certified  indebtedness  amount  of 

17  each  mortgage  credit  certificate  issued  under 

18  such  program,  by 

19  "(ii)  the  certificate  credit  rate  with  re- 

20  spect  to  such  certificate, 

21  shall  not  exceed  15  percent  of  the  nonissued  bond 

22  amount. 

23  "(B)  Nonissued  bond  amount. — For  pur- 

24  poses  of  subparagraph  (A),  the  term  'nonissued 

25  bond  amount'  means,  with  respect  to  any  qualified 


1  mortgage  credit  certificate  program,  the  amount 

2  of  qualified  mortgage  bonds  which  the  issuing  au- 

3  thority  is  otherwise  authorized  to  issue  and  elects 

4  not  to  issue  under  subsection  (c)(2)(A)(ii). 

5  "(C)   Aggeegate   of  nonissued  bond 

6  AMOUNTS    CANNOT    EXCEED     9     PEECENT  OF 

7  moetgages  executed. — The  aggregate  nonis- 

8  sued  bond  amount  for  any  calendar  year  of  all  is- 

9  suing  authorities  in  any  State  shall  not  exceed  the 

10  limit  determined  under  section  103A(g)(4)(A)(i)  for 

11  such  State  for  such  calendar  year. 

12  "(e)  Special  Rules  and  Definitions. — For  pur- 

13  poses  of  this  section— 

14  "(1)  Caeeyfoewaed  of  unused  ceedit. — In 

15  the  case  of  any  taxpayer,  if  the  credit  allowable  under 

16  subsection  (a)  for  any  taxable  year  exceeds  the  limita- 

17  tion  imposed  by  section  26(a)  for  such  year  reduced  by 

18  the  sum  of  the  credits  allowable  under  this  subpart 

19  (other  than  this  section)  such  excess  shall  be  carried  to 

20  the  succeeding  taxable  year  and  added  to  the  credit  al- 

21  lowable  under  subsection  (a)  for  such  succeeding  tax- 

22  able  year. 

23  "(2)  Indebtedness  not  teeated  as  ceeti- 

24  fied  wheee  ceetain  eequieements  not  in  fact 

25  met. — Subsection  (a)  shall  not  apply  to  any  indebted- 
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1  ness  if  all  the  requirements  of  subsection  (d)(1),  (e),  (f), 

2  and  (j)  of  section  103A  were  not  in  fact  met  with  re- 

3  spect  to  such  indebtedness. 

4  "(3)   Period   for   which   certificate  in 

5  EFFECT. — 

6  "(A)  In  general. — Except  as  provided  in 

7  subparagraph  (B),  a  mortgage  credit  certificate 

8  shall  be  treated  as  in  effect  with  respect  to  inter- 

9  est  attributable  to  the  period — 

10  "(i)  beginning  on  the  date  such  certifi- 

11  cate  is  issued,  and 

12  "(ii)  ending  on  the  earlier  of  the  date  on 

13  which— 

14  "(I)  the  certificate  is  revoked  by 

15  the  issuing  authority,  or 

16  "(II)  the  residence  to  which  such 

17  certificate  relates  ceases  to  be  the  prin- 

18  cipal   residence   of   the   individual  to 

19  whom  the  certificate  relates. 

20  "(B)  Certificate  invalid  unless  in- 

21  DEBTEDNESS      INCURRED      WITHIN  CERTAIN 

22  period. — A  certificate  shall  not  apply  to  any  in- 

23  debtedness  which  is  incurred  after  the  close  of  the 

24  calendar  year  following  the  calendar  year  for 
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1  which  the  issuing  authority  made  the  applicable 

2  election  under  subsection  (c)(2)(A)(ii). 

3  "(C)  Notice  to  secretaey  when  certif- 

4  icate  revoked. — Any  issuing  authority  which 

5  revokes   any  mortgage   credit   certificate  shall 

6  notify  the  Secretary  of  such  revocation  at  such 

7  time  and  in  such  manner  as  the  Secretary  shall 

8  prescribe  by  regulations. 

9  "(4)  Special  rules  where  mortgage  is  as- 

10  sumed. — In  the  case  of  a  mortgage  with  respect  to 

11  which  a  mortgage  credit  certificate  was  issued  and 

12  which  is  assumed  by  a  taxpayer — 

13  "(A)  the  credit  certificate  rate  under  such 

14  certificate  shall  not  be  taken  into  account  under 

15  this  section  to  the  extent  it  exceeds  25  percent, 

16  and 

17  "(B)  such  certificate  shall  be  treated  as 

18  issued  to  such  taxpayer. 

19  "(5)  Certain  refinancing  permitted. — In 

20  applying  subsection  (c)(2)(A)(iii),  the  requirements  of 

21  section  103A(j)(l)  shall  be  treated  as  met  if  a  mortgage 

22  credit  certificate  is  issued  with  respect  to  a  mortgage 

23  which  is  used  to  replace  an  existing  mortgage  for 

24  which  such  a  certificate  has  already  been  issued  if, 

25  under  regulations  prescribed  by  the  Secretary,  such  re- 
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1  placement  mortgage  does  not  extend  the  term,  alter 

2  the  amortization  schedule,  or  increase  the  principal 

3  amount,  of  the  original  mortgage. 

4  "(6)  Public  notice  that  ceetificates  will 

5  be  issued. — At  least  90  days  before  any  mortgage 

6  credit  certificate  is  to  be  issued  after  a  qualified  mort- 

7  gage  credit  certificate  program,  the  issuing  authority 

8  shall  provide  reasonable  public  notice  of — 

9  "(A)  the  eligibility  requirements  for  such  cer- 

10  tificate, 

11  *  '(B)  the  methods  by  which  such  certificates 

12  are  to  be  issued,  and 

13  "(C)  such  other  information  as  the  Secretary 

14  may  require. 

15  "(7)  Interest  paid  oe  accrued  to  related 

16  persons. — No  credit  shall  be  allowed  under  subsec- 

17  tion  (a)  for  any  interest  paid  or  accrued  to  a  person 

18  who  is  a  related  person  to  the  taxpayer  (within  the 

19  meaning  of  section  103(b)(6)(C)(i)). 

20  "(8)  Principal  residence. — The  term  'princi- 

21  pal  residence'  has  the  same  meaning  as  when  used  in 

22  section  1034. 

23  "(9)  Qualified  rehabilitation  and  home 

24  improvement. — 
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1  "(A)    Qualified    rehabilitation. — The 

2  term  'qualified  rehabilitation'  has  the  meaning 

3  given  such  term  by  section  103A(1)(7)(B). 

4  "(B)  Qualified  home  improvement. — 

5  The  term  'qualified  home  improvement'  means  an 

6  alteration,  repair,  or  improvement  described  in 

7  section  103A(1)(6). 

8  "(10)  Qualified  mortgage  bond. — The  term 

9  'qualified  mortgage  bond'  has  the  meaning  given  such 

10  term  by  section  103A(c)(l). 

11  "(f)  Reduction  in  Aggregate  Amount  of  Quali- 

12  fied  Mortgage  Bonds  Which  May  Be  Issued  Where 

13  Certain  Requirements  Not  Met. — 

14  "(1)  In  general. — If  for  any  calendar  year  any 

15  mortgage  credit  certificate  program  fails  to  meet  the 

16  requirements  of — 

17  "(A)  clause  (iii),  (iv),  (v),  or  (vi)  of  subsection 

18  (c)(2)(A),  or 

19  "(B)  paragraph  (2)  of  subsection  (d), 

20  the  applicable  State  ceiling  under  paragraph  (4)  of  sec- 

21  tion  103 A(g)  for  the  State  in  which  such  program  op- 

22  erates  shall  be  reduced  by  twice  the  correction  amount 

23  with  respect  to  such  failure.  Such  reduction  shall  be 

24  applied  to  such  State  ceiling  for  the  calendar  year 

25  following  the  calendar  year  in  which  the  Secretary 
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1  determines  the  correction  amount  with  respect  to  such 

2  failure. 

3  "(2)  COEEECTION  AMOUNT. — 

4  "(A)  In  geneeal. — For  purposes  of  para- 

5  graph  (1),  the  term  'correction  amount'  means,  in 

6  the  case  of  a  failure  to  meet  a  requirement 

7  referred  to  in — 

8  "(i)  paragraph  (1)(A),  the  amount  of 

9  indebtedness  involved,  or 

10  "(ii)  paragraph  (1)(B),  the  amount  equal 

11  to  the  excess  credit  amount  divided  by  0.15. 

12  "(B)  Excess  ceedit  amount. — 

13  "(i)  In  geneeal. — For  purposes  of 

14  subparagraph  (A)(ii),  the  term  'excess  credit 

15  amount'  means  the  excess  of — 

16  "(I)  the  credit  amount  for  any 

17  mortgage    credit    certificate  program, 

18  over 

19  "(II)   the   amount   which  would 

20  have  been  the  credit  amount  for  such 

21  program  had  such  program  met  the  re- 

22  quirements  of  paragraph  (2)  of  subsec- 

23  tion  (d). 

24  "(ii)  Ceedit  amount. — For  purposes 

25  of  clause  (i),  the  term  'credit  amount'  means 
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1  the  sum  of  the  products  determined  under 

2  clauses  (i)  and  (ii)  of  subsection  (d)(2)(A). 

3  "(3)  Special  eule  foe  states  having  con- 

4  stitutional  home  eule  cities. — In  the  case  of  a 

5  State  having  one  or  more  constitutional  home  rule 

6  cities  (within  the  meaning  of  section  103A(g)(5)(C)), 

7  the  reduction  in  the  State  ceiling  by  reason  of  para- 

8  graph  (1)  shall  be  allocated  to  the  constitutional  home 

9  rule  city,  or  to  the  portion  of  the  State  not  within  such 

10  city,  whichever  caused  the  reduction. 

11  "(g)  Repoeting  Eequieements. — Each  person  who 

12  makes  a  loan  which  is  a  certified  indebtedness  amount  under 

13  any  mortgage  credit  certificate  shall  file  a  report  with  the 

14  Secretary  containing — 

15  "(1)  the  name,  address,  and  social  security  ac- 

16  count  number  of  the  individual  to  which  the  certificate 

17  was  issued, 

18  "(2)  the  certificate's  issuer,  date  of  issue,  certified 

19  indebtedness  amount,  and  certificate  credit  rate,  and 

20  "(3)  such  other  information  as  the  Secretary  may 

21  require  by  regulations. 

22  Such  report  shall  be  filed  at  such  time  and  in  such  manner  as 

23  the  Secretary  may  require  by  regulations. 

24  "(h)  Teemination. — No  election  may  be  made  under 

25  subsection  (c)(2)(A)(ii)  for  any  calendar  year  after  1988." 
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1  (b)  Application  With  Section  103A. — Subsection 

2  (g)  of  section  103 A  (relating  to  limitation  on  aggregate 

3  amount  of  qualified  mortgage  bonds  issued  during  any  calen- 

4  dar  year)  is  amended  by  adding  at  the  end  thereof  the  follow- 

5  ing  new  paragraph: 


6  "(8)  Reduction  foe  mortgage  credit  cer- 

7  tificates. — The  applicable  limit  of  any  issuing  au- 

8  thority  for  any  calendar  year  shall  be  reduced  by  the 

9  sum  of — 

10  "(A)  the  amount  of  qualified  mortgage  bonds 

11  which  such  authority  elects  not  to  issue  under 

12  section  25(c)(2)(A)(ii)  during  such  year,  plus 

13  1  '(B)  the  amount  of  any  reduction  in  such 

14  ceiling  under  section  25(f)  applicable  to  such  au- 

15  thority  for  such  year." 

16  (c)  Disallowance  of  Portion  of  Deduction  for 


17  Interest  Where  Credit  Taken. — Section  163  (relating 

18  to  deduction  for  interest)  is  amended  by  redesignating  subsec- 

19  tion  (g)  as  subsection  (h)  and  by  inserting  after  subsection  (f) 

20  the  following  new  subsection: 

21  "(g)  Reduction  of  Deduction  Where  Section  25 

22  Credit  Taken. — The  amount  of  the  deduction  under  this 

23  section  for  interest  paid  or  accrued  during  any  taxable  year 

24  on  indebtedness  with  respect  to  which  a  mortgage  credit  cer- 

25  tificate  has  been  issued  under  section  25  shall  be  reduced  by 
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1  the  amount  of  the  credit  allowable  with  respect  to  such  inter- 

2  est  under  section  25  (determined  without  regard  to  section 

3  26)." 

4  (d)  Penalty  for  Failure  To  File  Reports. — 

5  (1)  In  general. — Subchapter  B  of  chapter  68  is 

6  amended  by  adding  at  the  end  thereof  the  following 

7  new  section: 

8  "SEC.  6706.  FAILURE  TO  FILE  REPORTS  ON  LOANS  COVERED 

9  BY  MORTGAGE  CREDIT  CERTIFICATES. 

10  "(a)  In  General. — Any  person  required  by  section 

11  25(g)  to  file  a  report  with  the  Secretary  who  fails  to  file  the 

12  report  with  respect  to  any  mortgage  credit  certificate  at  the 

13  time  and  in  the  manner  required  by  the  Secretary  shall  pay  a 

14  penalty  of  $200  for  such  failure  unless  it  is  shown  that  such 

15  failure  is  due  to  reasonable  cause  and  not  to  willful  neglect. 

16  "(b)  Deficiency  Procedures  Not  To  Apply. — 

17  Subchapter  B  of  chapter  63  (relating  to  deficiency  procedures 

18  for  income,  estate,  gift,  and  certain  excise  taxes)  shall  not 

19  apply  with  respect  to  the  assessment  or  collection  of  any  pen- 

20  alty  imposed  by  subsection  (a)." 

21  (2)  Clerical  amendment. — The  table  of  sec- 

22  tions  for  such  subchapter  B  is  amended  by  adding  at 

23  the  end  thereof  the  following  new  item: 

"Sec.  6706.  Failure  to  file  reports  on  loans  covered  by  mortgage 
credit  certificates." 
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1  (e)  Allocation  to  Issuees  Othee  Than  State 

2  Housing  Financing  Agencies  Deteemined  on  Basis 

3  of  Population  Wheee  No  Oveeeiding  State  Stat- 

4  ute. — Subparagraph  (A)  of  section  103A(g)(3)  is  amended 

5  by  striking  out  all  that  follows  "for  such  year  as — "  and 

6  inserting  in  lieu  thereof: 


7  "(i)  the  population  of  the  jurisdiction  of 

8  such  issuing  authority,  bears  to 

9  "(ii)  the  population  for  the  entire  State. 

10  For  purposes  of  the  preceding  sentence,  the  deter- 

11  mination  of  population  shall  be  made  in  accord- 

12  ance  with  section  103(n)(9)." 

13  (f)  Technical  Amendments. — 

14  (1)    Sections    28(d)(2),     29(b)(5),  30(g)(1)(A), 

15  38(c)(2),  and  901(a),  as  amended  by  this  Act,  are  each 

16  amended  by  striking  out  "section  25(b)"  and  inserting 

17  in  lieu  thereof  "section  26(b)". 

18  (2)  Section  23(b)(5),  as  amended  by  this  Act,  is 

19  amended  by  striking  out  "section  25(a)"  and  inserting 

20  in  lieu  thereof  "section  26(a)"  and  by  striking  out 

21  "(other  than  this  section)"  and  inserting  in  lieu  thereof 

22  "(other  than  this  section  and  section  25)". 

23  (3)  Paragraph  (3)  of  section  55(c)  is  amended — 

24  (A)  by  striking  out  "25"  each  place  it  ap- 

25  pears  and  inserting  in  lieu  thereof  "26",  and 
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1  (B)  by  striking  out  "section  23,  30,  or  38" 

2  and  inserting  in  lieu  thereof  "section  23,  25,  30, 

3  or  38". 

4  (4)  Clause  (iii)  of  section  168(i)(l)(D),  as  added  by 

5  section  208(a)  of  the  Tax  Equity  and  Fiscal  Responsi- 

6  bility  Act  of  1982  and  amended  by  this  Act,  is  amend- 

7  ed  by  striking  out  "section  25(b)(2)"  and  inserting  in 

8  lieu  thereof  "section  26(b)(2)". 

9  (5)  Clause  (iii)  of  section  168(i)(l)(D),  as  added  by 

10  section  209(b)  of  the  Tax  Equity  and  Fiscal  Responsi- 

11  bility  Act  of  1982  and  amended  by  this  Act,  is  amend- 

12  ed  by  striking  out  "section  25(b)(2)"  and  inserting  in 

13  lieu  thereof  "section  26(b)(2)". 

14  (g)  Confoeming  Amendment. — The  table  of  sections 


15  for  subpart  A  of  part  IV  of  subchapter  A  of  chapter  1  is 

16  amended  by  striking  out  the  item  relating  to  section  25  and 

17  inserting  in  lieu  thereof  the  following: 


"Sec.  25.  Interest  on  certain  home  mortgages. 

"Sec.  26.  Limitation  based  on  tax  liability;  definition  of  tax  lia- 
bility." 

18  (h)  Effective  Date. — 

19  (1)  In  general. — Except  as  otherwise  provided 

20  in  this  subsection,  the  amendments  made  by  this  sec- 

21  tion  shall  apply  to  interest  paid  or  accrued  after  De- 

22  cember  31,  1983,  on  indebtedness  incurred  after  De- 

23  cember  31,  1983. 
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1  (2)  Elections. — The  amendments  made  by  this 

2  section    shall    apply    to    elections    under  section 

3  25(c)(2)(A)(ii)  of  the  Internal  Revenue  Code  of  1954 

4  (as  added  by  this  section)  for  calendar  years  after 

5  1983. 

6  (3)  Subsection  (e). — The  amendment  made  by 

7  subsection  (e)  shall  apply  to  obligations  issued  after 

8  December  31,  1984. 

9  (4)  Teansitional  eule  eelating  to  amount 

10  OF  ceetificates  which  may  be  issued. — 

11  (A)  In  geneeal. — If  the  aggregate  amount 

12  of  mortgage  subsidy  bonds  issued  by  any  authority 

13  during  1983  was  less  than  the  applicable  limit  of 

14  such  authority  under  section  103A(g)  of  the  Inter- 

15  nal  Revenue  Code  of  1954  for  such  calendar  year, 

16  then,  for  purposes  of  section  25(d)(2)  of  such 

17  Code,  the  nonissued  bond  amount  with  respect  to 

18  any  qualified  mortgage  credit  certificate  program 

19  (determined  without  regard  to  this  paragraph)  for 

20  calendar  year  1984,  1985,  1986,  1987,  or  1988 

21  shall  be  reduced  by  the  excess  of  the  applicable 

22  limit  of  such  authority  for  such  calendar  year  over 

23  the  amount  determined  under  subparagraph  (B)  or 

24  (C). 
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1  (B)   1984.— For  calendar  year   1984,  the 

2  sum  of — 

3  (i)  the  aggregate  amount  of  mortgage 

4  subsidy  bonds  issued  by  the  issuing  authority 

5  during  1983,  plus 

6  (ii)  25  percent  of  the  excess  of  the  ap- 

7  plicable  limit  of  such  authority  for  1984  over 

8  the  amount  determined  under  clause  (i). 

9  (C)  1985,  1986,  1987,  1988.— For  calendar 

10  year  1985,  1986,  1987,  or  1988,  the  sum  of— 

11  (i)  the  amount  determined  for  the  pre- 

12  ceding  calendar  year  under  this  subparagraph 

13  or  subparagraph  (B),  plus 

14  (ii)  25  percent  of  the  excess  of  the  ap- 

15  plicable  limit  of  such  authority  for  the  calen- 

16  dar  year  over  the  amount  determined  under 

17  clause  (i). 

18  Subtitle  B — Private  Activity  Bonds 

19  SEC.  721.  LIMITATION  ON  AGGREGATE  AMOUNT  OF  PRIVATE 

20  ACTIVITY  BONDS. 

21  Section  103  (relating  to  interest  on  certain  governmen- 

22  tal  obligations)  is  amended  by  redesignating  subsection  (n)  as 

23  subsection  (o)  and  by  inserting  after  subsection  (m)  the  fol- 

24  lowing  new  subsection: 
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1  "(n)  Limitation  on  Aggregate  Amount  of  Pri- 

2  vate  Activity  Bonds  Issued  During  Any  Calendar 

3  Year.— 

4  "(1)   In   general. — A   private   activity  bond 

5  issued  as  part  of  an  issue  shall  be  treated  as  an  obliga- 

6  tion  not  described  in  subsection  (a)  if  the  aggregate 

7  amount  of  private  activity  bonds  issued  pursuant  to 

8  such  issue,  when  added  to  the  aggregate  amount  of 

9  private  activity  bonds  previously  issued  by  the  issuing 

10  authority  during  the  calendar  year,  exceeds  such  au- 

11  thority's  private  activity  bond  limit  for  such  calendar 

12  year. 

13  "(2)  Private  activity  bond  limit  for  state 

14  agencies. — For  purposes  of  this  subsection — 

15  "(A)  In  general. — The  private  activity 

16  bond  limit  for  any  agency  of  the  State  authorized 

17  to  issue  private  activity  bonds  for  any  calendar 

18  year  shall  be  50  percent  of  the  State  ceiling  for 

19  such  calendar  year. 

20  "(B)  Special  rule  where  state  has 

21  more  than  l  agency. — If  more  than  1  agency 

22  of  the  State  is  authorized  to  issue  private  activity 

23  bonds,  all  such  agencies  shall  be  treated  as  a 

24  single  agency. 
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"(3)  Peivate  activity  bond  limit  foe  othee 
issuees. — For  purposes  of  this  subsection — 

"(A)  In  geneeal. — The  private  activity 
bond  limit  for  any  issuing  authority  (other  than  a 
State  agency)  for  any  calendar  year  shall  be  an 
amount  which  bears  the  same  ratio  to  50  percent 
of  the  State  ceiling  for  such  calendar  year  as — 
"(i)  the  population  of  the  jurisdiction  of 
such  issuing  authority,  bears  to 

"(ii)  the  population  for  the  entire  State. 

"(B)     OVEELAPPING     JUEISDICTIONS. — For 

purposes  of  subparagraph  (A)(i),  the  rules  of  sec- 
tion 103A(g)(3)(B)  shall  apply. 
"(4)  State  ceiling. — For  purposes  of  this  sub- 
section— 

"(A)  In  geneeal. — The  State  ceiling  appli- 
cable to  any  State  for  any  calendar  year  shall  be 
an  amount  equal  to  $150  multiplied  by  the  State's 
population. 

"(B)   Phasein    of   limitation  wheee 

AMOUNT  OF  1983  PEIVATE  ACTIVITY  BONDS  EX- 
CEEDS THE  CEILING. — 

"(i)  In  geneeal. — In  the  case  of  any 
State  which  had  an  excess  bond  amount  for 
1983,  the  State  ceiling  for  calendar  year 
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1  1984  shall  be  the  sum  of  the  State  ceiling 

2  determined  under  subparagraph  (A)  plus  50 

3  percent  of  the  excess  bond  amount  for  1983. 

4  "(ii)   Excess    bond   amount  foe 

5  1983. — For  purposes  of  clause  (i),  the  excess 

6  bond  amount  for  1983  in  any  State  is  the 

7  excess  (if  any)  of — 

8  "(I)  the  aggregate  amount  of  pri- 

9  vate  activity  bonds  issued  by  issuing  au- 

10  thorities  in  such  State  during  the  first  9 

11  months  of  calendar  year  1983  multiplied 

12  by  V3,  over 

13  "(II)  the  State  ceiling  determined 

14  under  subparagraph  (A)  for  calendar 

15  year  1984. 

16  "(C)  Adjustment  of  ceiling  to  eeflect 

17  teemination  of  small  issue  exemption. — 

18  In  the  case  of  calendar  years  after  1983,  subpara- 

19  graph  (A)  shall  be  applied  by  substituting  '$100' 

20  for  '$150'. 

21  "(5)  Special  eule  foe  states  with  consti- 

22  tutional  home  eule  cities. — In  the  case  of  any 

23  State  with  1  or  more  constitutional  home  rule  cities  (as 

24  defined  in  section  103A(g)(5)(C)),  the  rules  of  para- 
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1  graph  (5)  of  section  103A(g)  shall  apply  for  purposes  of 

2  this  subsection. 

3  "(6)  State  may  peovide  for  different  al- 

4  location. — 

5  "(A)  In  general. — A  State  may,  by  law 

6  enacted  after  the  date  of  the  enactment  of  this 

7  subsection,  provide  a  different  formula  for  allocat- 

8  ing  the  State  ceiling  among  the  governmental 

9  units  in  such  State  having  authority  to  issue  pri- 

10  vate  activity  bonds. 

11  "(B)  Interim  authority  for  gover- 

12  nor. — 

13  "(i)  In  general. — The  Governor  of 

14  any  State  may  proclaim  a  different  formula 

15  for  allocating  the  State  ceiling  among  the 

16  governmental  units  in  such  State  having  au- 

17  thority  to  issue  private  activity  bonds. 

18  "(ii)  Termination  of  authority. — 

19  The  authority  provided  in  clause  (i)  shall  not 

20  apply  after  the  earlier  of — 

21  "(I)  the  first  day  of  the  first  calen- 

22  dar  year  beginning  after  the  legislature 

23  has  met  in  regular  session  for  more 

24  than  60  days  after  the  date  of  the  en- 

25  actment  of  this  paragraph,  or 
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1  "(II)   the   effective   date   of  any 

2  State  legislation  with  respect  to  the  al- 

3  location  of  the  State  ceiling  enacted 

4  after  the  date  of  the  enactment  of  this 

5  subsection. 

6  "(C)  State  may  not  alter  allocation 

7  TO  CONSTITUTIONAL  HOME  EULE  CITIES. — The 

8  rules  of  paragraph  (6)(C)  of  section  103A(g)  shall 

9  apply  for  purposes  of  this  paragraph. 

10  "(7)  Private  activity  bond. — For  purposes  of 

11  this  subsection — 

12  "(A)  In  general. — Except  as  otherwise 

13  provided  in  this  paragraph,  the  term  'private  ac- 

14  tivity  bond'  means  any  obligation  the  interest  on 

15  which  is  exempt  from  tax  under  subsection  (a)  and 

16  which  is — 

17  "(i)  an  industrial  development  bond,  or 

18  "(ii)  a  student  loan  bond. 

19  "(B)  Exception  for  mtjltifamily  hous- 

20  ing. — The  term  'private  activity  bond'  shall  not 

21  include  any  obligation  described  in  subsection 

22  (b)(4)(A)  nor  any  public  housing  program  obliga- 

23  tion  under  section  11(b)  of  the  United  States 

24  Housing  Act  of  1937. 
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1  "(C)  Exception  foe  certain  facilities 

2  DESCRIBED  IN  SECTION  103(b)(4)  (C)  OR  (D). — 

3  "(i)  In  general. — The  term  'private 

4  activity  bond'  shall  not  include  any  obligation 

5  described  in  subparagraph  (C)  or  (D)  of  sec- 

6  tion  103(b)(4),  but  only  if  the  property  de- 

7  scribed  in  such  subparagraph  is  owned  by  a 

8  governmental  unit. 

9  "(ii)  Exception  not  to  apply  to 

10  CERTAIN  PARKING  FACILITIES. — This  Sub- 

11  paragraph  shall  not  apply  to  any  obligation 

12  described  in  subparagraph  (D)  of  section 

13  103(b)(4)  solely  by  reason  of  the  reference  to 

14  parking  facilities  contained  therein. 

15  "(D)  Refunding  issues. — The  term  'pri- 

16  vate  activity  bond'  shall  not  include  any  obligation 

17  which  is  issued  to  refund  another  obligation  to  the 

18  extent  that  the  amount  of  such  obligation  does  not 

19  exceed  the  amount  of  the  refunded  obligation.  In 

20  the  case  of  any  student  loan  bond,  the  preceding 

21  sentence  shall  apply  only  if  the  maturity  date  of 

22  the  refunding  obligation  is  not  later  than  the  later 

23  of— 

24  "(i)  the  maturity  date  of  the  obligation 

25  to  be  refunded,  or 
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1  "(ii)  the  date  15  years  after  the  date  on 

2  which  the  refunded  obligation  was  issued  (or 

3  in  the  case  of  a  series  of  refundings,  the  date 

4  on  which  the  original  obligation  was  issued). 

5  "(8)  Student  loan  bonds. — For  purposes  of 

6  this  subsection,  the  term  'student  loan  bond'  means  an 

7  obligation  which  is  issued  as  part  of  an  issue  all  or  a 

8  major  portion  of  the  proceeds  of  which  are  to  be  used 

9  directly  or  indirectly  to  finance  loans  to  individuals  for 

10  educational  expenses. 

11  "(9)  Population. — For  purposes  of  this  subsec- 

12  tion,  determinations  of  the  population  of  any  State  (or 

13  issuing  authority)  shall  be  made  with  respect  to  any 

14  calendar  year  on  the  basis  of  the  most  recent  census 

15  estimate  of  the  resident  population  of  such  State  (or  is- 

16  suing  authority)  published  by  the  Bureau  of  the  Census 

17  before  the  beginning  of  such  calendar  year. 

18  "(10)  Elective  caeeyforwaed  of  unused 

19  limitation  foe  specified  peoject. — 

20  "(A)  In  general.— If— 

21  "(i)  an  issuing  authority's  private  activi- 

22  ty  bond  limit  for  any  calendar  year  after 

23  1983,  exceeds 
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1 

"(ii)  the  aggregate  amount  of  private 

2 

activity  bonds  issued  during  such  calendar 

3 

year  by  such  authority, 

4 

such  authority  may  elect  to  treat  all  (or  any  por- 

5 

tion)  of  such  excess  as  a  carryforward  for  1  or 

6 

more  carryforward  projects. 

7 

"(B)  Election  must  specify  peoject. — 

8 

In  any  election  under  subparagraph  (A),  the  issu- 

9 

ing  authority  shall — 

10 

"(i)  specify  the  project  (or  projects)  for 

11 

which  the  carryforward  is  elected,  and 

12 

"(ii)  specify  the  portion  of  the  excess 

13 

described  in  subparagraph  (A)  which  is  to  be 

14 

a  carryforward  for  each  such  project. 

15 

"(C)  Use  of  caeeyfoewaed. — 

16 

"(i)  In  geneeal. — If  any  issuing  au- 

17 

thority  elects  a  carryforward  under  subpara- 

18 

graph  (A)  with  respect  to  any  carryforward 

19 

project,  any  private  activity  bonds  issued  by 

20 

such  authority  with  respect  to  such  project 

21 

during  the  3  calendar  years  (or,  in  the  case 

22 

of  a  project  described  in  subsection  (b)(4)(F), 

23 

6  calendar  years)  following  the  calendar  year 

24 

in  which  the  carryforward  arose  shall  not  be 

25 

taken  into  account  under  paragraph  (1)  to 
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1  the  extent  the  amount  of  such  bonds  do  not 

2  exceed  the  amount  of  the  carryforward  elect- 

3  ed  for  such  project. 

4  "(ii)  Okdek  in  which  caeeyfoewaed 

5  used. — Carryforwards  elected  with  respect 

6  to  any  project  shall  be  used  in  the  order  of 

7  the  calendar  years  in  which  they  arose. 

8  "(D)  Election. — Any  election  made  under 

9  this  paragraph  shall  be  made  at  such  time  and  in 

10  such  manner  as  the  Secretary  shall  by  regulations 

11  prescribe.  Any  such  election  (and  any  specification 

12  contained  therein),  once  made,  shall  be  irrevoca- 

13  ble. 

14  "(E)  Caeeyfoewaed  peoject. — For  pur- 

15  poses  of  this  paragraph,  the  term  'carryforward 

16  project'  means — 

17  "(i)  any  project  described  in  paragraph 

18  (4)  or  (5)  of  subsection  (b),  and 

19  "(ii)  the  purpose  of  issuing  student  loan 

20  bonds. 

21  "(11)  Teeatment  of  qualified  scholarship 

22  funding  bonds. — In  the  case  of  a  qualified  scholar- 

23  ship  funding  bond  (as  defined  in  subsection  (e)),  such 

24  bond  shall  be  treated  for  purposes  of  this  subsection  as 


1  issued  by  a  State  or  local  issuing  authority  (whichever 

2  is  appropriate)." 

3  SEC.  722.  TAX  EXEMPTION  DENIED  WHERE  OBLIGATION  DI- 

4  RECTLY    OR    INDIRECTLY    GUARANTEED  BY 

5  FEDERAL  GOVERNMENT. 

6  Subsection  (h)  of  section  103  (relating  to  certain  obliga- 

7  tions  must  not  be  guaranteed  or  subsidized  under  a  energy 

8  program)  is  amended  to  read  as  follows: 

9  "(h)  Obligation  Must  Not  Be  Guaranteed, 

10  Etc.— 

11  "(1)  In  general. — An  obligation  shall  not  be 

12  treated  as  an  obligation  described  in  subsection  (a)  if 

13  such  obligation  is  federally  guaranteed. 

14  "(2)  Federally  guaranteed  defined. — For 

15  purposes  of  paragraph  (1),  an  obligation  is  federally 

16  guaranteed  if — 

17  "(A)  the  payment  of  principal  or  interest 

18  with  respect  to  such  obligation  is  guaranteed  (in 

19  whole  or  in  part)  by  the  United  States  (or  any 

20  agency  or  instrumentality  thereof), 

21  "(B)  such  obligation  is  issued  as  part  of  an 

22  issue  and  a  significant  portion  of  the  proceeds  of 

23  such  issue  are  to  be — 

24  "(i)  used  in  making  loans  the  payment 

25  of  principal  or  interest  with  respect  to  which 
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1  are  to  be  guaranteed  (in  whole  or  in  part)  by 

2  the  United  States  (or  any  agency  or  instru- 

3  mentality  thereof),  or 

4  "(ii)  invested  (directly  or  indirectly)  in 

5  federally  insured  deposits  or  accounts,  or 

6  "(C)  the  payment  of  principal  or  interest  on 

7  such  obligation  is  otherwise  indirectly  guaranteed 

8  (in  whole  or  in  part)  by  the  United  States  (or  an 

9  agency  or  instrumentality  thereof). 

10  "(3)  Exceptions.— 

11  "(A)  Certain  insurance  programs. — An 

12  obligation  shall  not  be  treated  as  federally  guaran- 

13  teed  by  reason  of — 

14  "(i)   any   guarantee   by   the  Federal 

15  Housing  Administration,  the  Veterans'  Ad- 

16  ministration,  the  Federal  National  Mortgage 

17  Association,  the  Federal  Home  Loan  Mort- 

18  gage  Corporation,  or  the  Government  Na- 

19  tional  Mortgage  Association, 

20  "(ii)  any  guarantee  of  student  loans  and 

21  any  guarantee  by  the  Student  Loan  Market- 

22  ing  Association  to  finance  student  loans,  or 

23  "(iii)  any  guarantee  by  the  Small  Busi- 

24  ness  Administration  of  obligations  described 

25  in  subsection  (b)(4)(F). 
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1  "(B)  Debt  seevice,  etc. — Paragraph  (1) 

2  shall  not  apply  to — 

3  "(i)  proceeds  of  the  issue  invested  for  an 

4  initial  temporary  period  until  such  proceeds 

5  are  needed  for  the  purpose  for  which  such 

6  issue  was  issued, 

7  "(ii)  investments  of  a  bona  fide  debt 

8  service  fund, 

9  "(hi)  investments  of  a  reserve  which 

10  meet  the  requirements  of  subsection  (c)(4)(B), 

11  "(iv)  investments  in  obligations  issued 

12  by  the  United  States  Treasury,  or 

13  "(v)  other  investments  permitted  under 

14  regulations. 

15  "(C)    Exception    foe    housing  peo- 

16  geams. — 

17  "(i)  In  geneeal. — Except  as  provided 

18  in  clause  (ii),  paragraph  (1)  shall  not  apply 

19  to— 

20  "(I)  an  obligation  described  in  sub- 

21  section  (b)(4)(A)  or  a  public  housing  pro- 

22  gram  obligation  under  section  11(b)  of 

23  the  United  States  Housing  Act  of  1937, 

24  "(II)  a  qualified  mortgage  bond  (as 

25  defined  in  section  103A(c)(l)),  or 
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1  "(HQ  a  qualified  veterans'  mort- 

2  gage    bond    (as    defined    in  section 

3  103A(c)(3)). 

4  "(ii)    Exception    not    to  apply 

5  WHERE   OBLIGATION  INVESTED  IN  FEDER- 

6  ALLY  INSURED  DEPOSITS  OR  ACCOUNTS. — 

7  Clause  (i)  shall  not  apply  to  any  obligation 

8  which  is  federally  guaranteed  within  the 

9  meaning  of  paragraph  (2)(B)(ii). 

10  "(D)  Loans  to,  or  guarantees  by,  Fi- 
ll nancial  institutions. — Except  as  provided  in 

12  paragraph  (2)(B)(ii),  an  obligation  which  is  issued 

13  as  part  of  an  issue  shall  not  be  treated  as  federal- 

14  ly  guaranteed  merely  by  reason  of  the  fact  that 

15  the  proceeds  of  such  issue  are  used  in  making 

16  loans  to  a  financial  institution  or  there  is  a  guar- 

17  antee  by  a  financial  institution. 

18  "(4)  Definitions. — For  purposes  of  this  subsec- 

19  tion— 

20  "(A)  Treatment  of  certain  entities 

21  WITH   AUTHORITY   TO    BORROW   FROM  UNITED 

22  states. — To  the  extent  provided  in  regulations 

23  prescribed  by  the  Secretary,  any  entity  with  stat- 

24  utory  authority  to  borrow  from  the  United  States 

25  shall  be  treated  as  an  instrumentality  of  the 
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1  United  States.  Except  in  the  case  of  a  private  ac- 

2  tivity  bond  (as  defined  in  subsection  (n)(7)),  noth- 

3  ing  in  the  preceding  sentence  shall  be  construed 

4  as  treating  the  District  of  Columbia  or  any  pos- 

5  session  of  the  United  States  as  an  instrumentality 

6  of  the  United  States. 

7  "(B)  Federally  insured  deposit  or  ac- 

8  count. — The  term  'federally  insured  deposit  or 

9  account'  means  any  deposit  or  account  in  a  finan- 

10  cial  institution  to  the  extent  such  deposit  or  ac- 

11  count  is  insured  under  Federal  law  by  the  Federal 

12  Deposit  Insurance  Corporation,  the  Federal  Sav- 

13  ings  and  Loan  Insurance  Corporation,  the  Nation- 

14  al  Credit  Union  Administration,  or  any  similar 

15  federally  chartered  corporation. 

16  "(5)  Certain  obligations  subsidized  under 

17  energy  program. — 

18  "(A)  In  general. — An  obligation  to  which 

19  this  paragraph  applies  shall  be  treated  as  an  obli- 

20  gation  not  described  in  subsection  (a)  if  the  pay- 

21  ment  of  the  principal  or  interest  with  respect  to 

22  such  obligation  is  to  be  made  (in  whole  or  in  part) 

23  under  a  program  of  the  United  States,  a  State,  or 

24  a  political  subdivision  of  a  State  the  principal  pur- 
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1  pose  of  which  is  to  encourage  the  production  or 

2  conservation  of  energy. 

3  "(B)  Obligations  to  which  paragraph 

4  applies. — This  paragraph  shall  apply  to  any  ob- 

5  ligations  to  which  paragraph  (1)  of  subsection  (b) 

6  does  not  apply  by  reason  of — 

7  "(i)    subsection   (b)(4)(H)   (relating  to 

8  qualified  hydroelectric  generating  facilities), 

9  or 

10  "(ii)  subsection  (g)  (relating  to  qualified 

11  steam-generating  or  alcohol-producing  facili- 

12  ties)." 

13  SEC.  723.  AGGREGATE  LIMIT  PER  TAXPAYER  FOR  SMALL 

14  ISSUE  EXCEPTION. 

15  Subsection  (b)  of  section  103  (relating  to  industrial  de- 

16  velopment  bonds)  is  amended  by  adding  at  the  end  thereof 

17  the  following  new  paragraph: 

18  "(15)  Aggregate  limit  per  taxpayer  for 

19  small  issue  exception. — 

20  "(A)  In  general. — Paragraph  (6)  of  this 

21  subsection  shall  not  apply  to  any  issue  if  the  ag- 

22  gregate  authorized  face  amount  of  such  issue  allo- 

23  cated  to  any  beneficiary  (when  increased  by  the 

24  outstanding  tax-exempt  LDB's  of  such  beneficiary) 

25  exceeds  $40,000,000. 
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1  "(B)  Outstanding  tax-exempt  idb's  of 

2  any  person. — For  purposes  of  applying  subpara- 

3  graph  (A)  with  respect  to  any  issue,  the  outstand- 

4  ing  tax-exempt  IDB's  of  any  person  who  is  a  ben- 

5  eficiary  with  respect  to  such  issue  is  the  aggre- 

6  gate  face  amount  of  all  industrial  development 

7  bonds  the  interest  on  which  is  exempt  from  tax 

8  under  subsection  (a) — 

9  "(i)  which  are  allocated  to  such  benefi- 

10  ciary,  and 

11  "(ii)  which  are  outstanding  at  the  time 

12  of  such  later  issue  (not  including  as  outstand- 

13  ing  any  obligation  which  is  to  be  redeemed 

14  from  the  proceeds  for  the  later  issue). 

15  "(C)  Allocation  of  amount  of  issue. — 

16  "(i)  Amount  allocated  to  devel- 

17  oper,  etc. — The  amount  of  any  issue  shall 

18  be  allocated  to  any  person  who  is  a  benefici- 

19  ary  by  reason  of  owning  the  facilities  being 

20  financed  by  the  issue  and  renting  such  facili- 

21  ties  to  other  persons  to  the  extent  (and  only 

22  to  the  extent)  the  amount  of  such  issue  is  not 

23  allocated  under  clause  (ii). 

24  "(ii)      Allocation      to  other 

25  beneficiaries. — The  amount  of  any  issue 
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1 

shall  be  allocated  among  beneficiaries  who 

2 

are  not  described  in  clause  (i)  as  follows: 

3 

"(I)  If  one  of  such  beneficiaries 

4 

uses  more  than  50  percent  of  the  facili- 

5 

ties,  the  entire  amount  of  the  issue  shall 

6 

be  allocated  to  such  beneficiary. 

7 

"(II)  In  any  case  to  which  sub- 

8 

clause  (I)  does  not  apply,  the  amount  of 

9 

such  issue  shall  be  allocated  equally 

10 

among  beneficiaries  who  use  at  least  25 

11 

percent  but  not  more  than  50  percent  of 

12 

the  facilities;  except  that  no  one  such 

13 

person  shall  be  allocated  more  than  50 

14 

percent. 

15 

"(D)  Beneficiary. — For  purposes  of  this 

16 

paragraph,   the   term   'beneficiary'   means  any 

17 

person  who  is  a  user  of  the  facilities  being  fi- 

18 

nanced  by  the  issue. 

19 

"(E)  Treatment  of  related  persons. — 

20 

For  purposes  of  this  paragraph,  all  persons  who 

21 

are  related  (within  the  meaning  of  paragraph 

22 

(6)(C))  to  each  other  shall  be  treated  as  one 

23 

person." 
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1  SEC.  724.  LIMITATIONS  ON  ACQUISITIONS  OP  LAND,  EXISTING 

2  FACILITIES,  ETC. 

3  (a)  Limitation  on  Use  foe  Land  Acquisition. — 

4  Subsection  (b)  of  section  103  is  amended  by  adding  at  the  end 

5  thereof  the  following  new  paragraph: 

6  "(16)  Limitation  on  use  foe  land  acquisi- 

7  tion. — 

8  "(A)  In  geneeal. — Paragraphs  (4),  (5),  (6), 

9  and  (7)  shall  not  apply  with  respect  to  any  obliga- 

10  tion  issued  as  part  of  an  issue  if — 

11  "(i)  any  portion  of  the  proceeds  of  such 

12  issue  are  to  be  used  (directly  or  indirectly) 

13  for  the  acquisition  of  land  (or  an  interest 

14  therein)  to  be  used  for  farming  purposes,  or 

15  "(ii)  25  percent  or  more  of  the  proceeds 

16  of  such  issue  are  to  be  used  (directly  or  indi- 

17  rectly)  for  the  acquisition  of  land  not  de- 

18  scribed  in  clause  (i)  (or  an  interest  therein). 

19  "(B)  Exception  foe  fiest-time  faem- 

20  EES. — 

21  "(i)  In  geneeal. — If  the  requirements 

22  of  clause  (ii)  are  met  with  respect  to  any 

23  land,  subparagraph  (A)  shall  not  apply  to 

24  such  land,  and  paragraph  (17)  shall  not  apply 

25  to  property  located  thereon,  but  only  to  the 

26  extent  of  expenditures  (financed  with  the 
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1 

proceeds  of  the  issue)  not  in  excess  of 

2 

$250,000. 

3 

"(ii)    Acquisition    by  first-time 

4 

farmers. — The  requirements  of  this  clause 

5 

are  met  with  respect  to  any  land  if — 

6 

"(D  such  land  is  to  be  used  for 

7 

farming  purposes,  and 

8 

"(II)  such  land  is  to  be  acquired  by 

9 

an  individual  who  is  a  first-time  farmer, 

10 

who  will  be  the  principal  user  of  such 

11 

land,  and  who  will  materially  and  sub- 

12 

stantially  participate  on  the  farm  of 

13 

which  such  land  is  a  part  in  the  oper- 

14 

ation  of  such  farm. 

15 

"(iii)  First-time  farmer. — For  pur- 

16 

poses  of  this  subparagraph,  the  term  'first- 

17 

time  farmer'  means  any  individual  if  such  in- 

18 

dividual  has  not  at  any  time  had  any  direct 

19 

or  indirect  ownership  interest  in  land  which 

20 

is  part  of  a  farm  in  the  operation  of  which 

21 

such  individual  materially  participated.  For 

22 

purposes  of  this  subparagraph,  any  owner- 

23 

ship  or  material  participation  by  an  individ- 

24 

ual's  spouse  or  minor  child  shall  be  treated 
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1  as  ownership  and  material  participation  by 

2  the  individual. 

3  "(iv)  Farm. — For  purposes  of  this  sub- 

4  paragraph,  the  term  'farm'  has  the  meaning 

5  given  such  term  by  section  6420(c)(2)." 

6  (b)  Acquisition  of  Existing  Property  Not  Per- 

7  mitted. — Subsection  (b)  of  section  103  (relating  to  industrial 

8  development  bonds)  is  amended  by  adding  at  the  end  thereof 

9  the  following  new  paragraph: 

10  "(17)  Acquisition  of  existing  property  not 

11  permitted. — 

12  "(A)  In  general. — Paragraphs  (4),  (5),  (6), 

13  and  (7)  shall  not  apply  to  any  obligation  issued  as 

14  part  of  an  issue  if  any  portion  of  the  proceeds  of 

15  such  issue  is  to  be  used  for  the  acquisition  of  any 

16  property  (or  an  interest  therein)  unless  the  first 

17  use  of  such  property  is  pursuant  to  such  acquisi- 

18  tion. 

19  "(B)  Exception  for  certain  rehabili- 

20  tations. — Subparagraphs   (A)   shall  not  apply 

21  with  respect  to  any  building  (and  the  equipment 

22  therefor)  if— 

23  "(i)  the  rehabilitation  expenditures  with 

24  respect  to  such  building  equals  or  exceeds 
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1  "(ii)  15  percent  of  the  cost  of  acquiring 

2  such  building  (and  such  equipment). 

3  "(C)  Rehabilitation  expenditures. — 

4  For  purposes  of  this  paragraph — 

5  "(i)  In  general. — Except  as  provided 

6  in  this  subparagraph,  the  term  'rehabilitation 

7  expenditures'  means  any  amount  properly 

8  chargeable  to  capital  account  which  is  in- 

9  curred  by  the  person  acquiring  the  building 

10  (or  any  successor)  for  property  (or  additions 

11  or  improvements  to  property)  in  connection 

12  with  the  rehabilitation  of  a  building.  In  the 

13  case  of  an  integrated  operation  contained  in 

14  a  building  before  its  acquisition,  such  term 

15  includes  rehabilitating  existing  equipment  in 

16  such  building  or  replacing  it  with  substantial- 

17  ly  similar  equipment. 

18  "(ii)  Certain  expenditures  not  in- 

19  cltjded. — The  term  'rehabilitation  expendi- 

20  tures'  does  not  include  any  expenditure  de- 

21  scribed  in  section  48(g)(2)(B)  (other  than 

22  clause  (i)  thereof). 

23  "(hi)  Period  during  which  expendi- 

24  tubes  must  be  incurred. — The  term  're- 

25  habilitation  expenditures'  shall  not  include 
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1  any  amount  which  is  incurred  after  the  date 

2  2  years  after  the  later  of — 

3  "(I)  the  date  on  which  the  building 

4  was  acquired,  or 

5  "(II)  the  date  on  which  the  obliga- 

6  tion  was  issued." 

7  (c)  Use  of  Tax-Exempt  Bonds  Prohibited  for 


8  Skyboxes,  Airplanes,  Gambling  Establishments, 

9  Etc. — Subsection  (b)  of  section  103  (relating  to  industrial 

10  development  bonds)  is  amended  by  adding  at  the  end  thereof 

1 1  the  following  new  paragraph: 


12  "(18)  NO  PORTION  OF  BONDS  MAY  BE  ISSUED 

13  FOR  SKYBOXES,  AIRPLANES,  GAMBLING  ESTABLISH- 

14  ments,  etc. — Paragraphs  (4),  (5),  (6),  and  (7)  shall 

15  not  apply  to  any  obligation  issued  as  part  of  an  issue  if 

16  any  portion  of  the  proceeds  of  such  issue  is  to  be  used 

17  to  provide  any  airplane,   skybox,  or  other  private 

18  luxury  box,  any  facility  primarily  used  for  gambling,  or 

19  any  store  the  principal  business  of  which  is  the  sale  of 

20  alcoholic  beverages  for  consumption  off  premises." 

21  SEC.  725.  MISCELLANEOUS  INDUSTRIAL  DEVELOPMENT  BOND 

22  PROVISIONS. 

23  (a)  Certain  Restrictions  Apply  to  Exemptions 

24  Not   Contained  in  Internal  Revenue   Code  of 

25  1954. — Paragraph  (1)  of  section  103(m)  (relating  to  obliga- 
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1  tions  exempt  other  than  under  this  title)  is  amended  by 

2  adding  at  the  end  thereof  the  following  new  sentence:  "In  the 

3  case  of  an  obligation  issued  after  December  31,  1983,  such 

4  obligation  shall  not  be  treated  as  described  in  this  paragraph 

5  unless  the  appropriate  requirements  of  subsections  (b),  (c), 

6  (h),  (k),  (1),  and  (n)  of  this  section  and  section  103A  are  met 

7  with  respect  to  such  obligation.  For  purposes  of  applying 

8  such  requirements,  a  possession  of  the  United  States  shall  be 

9  treated  as  a  State." 


10  (b)  Expansion  of  Tax-Exempt  Bond  Financed 

11  Peoperty    Required    To    Be    Depreciated  on 

12  Straight-Line  Basis. — 

13  (1)  In  general. — Subparagraph  (C)  of  section 

14  168(f)(12)  (relating  to  limitations  on  property  financed 

15  with  tax-exempt  bonds)  is  amended  to  read  as  follows: 

16  "(C)  Exception  for  projects  for  resi- 

17  dential  rental  property. — Subparagraph  (A) 

18  shall  not  apply  to  any  recovery  property  which  is 

19  placed  in  service  in  connection  with  projects  for 

20  residential  rental  property  financed  by  the  pro- 

21  ceeds     of    obligations     described    in  section 

22  103(b)(4)(A)." 

23  (2)  Conforming  amendment. — Paragraph  (12) 

24  of  section  168(f)  is  amended  by  striking  out  subpara- 


901 

1  graph  (D)  and  by  redesignating  subparagraph  (E)  as 

2  subparagraph  (D). 

3  (c)  Aggregation  of  Issues  foe  Single  Project. — 

4  Paragraph  (6)  of  section  103(b)  (relating  to  exemption  for 

5  small  issues)  is  amended  by  adding  at  the  end  thereof  the 

6  following  new  subparagraph: 

7  "(P)  Aggregation  of  issues  with  re- 

8  spect  to  single  project. — For  purposes  of 

9  this  paragraph,  2  or  more  issues,  part  or  all  of 

10  which  are  to  be  used  with  respect  to  a  single 

11  building,  an  enclosed  shopping  mall,  or  a  strip  of 

12  offices,   stores,  or  residences  using  substantial 

13  common  facilities  shall  be  treated  as  1  issue  (and 

14  any  person  who  is  a  principal  user  with  respect  to 

15  any  of  such  issues  shall  be  treated  as  a  principal 

16  user  with  respect  to  the  aggregated  issue)." 

17  (d)  Definition  of  Related  Persons  in  the  Case 


18  of  Partnerships. — Paragraph  (13)  of  section  103(b)  (re- 

19  lating  to  exception  where  bond  held  by  substantial  user)  is 

20  amended  by  adding  at  the  end  thereof  the  following  new  sen- 

21  tence:  'Tor  purposes  of  this  paragraph,  a  partnership  and 

22  each  of  its  partners  (and  their  spouses  and  minor  children) 

23  shall  be  treated  as  related  per  sons.' ' 

24  (e)  Mortgage  Subsidy  Bond  Arbitrage  Rules 

25  Extended  to  Industrial  Development  Bonds  and 
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1  Student  Loan  Bonds. — Subsection  (c)  of  section  103  (re- 

2  lating  to  arbitrage  bonds)  is  amended  by  redesignating  para- 

3  graph  (6)  as  paragraph  (7)  and  by  inserting  after  paragraph 

4  (5)  the  following  new  paragraph: 


5  "(6)  Extension  of  mortgage  subsidy  bond 

6  arbitrage  rules  to  private  activity  bonds. — 

7  "(A)  In  general. — Under  regulations,  any 

8  obligation  to  which  this  paragraph  applies  shall  be 

9  treated  as  an  obligation  not  described  in  subsec- 

10  tion  (a)  (1)  or  (2)  unless  the  issue  of  which  such 

11  obligation  is  a  part  meets  requirements  similar  to 

12  those  of  section  103 A(i). 

13  "(B)  Obligations  to  which  paragraph 

14  applies. — 

15  "(i)  In  general. — Except  as  provided 

16  in  clause  (ii),  this  paragraph  shall  apply  to 

17  any  obligation  which — 

18  "(I)  is  an  industrial  development 

19  bond,  or 

20  "(H)  is  a  student  loan  bond  (as  de- 

21  fined  in  subsection  (n)(8))  issued  after 

22  December  31,  1985. 

23  "(ii)  Exception  for  multifamily 

24  housing. — This  paragraph  shall  not  apply 

25  to  any  obligation  described  in  subsection 
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1  (b)(4)(A)  nor  to  any  public  housing  program 

2  obligation  under  section  11(b)  of  the  United 

3  States  Housing  Act  of  1937. 

4  "(iii)  Exception  foe  eefunding  of 

5  STUDENT    LOAN    BONDS    ISSUED  BEFORE 

6  January  l,   1986. — This  paragraph  shall 

7  not  apply  to  any  obligation  which  is  issued  to 

8  refund  a  student  loan  bond  issued  before 

9  January  1,  1986,  but  only  to  the  extent  the 

10  requirements  of  subsection  (n)(7)(C)  are  met 

11  with  respect  to  the  refunding. 

12  "(C)  Student  loan  incentive  payments 

13  NOT   TAKEN   INTO   ACCOUNT. — For  purposes  of 

14  applying  section  103A(i)  as  made  applicable  to 

15  student  loan  bonds  by  subparagraph  (A),  payments 

16  described  in  paragraph  (5)  shall  not  be  taken  into 

17  account." 

18  (f)  Residential  Rental  Property  May  Be  in 


19  Mixed  Use  Structure. — Paragraph  (4)  of  section  103(b) 

20  (relating  to  certain  exempt  activities)  is  amended  by  adding  at 

21  the  end  thereof  the  following  new  sentence:  'Tor  purposes  of 

22  subparagraph  (A),  any  property  shall  not  be  treated  as  failing 

23  to  be  residential  rental  property  merely  because  part  of  the 

24  building  in  which  such  property  is  located  is  used  for  pur- 

25  poses  other  than  residential  rental  purposes." 
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1  (g)  Increase  in  Amount  of  Capital  Expendi- 

2  tubes  Not  Taken  Into  Account  Wheee  There  Is 

3  Urban  Development  Action  Grant. — Subparagraph  (I) 

4  of  section  103(b)(6)  (relating  to  aggregate  amount  of  capital 

5  expenditures  where  there  is  urban  development  action  grant) 

6  is  amended — 


7  (1)  by  striking  out  "$10,000,000"  and  inserting  in 

8  lieu  thereof  "$15,000,000",  and 

9  (2)  by  adding  at  the  end  thereof  the  following  new 

10  sentence:  "This  subparagraph  shall  not  apply  unless 

11  the  amount  of  the  urban  development  action  grant 

12  equals  or  exceeds  5  percent  of  a  reasonable  estimate 

13  (made  at  the  time  that  the  Department  of  Housing  and 

14  Urban  Development  gives  preliminary  approval  of  the 

15  grant)  of  the  total  capital  expenditures  on  the  facilities 

16  with  respect  to  which  the  action  grant  has  been 

17  made." 

18  (h)  Public  Approval  Requirement  in  the  Case 

19  of  Public  Airport. — If — 

20  (1)  the  proceeds  of  any  issue  are  to  be  used  to  fi- 

21  nance  a  facility  or  facilities  located  on  a  public  airport, 

22  and 

23  (2)  the  governmental  unit  issuing  such  obligations 

24  is  the  owner  or  operator  of  such  airport, 
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1  such  governmental  unit  shall  be  deemed  to  be  the  only  gov- 

2  ernmental  unit  having  jurisdiction  over  such  airport  for  pur- 

3  poses  of  subsection  (k)  of  section  103  of  the  Internal  Revenue 

4  Code  of  1954  (relating  to  public  approval  for  industrial  devel- 

5  opment  bonds). 

6  (i)  Repeal  of  Advance  Refunding  of  Qualified 

7  Public  Facilities. — Paragraph  (7)  of  section  103(b)  (relat- 

8  ing  to  advance  refunding  of  qualified  public  facilities)  is 

9  hereby  repealed. 

10  SEC.  726.  EFFECTIVE  DATES. 


11  (a)  Private  Activity  Bond  Cap. — 

12  (1)  In  general. — Except  as  otherwise  provided 

13  in  this  subsection,  the  amendment  made  by  section  721 

14  shall  apply  to  obligations  issued  after  December  31, 

15  1983. 

16  (2)  Certain  projects  preliminarily  ap- 

17  proved  before  october  19,  1983  given  appro v- 

18  AL.— If— 

19  (A)  there  was  an  inducement  resolution  (or 

20  other   comparable  preliminary  approval)  for  a 

21  project  before  October  19,  1983,  by  any  issuing 

22  authority,  and 

23  (B)  a  substantial  user  of  such  project  notifies 

24  the  issuing  authority  within  30  days  after  the  date 
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1  of  the  enactment  of  this  Act  that  it  intends  to 

2  claim  its  rights  under  this  paragraph, 

3  such  issuing  authority  shall  allocate  its  share  of  the 

4  limitation  under  section  103(n)  of  such  Code  for  the 

5  calendar  year  during  which  the  obligations  were  to  be 

6  issued  pursuant  to  such  resolution  (or  other  approval) 

7  first  to  such  project.  If  the  amount  of  obligations  re- 

8  quired  by  all  projects  which  meet  the  requirements  of 

9  the  preceding  sentence  exceeds  the  issuing  authority's 

10  share  of  the  limitation  under  section  103(n)  of  such 

11  Code,  priority  under  the  preceding  sentence  shall  be 

12  provided  first  to  those  projects  for  which  substantial 

13  expenditures  were  incurred  before  October  19,  1983.  If 

14  any  issuing  authority  fails  to  meet  the  requirements  of 

15  this  paragraph,  the  limitation  under  section  103(n)  of 

16  such  Code  for  the  issuing  authority  for  the  calendar 

17  year  following  such  failure  shall  be  reduced  by  the 

18  amount  of  obligations  with  respect  to  which  such  fail- 

19  ure  occurred. 

20  (3)  Exception  foe  ceetain  bonds  foe  a  con- 

21  vention    centee    and    eesouece  eecoveey 

22  peoject. — In  the  case  of  any  city,  if — 

23  (A)  the  city  council  of  such  city  authorized  a 

24  feasibility  study  for  a  convention  center  on  June 

25  10,  1982,  and 
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1  (B)  on  October  4,  1983,  a  municipal  authori- 

2  ty  acting  as  the  management  agent  for  such  city 

3  selected  a  proposal  for  the  construction  of  a  facili- 

4  ty  that  will  generate  steam  and  electricity  through 

5  the  combustion  of  municipal  waste, 

6  the  amendment  made  by  subsection  (a)  shall  not  apply 

7  to  any  issue  issued  during  1984  to  finance  the  conven- 

8  tion  center  described  in  subparagraph  (A)  or  the  facility 

9  described  in  subparagraph  (B). 

10  (b)  Property  Financed  With  Tax-Exempt  Bonds 

11  Required  To  Be  Depreciated  on  Straight-Line 

12  Basis.— 

13  (1)  In  general. — Except  as  otherwise  provided 

14  in  this  section,  the  amendments  made  by  section  725(b) 

15  shall  apply  to  property  placed  in  service  after  Decem- 

16  ber  31,  1983,  to  the  extent  such  property  is  financed 

17  by  the  proceeds  of  an  obligation  (including  a  refunding 

18  obligation)  issued  after  October  18,  1983. 

19  (2)  Exceptions. — 

20  (A)  Construction  or  binding  agree- 

21  ment. — The  amendments  made  by  section  725(b) 

22  shall  not  apply  with  respect  to  facilities — 

23  (i)  the  original  use  of  which  commences 

24  with  the  taxpayer  and  the  construction,  re- 
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1 

construction,  or  rehabilitation  of  which  began 

2 

before  October  19,  1983,  or 

3 

(ii)  with  respect  to  which  a  binding  con- 

4 

tract  to  incur  significant  expenditures  was 

5 

entered  into  before  October  19,  1983. 

6 

(B)  Refunding. — 

7 

(i)  In  general. — Except  as  provided 

8 

in  clause  (ii),  in  the  case  of  property  placed 

9 

in  service  after  December  31,  1983,  which  is 

10 

financed  by  the  proceeds  of  an  obligation 

11 

which  is  issued  solely  to  refund  another  obli- 

12 

gation  which  was  issued  before  October  19, 

13 

1983,   the   amendments   made   by  section 

14 

725(b)  shall  apply  only  with  respect  to  an 

15 

amount  equal  to  the  basis  in  such  property 

16 

which  has  not  been  recovered  before  the  date 

17 

such  refunded  obligation  is  issued. 

18 

(ii)  Significant  expenditures. — In 

19 

the  case  of  facilities  the  original  use  of  which 

20 

commences  with  the  taxpayer  and  with  re- 

21 

spect  to  which  significant  expenditures  are 

22 

made  before  January  1,  1984,  the  amend- 

23 

ments  made  by  section  725(b)  shall  not  apply 

24 

with  respect  to  such  facilities  to  the  extent 

25 

such  facilities  are  financed  by  the  proceeds  of 
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1  an  obligation  issued  solely  to  refund  another 

2  obligation  which  was  issued  before  October 

3  19,  1983. 

4  (C)  Facilities. — In  the  case  of  an  induce- 

5  ment  resolution  or  other  comparable  preliminary 

6  approval  adopted  by  an  issuing  authority  before 

7  October  19,  1983,  for  purposes  of  applying  sub- 

8  paragraphs  (A)(i)  and  (B)(ii)  with  respect  to  obli- 

9  gations  described  in  such  resolution,  the  term 

10  "facilities"  means  the  facilities  described  in  such 

1 1  resolution. 

12  (c)  Othee  Peovisions  Relating  to  Tax-Exempt 

13  Bonds. — 

14  (1)  In  geneeal. — Except  as  otherwise  provided 

15  in  this  section,  the  amendments  made  by  this  subtitle 

16  shall  apply  to  obligations  issued  after  December  31, 

17  1983. 

18  (2)  Obligations  invested  in  fedeeally  in- 

19  sueed  deposits. — Clause  (ii)  of  section  103(h)(2)(B) 

20  of  the  Internal  Revenue  Code  of  1954  (as  amended  by 

21  this  subtitle)  shall  apply  to  obligations  issued  after 

22  April  14,  1983. 

23  (3)  Exceptions.— 

24  (A)  Consteuction  oe  binding  ageee- 

25  ment. — The  amendments  made  by  this  subtitle 
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1  (other  than  section  721)  shall  not  apply  to  obliga- 

2  tions  with  respect  to  facilities — 

3  (i)  the  original  use  of  which  commences 

4  with  the  taxpayer  and  the  construction,  re- 

5  construction,  or  rehabilitation  of  which  began 

6  before  October  19,  1983,  or 

7  (ii)  with  respect  to  which  a  binding  con- 

8  tract  to  incur  significant  expenditures  was 

9  entered  into  before  October  19,  1983. 

10  (B)  Facilities. — Subparagraph  (C)  of  sub- 

11  section  (b)(2)(A)  shall  apply  for  purposes  of  sub- 

12  paragraph  (A)  of  this  paragraph. 

13  (4)  Repeal  of  advance  refunding  of  quali- 

14  fied  public  facilities. — The  amendment  made  by 

15  section  725(i)   shall  apply  to  refunding  obligations 

16  issued  after  the  date  of  the  enactment  of  this  Act. 

17  (d)  Provisions  of  This  Subtitle  Not  To  Apply  to 


18  Certain  Property. — The  amendments  made  by  this  subti- 

19  tie  shall  not  apply  to  any  property  (and  shall  not  apply  to 

20  obligations  issued  to  finance  such  property)  if  such  property  is 

21  described  in  any  of  the  following  paragraphs: 

22  (1)  Any  property  described  in  paragraph  (5),  (6), 

23  or  (7)  of  section  32(g)  of  this  Act. 
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1  (2)  Any  property  described  in  paragraph  (3)  of 

2  section  216(b)  of  the  Tax  Equity  and  Fiscal  Responsi- 

3  bility  Act  of  1982. 

4  (3)  Any  solid  waste  disposal  facility  described  in 

5  section  103(b)(4)(E)  of  the  Internal  Revenue  Code  of 

6  1954  if— 

7  (A)  a  State  public  authority  created  pursuant 

8  to  State  legislation  which  took  effect  on  June  18, 

9  1973,  took  formal  action  before  October  19, 

10  1983,  to  commit  development  funds  for  such  fa- 

1 1  cility, 

12  (B)  such  authority  issues  obligations  for  any 

13  such  facility  before  January  1,  1987,  and 

14  (C)  expenditures  have  been  made  for  the  de- 

15  velopment  of  any  such  facility  before  October  19, 

16  1983. 

17  (e)   Determination   of   Significant  Expendi- 

18  tube. — 

19  (1)  In  general. — For  purposes  of  this  section, 

20  the  term  "significant  expenditures"  means  expenditures 

21  which  equal  or  exceed  the  lesser  of — 

22  (A)  $15,000,000,  or 

23  (B)  20  percent  of  the  estimated  cost  of  the 

24  facilities. 
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1  (2)  Ceetain  geants  teeated  as  expendi- 

2  tuees. — For  purposes  of  paragraph  (1),  the  amount  of 

3  any  UDAG  grant  preliminarily  approved  on  May  5, 

4  1981,  or  April  4,  1983,  shall  be  treated  as  an  expendi- 

5  ture  with  respect  to  the  facility  for  which  such  grant 

6  was  so  approved. 

7  Subtitle  C — Obligations  of  Certain 

8  Educational  Organizations 

9  SEC.  731.  TAX-EXEMPT  STATUS  OF  OBLIGATIONS  OF  CERTAIN 

10  EDUCATIONAL  ORGANIZATIONS. 

11  (a)  In  Genekal. — For  purposes  of  section  103  of  the 

12  Internal  Revenue  Code  of  1954,  a  qualified  educational  orga- 

13  nization  shall  be  treated  as  a  State  governmental  unit,  but 

14  only  with  respect  to  a  trade  or  business  carried  on  by  such 

15  organization  which  is  not  an  unrelated  trade  or  business  (de- 

16  termined  by  applying  section  513(a)  of  such  Code  to  such 

17  organization). 

18  (b)  Qualified  Educational  Oeganization. — For 

19  purposes  of  subsection  (a),  the  term  ■  'qualified  educational  or- 

20  ganization"  means  a  college  or  university  created  on  Febru- 

21  ary  22,  1855,  by  specific  act  of  the  legislature  of  the  State 

22  within  which  such  college  or  university  is  located. 

23  (c)  Effective  Date. — This  section  shall  apply  to  obli- 

24  gations  issued  after  December  31,  1953. 
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1  TITLE  VIII— MISCELLANEOUS 

2  REVENUE  MATTERS 

3  SEC.  800.  TABLE  OF  CONTENTS. 

Sec.  800.  Table  of  contents. 

Sec.  801.  Capital  gain  treatment  for  portion  of  gain  on  sale  of  condominium  units 

converted  from  existing  structures. 
Sec.  802.  No  gain  recognized  from  net  gifts  made  before  March  4,  1981. 
Sec.  803.  Disaster  loss  deduction  where  taxpayer  ordered  to  demolish  or  relocate 

residence  in  disaster  area  because  of  disaster. 
Sec.  804.  Application  of  cash  or  deferred  arrangement  rules  to  pre-EEISA  money 

purchase  plan. 
Sec.  805.  Delay  of  amendments  to  section  382. 

Sec.  806.  Extension  of  Payment-in-Kind  Tax  Treatment  Act  of  1983  to  wheat  for 
1984  crop  year. 

Sec.  807.  Taxation  of  unemployment  compensation  not  to  apply  to  compensation 
paid  for  weeks  of  unemployment  ending  before  December  1,  1978. 

Sec.  808.  Treatment  of  transportation  expenses  incurred  with  respect  to  employ- 
ment at  the  antiballistic  missile  site  near  Nekoma,  North  Dakota. 

Sec.  809.  Treatment  of  home  won  in  local  radio  contest  and  specically  designed  for 
handicapped  foster  child. 

Sec.  810.  Tax  treatment  of  regulated  investment  companies. 

Sec.  811.  Tips  treated  as  wages  for  purposes  of  Federal  unemployment  tax. 

Sec.  812.  Deferral  of  estate  taxes  for  an  interest  in  a  holding  company  that  in  turn 
own  stock  in  a  closely  held  operating  company. 

Sec.  813.  Actuarial  adjustments  under  section  415  for  commercial  airline  pilots 
made  on  basis  of  age  60. 

Sec.  814.  Cooking  wine  may  be  fortified  using  distilled  spirits. 

Sec.  815.  Transitional  rule  for  treatment  of  certain  income  from  S  corporations  as 
investment  income. 

Sec.  816.  Certain  organizations  providing  child  care  included  within  the  definition 
of  tax-exempt  organizations. 

4  SEC.  801.  CAPITAL  GAIN  TREATMENT  FOR  PORTION  OF  GAIN 

5  ON  SALE  OF  CONDOMINIUM  UNITS  CONVERTED 

6  FROM  EXISTING  STRUCTURES. 

7  (a)  Geneeal  Rule. — Part  IY  of  subchapter  P  of  chap- 

8  ter  1  (relating  to  special  rules  for  determining  capital  gains 

9  and  losses)  is  amended  by  adding  at  the  end  thereof  the  fol- 
10  lowing  new  section: 
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1  "SEC.  1257.  CAPITAL  GAIN  TREATMENT  FOR  PORTION  OF  GAIN 

2  ON  SALE  OF  CONDOMINIUM  UNITS  CONVERTED 

3  FROM  EXISTING  STRUCTURES. 

4  "(a)  General  Rule. — For  purposes  of  this  title,  any 

5  gain  recognized  by  the  taxpayer  on  the  sale  or  exchange  of 

6  any  qualified  condominium  unit  shall  be  treated  as  gain  from 

7  the  sale  of  property  used  in  the  trade  or  business  (as  defined 

8  in  section  1231(b))  to  the  extent  that  the  gain  so  recognized 

9  does  not  exceed  such  unit's  allocable  capital  gain  amount. 


10  "(b)  Qualified  Condominium  Unit. — For  purposes 

11  of  this  section — 

12  "(1)  In  general. — The  term  'qualified  condo- 

13  minium  unit'  means  any  condominium  unit  resulting 

14  from  the  conversion  of  qualified  real  property  into  con- 

15  dominium  units. 

16  "(2)  Qualified  real  property. — The  term 

17  'qualified  real  property'  means  any  real  property — 

18  "(A)  which  consists  of  one  or  more  struc- 

19  tures  (and  the  land  necessary  for  the  use  of  the 

20  structures)  used  in  a  trade  or  business  of  the  tax- 

21  payer  at  all  times  during  the  5-year  period  ending 

22  on  the  detenriination  date,  and 

23  "(B)  with  respect  to  which  the  taxpayer 

24  makes  an  election  under  this  section. 

25  "(3)  Special  rule  where  property  ac- 

26  QUIRED  BY  INHERITANCE  OR  DEVISE,  ETC. — For  pur- 
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1  poses  of  this  subsection,  the  taxpayer  shall  be  treated 

2  as  holding  any  property  and  as  using  such  property  in 

3  his  trade  or  business  during  any  period  during  which 

4  such  property  was  held  and  so  used — 

5  "(A)  in  the  case  of  property  acquired  by  in- 

6  heritance  or  devise,  by  the  decedent,  or 

7  "(B)  by  any  other  person  if  the  basis  of  such 

8  property  in  the  hands  of  the  taxpayer  is  deter- 

9  mined  (in  whole  or  in  part)  by  reference  to  the 

10  basis  of  such  property  in  the  hands  of  such  other 

11  person. 

12  "(c)  Allocable  Capital  Gain  Amount. — For  pur- 

13  poses  of  this  section — 

14  "(1)  In  geneeal. — The  term  'allocable  capital 

15  gain  amount'  means,  with  respect  to  any  qualified  con- 

16  dominium  unit,  the  portion  of  the  imputed  capital  gain 

17  determined  under  paragraph  (2)  with  respect  to  the 

18  qualified  real  property  which  is  allocated  to  such  unit 

19  under  paragraph  (3). 

20  "(2)  Imputed  capital  gain. — The  term  'imput- 

21  ed  capital  gain'  means,  with  respect  to  any  qualified 

22  real  property,  the  amount  of  the  gain  (if  any)  which — 

23  "(A)  would  have  resulted  had  such  property 

24  been  sold  on  the  determination  date  for  an  amount 

25  equal  to  its  fair  market  value  on  such  date,  and 
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1  "(B)  would  have  not  been  treated  as  ordinary 

2  income  under  section  1245  or  1250. 

3  "(3)  Allocation  among  units. — The  amount 

4  of  the  imputed  capital  gain  shall  be  allocated  among 

5  condominium  units  in  proportion  to  their  respective  fair 

6  market  values  on  the  determination  date. 

7  "(4)  Faie  market  value  determinations. — 

8  For  purposes  of  paragraphs  (2)  and  (3),  the  fair  market 

9  value  (and  adjusted  basis)  of  any  qualified  real  property 

10  (and  of  any  condominium  unit)  shall  be  determined 

11  without  regard  to  any  improvement  made  in  anticipa- 

12  tion  of  the  conversion  into  condominium  units. 

13  "(5)  Determination  date. — The  term  'deter- 

14  mination  date'  means,  with  respect  to  any  qualified 

15  real  property,  the  earliest  of — 

16  "(A)  the  day  on  which  the  taxpayer  adopted 

17  a  plan  to  convert  such  property  into  condominium 

18  units, 

19  "(B)  the  day  on  which  substantial  improve- 

20  ments  were  first  made  to  such  property  in  antici- 

21  pation  of  a  conversion  into  condominium  units,  or 

22  "(C)  the  day  on  which  the  form  of  ownership 

23  of  such  property  is  changed  into  condominium 

24  units. 
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1  If  more  than  2  years  elapses  between  the  sale  of  the 

2  first  unit  and  the  second  unit,  the  day  taken  into  ac- 

3  count  under  subparagraphs  (A)  and  (C)  shall  be  the 

4  date  the  second  sale  is  made. 

5  "(d)  Special  Rules. — 

6  "(1)  Election. — An  election  under  subsection  (a) 

7  shall  be  made  at  such  time  and  in  such  manner  as  the 

8  Secretary  shall  by  regulations  prescribe.  Such  an  elec- 

9  tion,  once  made,  may  be  revoked  only  with  the  consent 

10  of  the  Secretary. 

11  "(2)  Special  eule  foe  caeeyovee  basis 

12  teans actions. — If  any  taxpayer  makes  an  election 

13  under  this  section  with  respect  to  any  qualified  real 

14  property,  the  same  tax  treatment  which  would  apply  to 

15  the  taxpayer  shall  also  apply  to  any  other  person 

16  whose  basis  in  such  property  is  determined  (in  whole 

17  or  in  part)  by  reference  to  the  basis  of  such  property  in 

18  the  hands  of  the  taxpayer. 

19  "(3)  Special  eule  wheee  substantial  valu- 

20  ation  oveestatement. — 

21  "(A)  In  geneeal. — If  the  percentage  deter- 

22  mined  by  dividing — 

23  "(i)  the  amount  claimed  for  purposes  of 

24  subsection  (c)  as  the  value  of  any  qualified 

25  real  property  on  the  determination  date,  by 
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1  "(ii)  the  amount  determined  to  be  the 

2  correct  value  of  such  property  on  such  date 

3  for  purposes  of  subsection  (c), 

4  exceeds  115  percent,  for  purposes  of  this  section, 

5  the  amount  of  the  imputed  capital  gain  shall  be 

6  reduced  by  the  amount  determined  under  subpara- 

7  graph  (B). 

8  "(B)  Amount  of  eeduction. — The  amount 

9  of  the  reduction  determined  under  this  subpara- 

10  graph  is  an  amount  equal  to — 

11  "(i)  20  percent  of  the  amount  which 

12  (but  for  this  paragraph)  would  be  the  imput- 

13  ed  capital  gain, 

14  "(ii)  for  each  full  percentage  point  by 

15  which  the  percentage  determined  under  sub- 

16  paragraph  (A)  exceeds  115  percent." 

17  (b)  Cleeical  Amendment. — The  table  of  sections  for 


18  part  TV  of  subchapter  P  of  chapter  1  is  amended  by  adding  at 

19  the  end  thereof  the  following  new  item: 

"Sec.  1257.  Capital  gain  treatment  for  portion  of  gain  on  sale  of 
condominium  units  converted  from  existing  struc- 
tures." 

20  (c)  Effective  Date. — The  amendments  made  by  this 

21  section  shall  apply  with  respect  to  property  the  form  of  own- 

22  ership  of  which  is  changed  into  condominium  units  after  the 

23  date  of  the  enactment  of  this  Act  in  taxable  years  ending 

24  after  such  date. 
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1  SEC.  802.  NO  GAIN  RECOGNIZED  FROM  NET  GIFTS  MADE 

2  BEFORE  MARCH  4,  1981. 

3  (a)  In  Geneeal. — In  the  case  of  any  transfer  of  prop- 

4  erty  subject  to  gift  tax  made  before  March  4,  1981,  for  pur- 

5  poses  of  subtitle  A  of  the  Internal  Revenue  Code  of  1954, 

6  gross  income  of  the  donor  shall  not  include  any  amount  at- 

7  tributable  to  the  donee's  payment  of  (or  agreement  to  pay) 

8  any  gift  tax  imposed  with  respect  to  such  gift. 

9  (b)  Gift  Tax  Defined. — For  purposes  of  subsection 

10  (a),  the  term  "gift  tax"  means — 

11  (1)  the  tax  imposed  by  chapter  12  of  such  Code, 

12  and 

13  (2)  any  tax  imposed  by  a  State  (or  the  District  of 

14  Columbia)  on  transfers  by  gifts. 

15  (c)  Statute  of  Limitations. — If  refund  or  credit  of 

16  any  overpayment  of  tax  resulting  from  subsection  (a)  is  pre- 

17  vented  on  the  date  of  the  enactment  of  this  Act  (or  at  any 

18  time  within  1  year  after  such  date)  by  the  operation  of  any 

19  law  or  rule  of  law  (including  res  judicata),  refund  or  credit  of 

20  such  overpayment  (to  the  extent  attributable  to  subsection 

21  (a))  may  nevertheless  be  made  or  allowed  if  claim  therefor  is 

22  filed  within  1  year  after  the  date  of  the  enactment  of  this  Act. 
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1  SEC.  803.  DISASTER  LOSS  DEDUCTION  WHERE  TAXPAYER  OR- 

2  DERED  TO   DEMOLISH   OR  RELOCATE  RESI- 

3  DENCE  IN  DISASTER  AREA  BECAUSE  OF  DISAS- 

4  TER. 

5  (a)  Geneeal  Eule. — Section  165  (relating  to  losses)  is 

6  amended  by  redesignating  subsection  (k)  as  subsection  (1)  and 

7  by  inserting  after  subsection  (j)  the  following  new  subsection: 

8  "(k)  Treatment  as  Disaster  Loss  Where  Tax- 

9  payer  Ordered  To  Demolish  or  Eelocate  Eesi- 

10  dence  in  Disaster  Area  Because  of  Disaster. — In 

11  the  case  of  a  taxpayer  whose  residence  is  located  in  an  area 

12  which  has  been  determined  by  the  President  of  the  United 

13  States  to  warrant  assistance  by  the  Federal  Government 

14  under  the  Disaster  Eelief  Act  of  1974,  if — 


15  "(1)  not  later  than  the  120th  day  after  the  date  of 

16  such  determination,  the  taxpayer  is  ordered,  by  the 

17  government  of  the  State  or  any  political  subdivision 

18  thereof  in  which  such  residence  is  located,  to  demolish 

19  or  relocate  such  residence,  and 

20  "(2)  the  residence  has  been  rendered  unsafe  for 

21  use  as  a  residence  by  reason  of  the  disaster, 

22  any  loss  attributable  to  such  disaster  shall  be  treated  as  a  loss 

23  which  arises  from  a  casualty  and  which  is  described  in  sub- 

24  section  (i)." 

25  (b)  Effective  Date. — The  amendment  made  by  sub- 

26  section  (a)  shall  apply  to  taxable  years  ending  after  December 
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1  31,  1981,  with  respect  to  residences  in  areas  determined  by 

2  the  President  of  the  United  States,  after  such  date,  to  war- 

3  rant  assistance  by  the  Federal  Government  under  the  Disas- 

4  ter  Relief  Act  of  1974. 

5  SEC.  804.  APPLICATION  OF  CASH  OR  DEFERRED  ARRANGE- 


6  MENT  RULES  TO  PRE-ERISA  MONEY  PURCHASE 

7  PLAN. 

8  (a)  Geneeal  Rule. — Paragraphs  (1)  and  (2)  of  section 

9  401(k)  (relating  to  cash  or  deferred  arrangements)  are  each 

10  amended  by  inserting  "(or  a  pre-ERISA  money  purchase 

11  plan)"  after  "stock  bonus  plan". 

12  (b)  Definition  of  Pee-ERISA  Money  Puechase 

13  Plan. — Subsection  (k)  of  section  401  is  amended  by  adding 

14  at  the  end  thereof  the  following  new  paragraph: 

15  "(5)  Pee-ERISA  money  puechase  plan. — For 

16  purposes  of  this  subsection,  the  term  'pre-ERISA 

17  money  purchase  plan'  means  a  pension  plan — 

18  "(A)  which  is  a  defined  contribution  plan  (as 

19  defined  in  section  414(i)), 

20  "(B)  which  was  in  existence  on  June  27, 

21  1974,  and  which,  on  such  date,  included  a  salary 

22  reduction  arrangement,  and 

23  "(C)  under  which  neither  the  employee  con- 

24  tributions  nor  the  employer  contributions  may 
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1  exceed  the  levels  provided  for  by  the  contribution 

2  formula  in  effect  under  the  plan  on  such  date." 

3  (c)  Technical  Amendment. — Subparagraph  (B)  of 


4  section  401(k)(2)  as  amended  by  striking  out  ",  hardship  or 

5  the  attainment  of  age  59  V2,"  and  inserting  in  lieu  thereof 

6  "(or  in  the  case  of  a  profit  sharing  or  stock  bonus  plan,  hard- 

7  ship  or  the  attainment  of  age  59%)". 


8  (d)  Effective  Dates. — 

9  (1)  In  general. — The  amendments  made  by  this 

10  section  shall  apply  with  respect  to  plan  years  beginning 

11  after  the  date  of  the  enactment  of  this  Act. 

12  (2)  Transitional  rule. — Rules  similar  to  the 

13  rules  under  section  135(c)(2)  of  the  Eevenue  Act  of 

14  1978  shall  apply  with  respect  to  any  pre-ERISA 

15  money  purchase  plan  (as  defined  in  section  401(k)(5)  of 

16  the  Internal  Eevenue  Code  of  1954)  for  plan  years  be- 

17  ginning  after  December  31,  1979,  and  on  or  before  the 

18  date  of  the  enactment  of  this  Act. 

19  SEC.  805.  DELAY  OF  AMENDMENTS  TO  SECTION  382. 

20  Subsection  (g)  of  section  806  of  the  Tax  Eeform  Act  of 

21  1976  is  amended— 

22  (1)  by  striking  out  "January  1,  1984"  in  para- 

23  graphs  (2)  and  (3)  and  inserting  in  lieu  thereof  "No- 

24  vember  1,  1984",  and 
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1  (2)  by  striking  out  "June  30,  1984"  in  paragraph 

2  (2)  and  inserting  in  lieu  thereof  "October  31,  1984". 

3  SEC.  806.  EXTENSION  OF  PAYMENT-IN-KIND  TAX  TREATMENT 

4  ACT  OF  1983  TO  WHEAT  FOR  1984  CROP  YEAR. 

5  (a)  Extension. — 

6  (1)  In  general. — Section  5  of  the  Payment-in- 

7  Kind  Tax  Treatment  Act  of  1983  (relating  to  defini- 

8  tions  and  special  rules)  is  amended  by  redesignating 

9  subsection  (b)  as  subsection  (c)  and  by  inserting  after 

10  subsection  (a)  the  following  new  subsection: 

11  "(b)  Extension  to  Wheat  Planted  and  Harvest- 

12  ed  in  1984. — In  the  case  of  wheat — 

13  "(1)  any  reference  in  this  Act  to  the  1983  crop 

14  year  shall  include  a  reference  to  the  1984  crop  year, 

15  and 

16  "(2)  any  reference  to  the  1983  payment-in-kind 

17  program  shall  include  a  reference  to  any  program  for 

18  the  1984  year  for  wheat  which  meets  the  requirements 

19  of  subparagraphs  (A)  and  (B)  of  subsection  (a)(1)." 

20  (2)  Definition  of  crop  year. — Paragraph  (2) 

21  of  section  5(a)  of  such  Act  is  amended  to  read  as  fol- 

22  lows: 

23  "(2)  Crop  year.— The  term  4983  crop  year' 

24  means  the  crop  year  for  any  crop  the  planting  cjr  har- 

25  vesting  period  for  which  occurs  during  1983.  The  term 
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1  '1984  crop  year'  means  the  crop  year  for  wheat  the 

2  planting  and  harvesting  period  for  which  occurs  during 

3  1984." 

4  (b)  Effective  Date. — 

5  (1)  In  geneeal. — The  amendments  made  by  this 

6  section  shall  apply  with  respect  to  commodities  re- 

7  ceived  for  the  1984  crop  year  (as  defined  in  section 

8  5(a)(2)  of  the  Payment-in-Kind  Tax  Treatment  Act  of 

9  1983  as  amended  by  subsection  (a)). 

10  (2)  Income  tax  teeatment  not  to  apply 

11  foe  1984  ceop  yeae  to  the  extent  payments 

12  deteemined  to  be  illegal. — 

13  (A)  In  geneeal. — If  it  is  determined  in  a 

14  judicial  proceeding  brought  under  subparagraph 

15  (B)  that  the  $50,000  limitation  of  section  1101(1) 

16  of  the  Agriculture  and  Food  Act  of  1981  applies 

17  to  payments-in-kind  under  the  Payment-in-Kind 

18  (PIK)  programs,  section  2(a)  of  the  Payment-in- 

19  Kind  Tax  Treatment  Act  of  1983  shall  apply  to 

20  commodities  received  for  the  1984  crop  year  only 

21  to  the  extent  that  the  receipt  of  such  commodities 

22  is  legal  under  such  determination. 

23  (B)    COMPTEOLLEE    GENEEAL    TO  BEING 

24  ACTION  FOE  DE CL AE ATOE Y  JUDGMENT. — 
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(i)  In  geneeal. — Not  later  than  60 
days  after  the  date  of  the  enactment  of  this 
Act,  the  Comptroller  General  of  the  United 
States  shall  (and  notwithstanding  any  other 
provision  of  law  is  hereby  authorized  to) 
bring  an  action  in  the  name  of  the  United 
States  against  the  Secretary  of  Agriculture 
in  the  United  States  District  Court  for  the 
District  of  Columbia  for  a  declaration  with 
respect  to  the  issue  of  whether  the  $50,000 
limitation  of  section  1101(1)  of  the  Agricul- 
ture and  Food  Act  of  1981  applies  to  pay- 
ments-in-kind under  the  Payment-in-Kind 
(PIK)  programs. 

(ii)  Peioeity. — To  the  maximum 
extent  possible,  the  United  States  District 
Court  for  the  District  of  Columbia  shall  give 
priority  to  the  action  brought  under  this  sub- 
paragraph. . 

(C)  Declaeation  only  to  apply  foe 

INCOME     TAX     TEEATMENT     FOE     1984  CEOP 

yeae. — Nothing  in  any  declaration  in  a  proceed- 
ing brought  under  subparagraph  (B)  shall  affect — 

-  60  BK  1 
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1  (i)  the  tax  treatment  under  the  Pay- 

2  ment-in-Kind  Tax  Treatment  Act  of  1983 

3  for  the  1983  crop  year, 

4  (ii)  the  tax  treatment  under  such  Act  for 

5  the  1984  crop  year  other  than  the  tax  treat- 

6  ment  under  section  2(a)  of  such  Act,  or 

7  (iii)  the  tax  treatment  of  a  cooperative 

8  with  respect  to  commodities  received  on 

9  behalf  of  another  person. 

10  SEC.  807.  TAXATION  OF  UNEMPLOYMENT  COMPENSATION  NOT 

11  TO    APPLY    TO    COMPENSATION    PAID  FOR 

12  WEEKS  OF  UNEMPLOYMENT  ENDING  BEFORE 

13  DECEMBER  1,  1978. 

14  (a)  Genekal  Rule. — Subsection  (d)  of  section  112  of 

15  the  Revenue  Act  of  1978  (relating  to  taxation  of  unemploy- 

16  ment  compensation  benefits  at  certain  income  levels)  is 

17  amended  to  read  as  follows: 

18  "(d)  Effective  Date. — The  amendments  made  by 


19  this  section  shall  apply  to  payments  of  unemployment  com- 

20  pensation  made  after  December  31,  1978,  in  taxable  years 

21  ending  after  such  date;  except  that  such  amendments  shall 

22  not  apply  to  payments  made  for  weeks  of  unemployment 

23  ending  before  December  1,  1978." 

24  (b)  Waivee  of  Statute  of  Limitations. — If  credit 

25  or  refund  of  any  overpayment  of  tax  resulting  from  the 
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1  amendment  made  by  subsection  (a)  is  barred  on  the  date  of 

2  the  enactment  of  this  Act  or  at  any  time  during  the  1-year 

3  period  beginning  on  the  date  of  the  enactment  of  this  Act  by 

4  the  operation  of  any  law  or  rule  of  law  (including  res  judi- 

5  cata),  refund  or  credit  of  such  overpayment  (to  the  extent 

6  attributable  to  the  amendment  made  by  subsection  (a))  may, 

7  nevertheless,  be  made  or  allowed  if  claim  thereor  is  filed 

8  before  the  close  of  such  1-year  period. 

9  SEC.  808.  TREATMENT  OF  TRANSPORTATION  EXPENSES  IN- 


10  CURRED  WITH  RESPECT  TO  EMPLOYMENT  AT 

11  THE    ANTIBALLISTIC    MISSILE     SITE  NEAR 

1 2  NEKOM A,  NORTH  DAKOTA. 

13  (a)  Geneeal  Rule. — Employment  at  the  antiballistic 


14  missile  project  near  Nekoma,  North  Dakota,  shall  be  treated 

15  for  purposes  of  sections  62  and  162  of  the  Internal  Revenue 

16  Code  of  1954  as  temporary  employment  with  respect  to 

17  transportation  and  traveling  expenses — 


18  (1)  otherwise  allowable  as  a  deduction  under  sec- 

19  tion  162(a)  of  such  Code, 

20  (2)  paid  or  incurred  after  1969  and  before  1975, 

21  and 

22  (3)  claimed  on  a  return  filed  for  any  taxable  year 

23  which  includes  any  portion  of  the  period  described  in 

24  paragraph  (2). 
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1  (b)  Waivee  of  Statute  of  Limitations. — If  refund 

2  or  credit  of  any  overpayment  of  Federal  income  tax  resulting 

3  from  the  application  of  subsection  (a)  is  prevented  at  any  time 

4  before  the  date  one  year  after  the  date  of  the  enactment  of 

5  this  Act  by  the  operation  of  any  law  or  rule  of  law  (including 

6  res  judicata),  refund  or  credit  of  such  overpayment  (to  the 

7  extent  attributable  to  the  application  of  subsection  (a))  may, 

8  nevertheless,  be  made  or  allowed  if  claim  therefor  is  filed 

9  before  the  date  one  year  after  the  date  of  the  enactment  of 

10  this  Act. 

11  (c)  Effective  Date. — This  section  shall  apply  to  tax- 

12  able  years  ending  after  December  31,  1969. 

13  SEC.  809.  TREATMENT  OF  HOME  WON  IN  LOCAL  RADIO  CON- 

14  TEST  AND  SPECIALLY  DESIGNED  FOR  HANDI- 

15  CAPPED  FOSTER  CHILD. 

16  (a)  If  the  Federal  income  tax  attributable  to  the  receipt 

17  of  the  prize  described  in  subsection  (b)  is  paid  within  one  year 

18  after  the  date  of  the  enactment  of  this  Act,  such  payment 

19  shall  be  treated  for  purposes  of  the  Internal  Revenue  Code  of 

20  1954  as  being  in  full  satisfaction  of  such  tax  and  all  interest, 

21  additions  to  the  tax,  additional  amounts,  and  penalties  in  re- 

22  spect  of  liability  for  such  Federal  income  tax. 

23  (b)  For  purposes  of  subsection  (a),  the  prize  described  in 

24  this  subsection  is  a  residence  which — 
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1  (1)  was  won  by  the  taxpayer  in  a  local  radio 

2  contest, 

3  (2)  was  specially  designed  to  meet  the  needs  of  a 

4  handicapped  foster  child  of  the  taxpayer, 

5  (3)  is  the  principal  residence  (within  the  meaning 

6  of  section  1034  of  such  Code)  of  the  taxpayer,  and 

7  (4)  had  a  lien  placed  on  it  by  the  Internal  Reve- 

8  nue  Service  on  May  24,  1983,  after  an  Internal  Reve- 

9  nue  Service  supervisor  had  overruled  two  payment 

10  schedules  negotiated  with  the  taxpayer  for  the  payment 

11  of  taxes,  interest,  and  penalties  on  income  attributable 

12  to  such  residence  for  the  taxpayer's  1980  taxable  year. 

13  (c)  For  purposes  of  subsection  (a),  the  Federal  income 


14  tax  attributable  to  the  prize  described  in  subsection  (b)  shall 

15  be  determined  without  regard  to  interest,  additions  to  the 

16  tax,  additional  amounts,  and  penalties. 

17  SEC.  810.  TAX  TREATMENT  OF  REGULATED  INVESTMENT  COM- 


18  PANIES. 

19  (a)  Personal  Holding  Companies  Permitted  To 

20  Be  Regulated  Investment  Companies. — 

21  (1)  In  general. — Subsection  (a)  of  section  851 

22  (defining  regulated  investment  company)  is  amended  by 

23  striking  out  ' '(other  than  a  personal  holding  company 

24  as  defined  in  section  542)". 
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1  (2)  Special  eule  foe  eate  of  tax. — Para- 

2  graph  (1)  of  section  852(b)  (relating  to  imposition  of 

3  tax  on  regulated  investment  companies)  is  amended  by 

4  adding  at  the  end  thereof  the  following  new  sentence: 

5  "In  the  case  of  a  regulated  investment  company  which 

6  is  a  personal  holding  company  (as  defined  in  section 

7  542),  that  tax  shall  be  computed  at  the  highest  rate  of 

8  tax  specified  in  section  11(b)." 

9  (3)  Requieement  that  investment  company 

10  HAVE  NO  EAENINGS  AND  PEOFITS  ACCUMULATED  IN 

11  YEAR  FOE  WHICH  IT  WAS  NOT  A  EEGULATED  IN- 

12  vestment  company. — Subsection  (a)  of  section  852 

13  (relating  to  requirements  applicable  to  regulated  invest- 

14  ment  companies)  is  amended  by  striking  out  "and"  at 

15  the  end  of  paragraph  (1),  by  striking  out  the  period  at 

16  the  end  of  paragraph  (2)  and  inserting  in  lieu  thereof  ", 

17  and",  and  by  adding  at  the  end  thereof  the  following 

18  new  paragraph: 

19  "(3)  either— 

20  "(A)  the  provisions  of  this  part  applied  to  the 

21  investment  company  for  all  taxable  years  ending 

22  on  or  after  November  8,  1983,  or 

23  "(B)  as  of  the  close  of  the  taxable  year,  the 

24  investment  company  has  no  earnings  and  profits 

25  accumulated  in  any  taxable  year  to  which  the  pro- 
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1  visions  of  this  part  (or  the  corresponding  provi- 

2  sions  of  prior  law)  did  not  apply  to  it." 

3  (4)  Peoceduees  similae  to  deficiency  divi- 

4  dend  peoceduees  made  applicable. — Section  852 

5  is  amended  by  adding  at  the  end  thereof  the  following 

6  new  subsection: 

7  "(e)  Peoceduees  Similae  to  Deficiency  Dividend 

8  Peoceduees  Made  Applicable. — 

9  "(1)  In  geneeal. — If — 

10  "(A)  there  is  a  determination  that  the  provi- 

11  sions  of  this  part  do  not  apply  to  an  investment 

12  company  for  any  taxable  year  (hereinafter  in  this 

13  subsection  referred  to  as  the  'non-RIC  year'),  and 

14  "(B)  such  investment  company  meets  the  dis- 

15  tribution  requirements  of  paragraph  (2)  with  re- 

16  spect  to  the  non-RIC  year, 

17  for  purposes  of  applying  subsection  (a)(3)  to  subsequent 

18  taxable  years,  the  provisions  of  this  part  shall  be  treat- 

19  ed  as  applying  to  such  investment  company  for  the 

20  non-RIC  year. 

21  "(2)  DlSTEIBUTION  EEQUIEEMENTS. — 

22  "(A)  In  geneeal. — The   distribution  re- 

23  quirements  of  this  paragraph  are  met  with  respect 

24  to  any  non-RIC  year  if,  within  the  90-day  period 

25  beginning  on  the  date  of  the  determination  (or 
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1  within  such  longer  period  as  the  Secretary  may 

2  permit),  the  investment  company  makes  1  or  more 

3  qualified  designated  distributions  and  the  amount 

\ 

4  of  such  distributions  is  not  less  than  the  excess 

5  of— 

6  "(i)   the   portion  of  the  accumulated 

7  earnings  and  profits  of  the  investment  com- 

8  pany  (as  of  the  date  of  the  determination) 

9  which  are  attributable  to  the  non-EIC  year, 

10  over 

11  "(ii)  any  interest  payable  under  para- 

12  graph  (3). 

13  "(B)   Qualified  designated  distkibu- 

14  tion. — For  purposes  of  this  paragraph,  the  term 

15  'qualified  designated  distribution'  means  any  dis- 

16  tribution  made  by  the  investment  company  if — 

17  "(i)  section  301  applies  to  such  distribu- 

18  tion,  and 

19  "(ii)  such  distribution  is  designated  (at 

20  such  time  and  in  such  manner  as  the  Secre- 

21  tary  shall  by  regulations  prescribe)  as  being 

22  taken  into  account  under  this  paragraph  with 

23  respect  to  the  non-RIC  year. 

24  "(C)  Effect  on  dividends  paid  deduo 

25  tion. — Any  qualified  designated  distribution  shall 
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1  not  be  included  in  the  amount  of  dividends  paid 

2  for  purposes  of  computing  the  dividends  paid  de- 

3  duction  for  any  taxable  year. 

4  "(3)  Inteeest  chaege. — 

5  "(A)  In  geneeal. — If  paragraph  (1)  applies 

6  to  any  non-RIC  year  of  an  investment  company, 

7  such  investment  company  shall  pay  interest  at  the 

8  annual  rate  established  under  section  6621 — 

9  "(i)  on  an  amount  equal  to  50  percent 

10  of  the  amount  referred  to  in  paragraph 

11  (2)(A)(i), 

12  "(ii)  for  the  period— 

13  "(I)  which  begins  on  the  last  day 

14  prescribed  for  payment  of  the  tax  im- 

15  posed  for  the  non-EIC  year  (determined 

16  without  regard  to  extensions),  and 

17  "(II)  which  ends  on  the  date  the 

18  determination  is  made. 

19  "(B)  COOEDINATION  WITH  SUBTITLE  F. — 

20  Any  interest  payable  under  subparagraph  (A)  may 

21  be  assessed  and  collected  at  any  time  during  the 

22  period  during  which  any  tax  imposed  for  the  tax- 

23  able  year  in  which  the  determination  is  made  may 

24  be  assessed  and  collected. 
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1  "(4)  Provision  not  to  apply  in  the  case  of 

2  fraud. — The  provisions  of  this  subsection  shall  not 

3  apply  if  the  determination  contains  a  finding  that  the 

4  failure  to  meet  any  requirement  of  this  part  was  due  to 

5  fraud  with  intent  to  evade  tax. 

6  "(5)  Determination. — For  purposes  of  this  sub- 

7  section,  the  term  'determination'  has  the  meaning 

8  given  to  such  term  by  section  860(e).  Such  term  also 

9  includes  a  determination  by  the  investment  company 

10  filed  with  the  Secretary  that  the  provisions  of  this  part 

11  do  not  apply  to  the  investment  company  for  a  taxable 

12  year." 

13  (5)  Effective  dates. — 

14  (A)  In  general. — Except  as  otherwise  pro- 

15  vided  in  this  paragraph,  the  amendments  made  by 

16  this  subsection  shall  apply  to  taxable  years  begin- 

17  ning  after  December  31,  1982. 

18  (B)  Investment  companies  which  were 

19  REGULATED      INVESTMENT      COMPANIES  FOR 

20  YEARS  ENDING  BEFORE  NOVEMBER  8,  1983. — In 

21  the  case  of  any  investment  company  to  which  the 

22  provisions  of  part  I  of  subchapter  M  of  chapter  1 

23  of  the  Internal  Revenue  Code  of  1954  applied  for 

24  any  taxable  year  ending  before  November  8, 

25  1983,  for  purposes  of  section  852(a)(3)(B)  of  the 
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1  Internal  Ke  venue  Code  of  1954  (as  amended  by 

2  this  subsection),  no  earnings  and  profits  accumu- 

3  lated  in  any  taxable  year  ending  before  January 

4  1,  1984,  shall  be  taken  into  account. 

5  (C)  Investment  companies  beginning 

6  business  in  1983. — In  the  case  of  an  investment 

7  company  which  began  business  in  1983  (and  was 

8  not  a  successor  corporation),  earnings  and  profits 

9  accumulated  during  its  first  taxable  year  shall  not 

10  be  taken  into  account  for  purposes  of  section 

11  852(a)(3)(B)  of  such  Code  (as  so  amended). 

12  (b)  Shoet-Term  Obligations  Issued  on  a  Dis- 

13  count  Basis. — 

14  (1)  In  general. — Paragraph  (2)  of  section  852(b) 

15  (defining   investment    company    taxable    income)  is 

16  amended  by  adding  at  the  end  thereof  the  following 

17  new  subparagraph — 

18  "(F)  The  taxable  income  shall  be  computed 

19  without  regard  to  section  454(b)  (relating  to  short- 

20  term  obligations  issued  on  a  discount  basis)  if  the 

21  company  so  elects  in  a  manner  prescribed  by  the 

22  Secretary." 

23  (2)  Effective  date. — The  amendment  made  by 

24  paragraph  (1)  shall  apply  to  taxable  years  beginning 

25  after  December  31,  1978. 
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1  SEC.  811.  TIPS  TREATED  AS  WAGES  FOR  PURPOSES  OF  FEDER- 

2  AL  UNEMPLOYMENT  TAX. 

3  (a)  General  Rule. — Section  3306  (relating  to  defini- 

4  tions  for  purposes  of  Federal  unemployment  tax)  is  amended 

5  by  adding  at  the  end  thereof  the  following  new  subsection: 

6  "(s)  Tips  Treated  as  Wages. — For  purposes  of  this 

7  chapter,  the  term  'wages'  includes  tips  which  are — 

8  "(1)  received  while  performing  services  which 

9  constitute  employment,  and 

10  "(2)  included  in  a  written  statement  furnished  to 

11  the  employer  pursuant  to  section  6053(a)." 

12  (b)  Effective  Date. — 

13  (1)  In  general. — Except  as  provided  in  para- 

14  graph  (2),  the  amendment  made  by  subsection  (a)  shall 

15  take  effect  on  January  1,  1985. 

16  (2)  Exception  for  certain  states. — In  the 

17  case  of  any  State  the  legislature  of  which — 

18  (A)  did  not  meet  in  a  regular  session  which 

19  begins  during  1984  and  after  the  date  of  the  en- 

20  actment  of  this  Act,  and 

21  (B)  did  not  meet  in  a  session  which  began 

22  before  the  date  of  the  enactment  of  this  Act  and 

23  remained  in  session  for  at  least  25  calendar  days 

24  after  such  date  of  enactment, 

25  the  amendment  made  by  subsection  (a)  shall  take  effect 

26  on  January  1,  1986. 
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1    SEC.  812.  DEFERRAL  OF  ESTATE  TAXES  FOR  AN  INTEREST  IN 


2  A  HOLDING  COMPANY  THAT  IN  TURN  OWNS 

3  STOCK  IN  A  CLOSELY  HELD  OPERATING  COM- 

4  PANY. 

5  (a)  In  General. — Subsection  (b)  of  section  6166  (pro- 


6  viding  definitions  and  special  rules  for  extension  of  time  for 

7  payment  of  estate  tax  where  estate  consists  largely  of  inter- 

8  est  in  closely  held  business)  is  amended  by  adding  after  para- 

9  graph  (7)  the  following  new  paragraph: 


10  "(8)  Interest  in  closely  held  business 

11  owned  through  holding  company — 

12  "(A)  In  general. — If  the  executor  elects 

13  the  benefits  of  this  paragraph  (at  such  time  and  in 

14  such  manner  as  the  Secretary  shall  by  regulation 

15  prescribe)  and  if  80  percent  or  more  in  value  of 

16  the  assets  of  one  corporation  consists  of  nonreadi- 

17  ly  tradeable  stock  (as  defined  in  paragraph  (7)(B)) 

18  in  a  second  corporation  carrying  on  a  trade  or 

19  business,  then — 

20  "(i)  for  purposes  of  this  section  (other 

21  than  paragraph   (l)(C)(i)),   a  proportionate 

22  part  of  the  stock  of  the  first  corporation 

23  which  is  included  in  determining  the  gross 

24  estate  of  the  decedent  shall  be  treated  as 

25  stock  of  the  second  corporation, 
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1  "(ii)  for  purposes  of  paragraph  (l)(C)(i), 

2  a  portion  of  the  voting  stock  of  the  second 

3  corporation  which  is  held  by  the  first  corpo- 

4  ration  shall  be  treated  as  included  in  deter- 

5  mining  the  gross  estate  of  the  decedent, 

6  "(iii)  the  executor  shall  be  treated  as 

7  having  selected  under  subsection  (a)(3)  the 

8  date  prescribed  by  section  6151(a),  and 

9  "(iv)  section  660 l(j)  (relating  to  4-per- 

10  cent  rate  of  interest)  shall  not  apply. 

11  "(B)  20-PEECENT  REQUIREMENT. — The  por- 

12  tion  referred  to  in  subparagraph  (A)(ii)  shall  be 

13  determined  according  to  the  proportion  of  the 

14  value  of  the  voting  stock  of  the  first  corporation 

15  which  is  included  in  determining  the  gross  estate 

16  of  the  decedent. 

17  ■  '(C)  Other  assets  excluded. — The  pro- 

18  portionate  part  referred  to  in  subparagraph  (A)(i) 

19  shall  be  determined  according  to  the  ratio  which 

20  the  value  of  the  stock  of  the  second  corporation 

21  which  is  held  by  the  first  corporation  bears  to  the 

22  value  of  all  assets  of  the  first  corporation." 

23  (b)  Acceleration  of  Payment. — Paragraph  (1)  of 


24  section  6166(g)  (relating  to  disposition  of  interest;  withdrawal 
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1  of  funds  from  business)  is  amended  by  adding  at  the  end 

2  thereof  the  following  new  subparagraph: 


3  "(E)  If  any  portion  of  stock  in  a  corporation 

4  (described  as  the  first  corporation  in  subsection 

5  (b)(8)(A))  is  treated  as  stock  in  a  second  corpora- 

6  tion  by  reason  of  subsection  (b)(8)(A) — 

7  "(i)(I)  any  disposition  of  any  interest  in 

8  such  stock  in  such  first  corporation,  which 

9  was  included  in  determining  the  gross  estate 

10  of  the  decedent,  or 

11  "(II)  any  withdrawal  of  any  money  or 

12  other  property  from  such  first  corporation  at- 

13  tributable  to  any  interest  included  in  deter- 

14  mining  the  gross  estate  of  the  decedent, 

15  shall  be  treated  for  purposes  of  this  paragraph  as 

16  a  disposition  of  (or  a  withdrawal  with  respect  to) 

17  all  such  stock  qualifying  under  subsection  (a)(1), 

18  and 

19  "(h)(1)  any  disposition  of  any  interest  in 

20  such  stock  in  such  second  corporation  by 

21  such  first  corporation,  or 

22  "(II)  any  withdrawal  of  any  money  or 

23  other  property  from  such  second  corporation 

24  attributable  to  such  stock  by  such  first  corpo- 

25  ration  owning  such  stock. 
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1  shall  be  treated  for  purposes  of  this  paragraph  as 

2  a  disposition  of  (or  a  withdrawal  with  respect  to) 

3  all  such  stock  qualifying  under  subsection  (a)(1)." 

4  (c)  Paragraph  (2)  of  section  6166(g)  (relating  to  undis- 

5  tributed  income  of  estate)  is  amended  by  adding  at  the  end 

6  thereof  the  following  new  subparagraph: 

7  "(C)  For  purposes  of  this  paragraph,  divi- 

8  dends  paid  to  a  corporation  owning  nonreadily 

9  tradable  stock  in  a  corporation  carrying  on  a  trade 

10  or  business  (as  described  in  subsection  (b)(8)(A)) 

11  by  such  corporation  shall  be  treated  as  paid  to  the 

12  estate  of  the  decedent." 

13  (d)  Effective  Date. — The  amendments  made  by  this 

14  section  shall  apply  with  respect  to  estates  of  decedents  dying 

15  after  the  date  of  the  enactment  of  this  Act. 

16  SEC.  813.  ACTUARIAL  ADJUSTMENTS  UNDER  SECTION  415  FOR 

17  COMMERCIAL  AIRLINE  PILOTS  MADE  ON  BASIS 

18  OF  AGE  60. 

19  (a)  General  Rule. — Subsection  (b)  of  section  415  (re- 

20  lating  to  limitation  for  defined  benefit  plans)  is  amended  by 

21  adding  at  the  end  thereof  the  following  new  paragraph: 

22  "(8)  Special  rule  for  commercial  airline 

23  pilots. — -The  case  of  any  participant  who  is  a  com- 

24  mercial  airline  pilot,  if — 
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1  "(A)  the  benefit  begins  at  or  after  age  60, 

2  and 

3  "(B)  as  of  the  time  the  benefit  begins,  regu- 

4  lations  prescribed  by  the  Federal  Aviation  Admin- 

5  istration  do  not  permit  an  individual  to  serve  as  a 

6  commercial  airline  pilot  after  attaining  age  60, 

7  paragraph  (2)(C)  shall  be  applied  by  substituting  'age 

8  60'  for  'age  62'  each  place  it  appears." 

9  (b)  Effective  Date. — The  amendment  made  by  sub- 


10  section  (a)  shall  take  effect  as  if  it  had  been  included  in  sec- 

11  tion  235  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 

12  1982. 

13  SEC.  814.  COOKING  WINE  MAY  BE  FORTIFIED  USING  DIS- 

14  TILLED  SPIRITS. 

15  (a)  In  General. — Subsection  (a)  of  section  5214  (relat- 

16  ing  to  withdrawal  of  distilled  spirits  from  bonded  premises 

17  free  of  tax  or  without  payment  of  tax)  is  amended  by  striking 

18  out  the  period  at  the  end  of  paragraph  (12)  and  inserting  in 

19  lieu  thereof  ";  or",  and  by  adding  at  the  end  thereof  the 

20  following  new  paragraph: 


21  "(13)  without  payment  of  tax  for  use  on  bonded 

22  wine  cellar  premises  in  the  production  of  wine  or  wine 

23  products  which  will  be  rendered  unfit  for  beverage  use 

24  and  removed  pursuant  to  section  5362(d)." 

25  (b)  Liability  For  Tax.— 
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1  (1)  Paragraph  (1)  of  section  5005(e)  (relating  to 

2  withdrawals  without  payment  of  tax)  is  amended  by 

3  striking  out  "or  (10)"  and  inserting  in  lieu  thereof 

4  "(10),  or  (13)". 

5  (2)  Paragraph  (2)  of  section  5005(e)  is  amended 

6  by  inserting  "used  in  the  production  of  nonbeverage 

7  wine  or  wine  products,"  after  "used  in  the  production 

8  of  wine,". 

9  (c)  Technical  Amendment. — Section  5354  (relating 

10  to  bonds  for  bonded  wine  cellars)  is  amended  by  striking  out 

11  "wine  spirits"  each  place  it  appears  and  inserting  in  lieu 

12  thereof  "distilled  spirits". 

13  (d)  Effective  Date. — The  amendments  made  by  this 

14  section  shall  take  effect  on  the  date  of  the  enactment  of  this 

15  Act. 

16  SEC.  815.  TRANSITIONAL  RULE  FOR  TREATMENT  OF  CERTAIN 

17  INCOME  FROM  S  CORPORATIONS  AS  INVEST- 

18  MENT  INCOME. 

19  (a)  In  Genekal. — If — 

20  (1)  a  corporation  was  an  S  corporation  for  the 

21  taxable  years  of  such  corporation  beginning  in  1982, 

22  1983,  and  1984,  and 

23  (2)  a  shareholder  of  such  corporation  makes  an 

24  election  to  have  this  section  apply, 
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1  then  any  qualified  income  which  such  shareholder  takes  into 

2  account  by  reason  of  holding  stock  in  such  corporation  for 

3  any  taxable  year  of  such  corporation  beginning  in  1983  or 

4  1984  shall  be  treated  as  net  investment  income  for  purposes 

5  of  section  163(d)  of  the  Internal  Revenue  Code  of  1954. 

6  (b)  Definitions. — For  purposes  of  subsection  (a) — 

7  (1)  Qualified  income. — The  term  "qualified 

8  income' '  means  any  income  other  than  income  which  is 

9  attributable  to  personal  services  performed  by  the 

10  shareholder  for  the  S  corporation. 

11  (2)  S  coepoeation. — The  term  "S  corporation" 

12  has  the  meaning  given  such  term  by  section  1361(a)  of 

13  the  Internal  Revenue  Code  of  1954. 

14  (c)  Election. — The  election  under  subsection  (a)  shall 

15  be  made  at  such  time  and  in  such  manner  as  the  Secretary  of 

16  the  Treasury  or  his  delegate  may  by  regulations  prescribe. 

17  SEC.  816.  CERTAIN  ORGANIZATIONS  PROVIDING  CHILD  CARE 

18  INCLUDED  WITHIN  THE  DEFINITION  OF  TAX- 

19  EXEMPT  ORGANIZATIONS. 

20  (a)  In  Geneeal. — Section  501  (relating  to  exemption 

21  from  tax  on  corporations,  certain  trusts,  etc.)  is  amended  by 

22  redesignating  subsection  (k)  as  subsection  (1)  and  inserting 

23  after  subsection  (j)  the  following  new  subsection: 

24  "(k)  Teeatment  of  Ceetain  Oeganizations  Peo- 

25  viding  Child  Caee. — For  purposes  of  subsection  (c)(3)  of 
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1  this    section    and    sections    170(c)(2),    2055(a)(2),  and 

2  2522(a)(2),  the  term  'educational  purposes'  includes  the  pro- 

3  viding  of  care  of  children  away  from  their  homes  if — 


4  "(1)  substantially  all  of  the  care  provided  by  the 

5  organization  is  for  purposes  of  enabling  individuals  to 

6  be  gainfully  employed,  and 

7  "(2)  the  services  provided  by  the  organization  are 

8  available  to  the  general  public." 

9  (b)  Ceoss  Kefekences. — 

10  (1)  Subsection  (k)  of  section  170  is  amended  by 

11  redesignating  paragraphs  (1)  through  (8)  as  paragraphs 

12  (2)  through  (9),  respectively,  and  by  inserting  before 

13  paragraph  (2)  (as  so  redesignated)  the  following  new 

14  paragraph: 

"(1)  For  treatment  of  certain  organizations  providing 
child  care,  see  section  501(k)." 

15  (2)  Subsection  (f)  of  section  2055  is  amended  by 

16  redesignating  paragraphs  (2)  through  (11)  as  para- 

17  graphs  (3)  through  (12),  respectively,  and  by  inserting 

18  after  paragraph  (1)  the  following  new  paragraph: 

"(2)  For  treatment  of  certain  organizations  providing 
child  care,  see  section  501(k)." 

19  (3)  Subsection  (d)  of  section  2522  is  amended  by 

20  redesignating  paragraphs  (1)  and  (2)  as  paragraphs  (2) 

21  and  (3),  respectively,  and  by  inserting  before  paragraph 

22  (2)  (as  so  redesignated)  the  following  new  paragraph: 


945 


"(1)  For  treatment  of  certain  organizations  providing 
child  care,  see  section  501(k)." 

1  (c)  Effective  Dates. — The  amendments  made  by 

2  subsections  (a)  and  (b)  shall  apply  to  taxable  years  beginning 

3  after  the  date  of  the  enactment  of  this  Act. 

4  TITLE  IX— SOCIAL  SECURITY 

5  DISABILITY  BENEFITS  REFORM 

6  SEC.  900.  SHORT  TITLE;  TABLE  OF  CONTENTS. 

7  This  title  may  be  cited  as  the  "Social  Security  Disabil- 

8  ity  Benefits  Reform  Act  of  1983". 

TABLE  OF  CONTENTS 

Sec.  900.  Short  title;  table  of  contents. 

Subtitle  A — Standards  of  Disability 

Sec.  901.  Standard  of  review  for  termination  of  disability  benefits  and  periods  of 
disability 

Sec.  902.  Study  concerning  evaluation  of  pain. 
Sec.  903.  Multiple  impairments. 

Subtitle  B — Disability  Determination  Process 
Sec.  911.  Moratorium  on  mental  impairment  reviews. 

Sec.  912.  Review  procedure  governing  disability  determinations  affecting  continued 
entitlement  to  disability  benefits;  demonstration  projects  relating 
to  review  of  other  disability  determinations. 

Sec.  913.  Continuation  of  benefits  during  appeal. 

Sec.  914.  Qualifications  of  medical  professionals  evaluating  mental  impairments. 
Sec.  915.  Regulatory  standards  for  consultative  examinations. 

Subtitle  C — Miscellaneous  Provisions 

Sec.  921.  Administrative  procedure  and  uniform  standards. 
Sec.  922.  Compliance  with  court  of  appeals  decisions. 
Sec.  923.  Payment  of  costs  of  rehabilitation  services. 
Sec.  924.  Advisory  Council  on  Medical  Aspects  of  Disability. 

Sec.  925.  Qualifying  experience  for  appointment  of  certain  staff  attorneys  to  admin- 
istrative law  judge  positions. 

Sec.  926.  SSI  benefits  for  individuals  who  perform  substantial  gainful  activity  de- 
spite severe  medical  impairment. 

Sec.  927.  Additional  functions  of  Advisory  Council;  work  evaluations  in  case  of  ap- 
plicants for  and  recipients  of  SSI  benefits  based  on  disability. 

Sec.  928.  Effective  date. 
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1  Subtitle  A — Standards  of  Disability 

2  SEC.  901.  STANDARD  OF  REVIEW  FOR  TERMINATION  OF  DIS- 

3  ABILITY  BENEFITS  AND  PERIODS  OF  DISABIL- 

4  ITY. 

5  (a)  Section  223  of  the  Social  Security  Act  is  amended 

6  by  inserting  after  subsection  (e)  the  following  new  subsection: 

7  " Standard  of  Review  for  Termination  of  Disability  Benefits 

8  "(f)  A  recipient  of  benefits  under  this  title  or  title  XV ILL 


9  based  on  the  disability  of  any  individual  may  be  determined 

10  not  to  be  entitled  to  such  benefits  on  the  basis  of  a  finding 

1 1  that  the  physical  or  mental  impairment  on  the  basis  of  which 

12  such  benefits  are  provided  has  ceased,  does  not  exist,  or  is 

13  not  disabling  only  if  such  finding  is  supported  by — 


14  "(1)  substantial  evidence  which  demonstrates  that 

15  there  has  been  medical  improvement  in  the  individual's 

16  impairment  or  combination  of  impairments  so  that — 

17  "(A)  the  individual  is  now  able  to  engage  in 

18  substantial  gainful  activity,  or 

19  "(B)  if  the  individual  is  a  widow  or  surviving 

20  divorced  wife  under  section  202(e)  or  a  widower 

21  or   sumving   divorced   husband   under  section 

22  202(f),  the  severity  of  his  or  her  impairment  or 

23  impairments  is  no  longer  deemed  under  regula- 

24  tions  prescribed  by  the  Secretary  sufficient  to  pre- 
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1 
1 

elude  the  individual  from  engaging  in  gainful  ac- 

2 

tivity;  or 

3 

(2)  substantial  evidence  which — 

4 

"(A)  consists  of  new  medical  evidence  and 

5 

(in  a  case  to  which  clause  (u)  does  not  apply)  a 

n 
D 

new  assessment  of  the  individual's  residual  func- 

n 

1 

tional  capacity  and  demonstrates  that,  although 

Q 
O 

the  individual  has  not  improved  medically,  he  or 

Q 

y 

she  is  nonetheless  a  beneficiary  of  advances  in 

10 

medical  or  vocational  therapy  or  technology  so 

11 

that — 

12 

"(i)  the  individual  is  now  able  to  engage 

lo 

in  substantial  gainful  activity,  or 

1  A 

14 

"(ii)  if  the  individual  is  a  widow  or  sur- 

lo 

viving  divorced  wife  under  section  202(e)  or 

lb 

a  widower  or  surviving  divorced  husband 

1  7 

under  section  202(f),  the  severity  of  his  or 

lo 

her  impairment  or  impairments  is  no  longer 

1  Q 

deemed  under  regulations  prescribed  by  the 

2U 

Secretary  sufficient  to  preclude  the  individual 

21 

from  engaging  in  gainful  activity;  or 

22 

"(B)  demonstrates  that,  although  the  individ- 

23 

ual  has  not  improved  medically,  he  or  she  has  un- 

24 

dergone  vocational  therapy  so  that  the  require- 
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1  ments  of  clause  (i)  or  (ii)  of  subparagraph  (A)  are 

2  met;  or 

3  "(3)  substantial  evidence  which  demonstrates  that, 

4  as  determined  on  the  basis  of  new  or  improved  diag- 

5  no stic  techniques  or  evaluations,  the  individual's  im- 

6  pairment  or  combination  of  impairments  is  not  as  dis- 

7  abling  as  it  was  considered  to  be  at  the  time  of  the 

8  most  recent  prior  decision  that  he  or  she  was  under  a 

9  disability  or  continued  to  be  under  a  disability,  and  that 

10  therefore — 

11  "(A)  the  individual  is  able  to  engage  in  sub- 

12  stantial  gainful  activity,  or 

13  "(B)  if  the  individual  is  a  widow  or  surviving 

14  divorced  wife  under  section  202(e)  or  a  widower 

15  or   surviving   divorced   husband   under  section 

16  202(f),  the  severity  of  his  or  her  impairment  or 

17  impairments  is  not  deemed  under  regulations  pre- 

18  scribed  by  the  Secretary  sufficient  to  preclude  the 

19  individual  from  engaging  in  gainful  activity. 


20  Nothing  in  this  subsection  shall  be  construed  to  require  a 

21  determination  that  a  recipient  of  benefits  under  this  title  or 

22  title  XV 111  based  on  an  individual's  disability  is  entitled  to 

23  such  benefits  if  evidence  on  the  record  at  the  time  any  prior 

24  determination  of  such  entitlement, to  disability  benefits  was 

25  made,  or  new  evidence  which  relates  to  that  determination, 
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1  shows  that  the  prior  determination  was  either  clearly  errone- 

2  ous  at  the  time  it  was  made  or  was  fraudulently  obtained,  or 

3  if  the  individual  is  engaged  in  substantial  gainful  activity.  In 

4  any  case  in  which  there  is  no  available  medical  evidence  sup- 

5  porting  a  prior  disability  determination,  nothing  in  this  sub- 

6  section  shall  preclude  the  Secretary,  in  attempting  to  meet 

7  the  requirements  of  the  preceding  provisions  of  this  subsec- 

8  tion,  from  securing  additional  medical  reports  necessary  to 

9  reconstruct  the  evidence  which  supported  such  prior  disabil- 

10  ity  determination.  For  purposes  of  this  subsection,  a  benefit 

11  under  this  title  is  based  on  an  individual's  disability  if  it  is  a 

12  disability  insurance  benefit,  a  child's,  widow's,  or  widower's 

13  insurance  benefit  based  on  disability,  or  a  mother's  or  father's 

14  insurance  benefit  based  on  the  disability  of  the  mother's  or 

15  father's  child  who  has  attained  age  16.". 

16  (b)  Section  216(i)(2)(D)  of  such  Act  is  amended  by 

17  adding  at  the  end  thereof  the  following:  "A  period  of  disabil- 

18  ity  may  be  determined  to  end  on  the  basis  of  a  finding  that 

19  the  physical  or  mental  impairment  on  the  basis  of  which  the 

20  finding  of  disability  was  made  has  ceased,  does  not  exist,  or  is 

21  not  disabling  only  if  such  finding  is  supported  by  substantial 

22  evidence  described  in  paragraph  (1),  (2),  or  (3)  of  section 

23  223(f).  Nothing  in  the  preceding  sentence  shall  be  construed 

24  to  require  a  determination  that  a  period  of  disability  continues 

25  if  evidence  on  the  record  at  the  time  any  prior  determination 
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1  of  such  period  of  disability  was  made,  or  new  evidence  which 

2  relates  to  such  determination,  shows  that  the  prior  determi- 

3  nation  was  either  clearly  erroneous  at  the  time  it  was  made 

4  or  was  fraudulently  obtained,  or  if  the  individual  is  engaged 

5  in  substantial  gainful  activity.  In  any  case  in  which  there  is 

6  no  available  medical  evidence  supporting  a  prior  disability 

7  determination,  nothing  in  this  subparagraph  shall  preclude 

8  the  Secretary,  in  attempting  to  meet  the  requirements  of  the 

9  preceding  provisions  of  this  subparagraph,  from  securing  ad- 

10  ditional  medical  reports  necessary  to  reconstruct  the  evidence 

11  which  supported  such  prior  disability  determination.". 

12  (c)  Section  1614(a)  of  such  Act  is  amended  by  adding  at 

13  the  end  thereof  the  following  new  paragraph: 

14  "(5)  A  recipient  of  benefits  based  on  disability  under  this 

15  title  may  be  determined  not  be  to  entitled  to  such  benefits  on 

16  the  basis  of  a  finding  that  the  physical  or  mental  impairment 

17  on  the  basis  of  which  such  benefits  are  provided  has  ceased, 

18  does  not  exist,  or  is  not  disabling  only  if  such  finding  is  sup- 

19  ported  by — 

20  "(A)  substantial  evidence  which  demonstrates  that 

21  there  has  been  medical  improvement  in  the  individual's 

22  impairment  or  combination  of  impairments  so  that  the 

23  individual  is  now  able  to  engage  in  substantial  gainful 

24  activity;  or 
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1  "(B)  substantial  evidence  (except  in  the  case  of  an 

2  individual  eligible  to  receive  benefits  under  section 

3  1619)  which— 

4  "(i)  consists  of  new  medical  evidence  and  a 

5  new  assessment  of  the  individual's  residual  func- 

6  tional  capacity  and  demonstrates  that,  although 

7  the  individual  has  not  improved  medically,  he  or 

8  she  is  nonetheless  a  beneficiary  of  advances  in 

9  medical  or  vocational  therapy  or  technology  so 

10  that  the  individual  is  now  able  to  engage  in  sub- 

11  stantial  gainful  activity,  or 

12  "(ii)  demonstrates  that,  although  the  individ- 

13  ual  has  not  improved  medically,  he  or  she  has  un- 

14  dergone  vocational  therapy  so  that  he  or  she  is 

15  now  able  to  engage  in  substantial  gainful  activity; 

16  or 

17  "(C)   substantial   evidence   which  demonstrates 

18  that,  as  determined  on  the  basis  of  new  or  improved 

19  diagnostic  techniques  or  evaluations,  the  individual's 

20  impairment  or  combination  of  impairments  is  not  as 

21  disabling  as  it  was  considered  to  be  at  the  time  of  the 

22  most  recent  prior  decision  that  he  or  she  was  under  a 

23  disability  or  continued  to  be  under  a  disability,  and  that 

24  therefore  the  individual  is  able  to  engage  in  substantial 

25  gainful  activity. 
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1  Nothing  in  this  paragraph  shall  be  construed  to  require  a 

2  determination  that  a  recipient  of  benefits  under  this  title 

3  based  on  disability  is  entitled  to  such  benefits  if  evidence  on 

4  the  record  at  the  time  any  prior  determination  of  such  entitle- 

5  ment  to  benefits  was  made,  or  new  evidence  which  relates  to 

6  that  determination,  shows  that  the  prior  determination  was 

7  either  clearly  erroneous  at  the  time  it -was  made  or  was 

8  fraudulently  obtained,  or  if  the  individual  (unless  he  or  she  is 

9  eligible  to  receive  benefits  under  section  1619)  is  engaged  in 

10  substantial  gainful  activity.  In  any  case  in  which  there  is  no 

11  available  medical  evidence  supporting  a  prior  determination 

12  of  disability  nothing  in  this  paragraph  shall  preclude  the  Sec- 

13  retary,  in  attempting  to  meet  the  requirements  of  the  preced- 

14  ing  provisions  of  this  paragraph,  from  securing  additional 

15  medical  reports  necessary  to  reconstruct  the  evidence  which 

16  supported  such  prior  determination.". 

17  SEC.  902.  STUDY  CONCERNING  EVALUATION  OF  PAIN. 

18  (a)  The  Secretary  of  Health  and  Human  Services  shall, 

19  in  conjunction  with  the  National  Academy  of  Sciences,  con- 

20  duct  a  study  of  the  issues  concerning  (1)  the  use  of  subjective 

21  evidence  of  pain,  including  statements  of  the  individual  alleg- 

22  ing  such  pain  as  to  the  intensity  and  persistence  of  such  pain 

23  and  corroborating  evidence  provided  by  treating  physicians, 

24  family,  neighbors,  or  behavioral  indicia,  in  determining  under 

25  section  221  or  title  XVI  of  the  Social  Security  Act  whether 
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1  an  individual  is  under  a  disability,  and  (2)  the  state  of  the  art 

2  of  preventing,  reducing,  or  coping  with  pain, 
(b)  The  Secretary  shall  submit  the  results  of  the  study 

4  under  subsection  (a),  together  with  any  recommendations,  to 

5  the  Committee  on  Ways  and  Means  of  the  House  of  Repre- 

6  sentatives  and  the  Committee  on  Finance  of  the  Senate  not 

7  later  than  April  1,  1985. 

8  SEC.  903.  MULTIPLE  IMPAIRMENTS. 

9  (a)(1)  Section  223(d)(2)  of  the  Social  Security  Act  is 

10  amended  by  adding  at  the  end  thereof  the  following  new  sub- 

1 1  paragraph: 

12  "(C)  In  determining  whether  an  individual's  phys- 

13  ical  or  mental  impairment  or  impairments  are  of  such 

14  severity  that  he  or  she  is  unable  to  engage  in  substan- 

15  tial  gainful  activity,  the  Secretary  shall ,  consider  the 

16  combined  effect  of  all  of  the  individual's  impairments 

17  without  regard  to  whether  any  such  impairment,  if 

18  considered  separately,  would  be  of  such  severity.". 

19  (2)  The  third  sentence  of  section  216(i)(l)  of  such  Act  is 

20  amended  by  inserting  "(2)(C),"  after  "(2)(A),". 

21  (b)  Section  1614(a)(3)  of  such  Act  is  amended  by  adding 

22  at  the  end  thereof  the  following  new  subparagraph: 

23  "(G)  In  determining  whether  an  individual's  physicial  or 

24  mental  impairment  or  impairments  are  of  such  severity  that 

25  he  or  she  is  unable  to  engage  in  substantial  gainful  activity, 
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1  the  Secretary  shall  consider  the  combined  effect  of  all  of  the 

2  individual's  impairments  without  regard  to  whether  any 

3  such  impairment,  if  considered  separately,  would  be  of  such 

4  severity.". 

5  Subtitle  B — Disability  Determination 

6  Process 

7  SEC.  911.  MORATORIUM  ON  MENTAL  IMPAIRMENT  REVIEWS. 

8  (a)  The  Secretary  of  Health  and  Human  Services  (here- 

9  after  in  this  section  referred  to  as  the  "Secretary")  shall 

10  revise  the  criteria  embodied  under  the  category  "Mental  Dis- 

11  orders"  in  the  "Listing  of  Impairments"  in  effect  on  the  date 

12  of  the  enactment  of  this  Act  under  appendix  1  to  subpart  P  of 

13  part  404  of  title  20  of  the  Code  of  Federal  Regulations.  The 

14  revised  criteria  and  listings,  alone  and  in  combination  with 

15  assessments  of  the  residual  functional  capacity  of  the  individ- 

16  uals  involved,  shall  be  designed  to  realistically  evaluate  the 

17  ability  of  a  mentally  impaired  individual  to  engage  in  substan- 

18  tial  gainful  activity  in  a  competitive  workplace  environment. 

19  Regulations  establishing  such  revised  criteria  and  listings 

20  shall  be  published  no  later  than  nine  months  after  the  date  of 

21  the  enactment  of  this  Act. 

22  (b)  The  Secretary  shall  make  the  revisions  pursuant  to 

23  subsection  (a)  in  consultation  with  the  Advisory  Council  on 

24  the  Medical  Aspects  of  Disability  (established  by  section  924 
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1  of  this  Act),  and  shall  take  the  advice  and  recommendations 

2  of  such  Council  fully  into  account  in  making  such  revisions. 

3  (c)(1)  Until  such  time  as  revised  criteria  have  been  es- 

4  tablished  by  regulation  in  accordance  with  subsection  (a),  no 

5  continuing  eligibility  review  shall  be  carried  out  under  section 

6  221(h)  of  the  Social  Security  Act  (as  redesignated  by  section 

7  914(1)  of  this  Act),  or  under  the  corresponding  requirements 

8  established  for  disability  determinations  and  reviews  under 

9  title  XVI  of  such  Act,  with  respect  to  any  individual  previ- 

10  ously  determined  to  be  under  a  disability  by  reason  of  a 

1 1  mental  impairment,  if — 

12  (A)  no  initial  decision  on  such  review  has  been 

13  rendered  with  respect  to  such  individual  prior  to  the 

14  date  of  the  enactment  of  this  Act,  or 

15  (B)  an  initial  decision  on  such  review  was  ren- 

16  dered  with  respect  to  such  individual  prior  to  the  date 

17  of  the  enactment  of  this  Act  but  a  timely  appeal  from 

18  such  decision  was  filed  or  was  pending  on  or  after 

19  June  7,  1983. 

20  For  purposes  of  this  paragraph  and  subsection  (d)(1)  the  term 

21  "continuing  eligibility  review",  when  used  to  refer  to  a 

22  review  of  a  previous  determination  of  disability,  includes  any 

23  reconsideration  of  or  hearing  on  the  initial  decision  rendered 

24  in  such  review  as  well  as  such  initial  decision  itself,  and  any 

25  review  by  the  Appeals  Council  of  the  hearing  decision. 
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1  (2)  Paragraph  (1)  shall  not  apply  in  any  case  where  the 

2  Secretary  determines  that  fraud  was  involved  in  the  prior 

3  determination,  or  where  an  individual  (other  than  an  individ- 

4  ual  eligible  to  receive  benefits  under  section  1619  of  the 

5  Social  Security  Act)  is  determined  by  the  Secretary  to  be 

6  engaged  in  substantial  gainful  activity. 

7  (d)(1)  Any  initial  determination  that  an  individual  is  not 

8  under  a  disability  by  reason  of  a  mental  impairment  and  any 

9  determination  that  an  individual  is  not  under  a  disability  by 

10  reason  of  a  mental  impairment  in  a  reconsideration  of  or 

11  hearing  on  an  initial  disability  determination,  made  or  held 

12  under  title  II  or  XVI  of  the  Social  Security  Act  after  the 

13  date  of  the  enactment  of  this  Act  and  prior  to  the  date  on 

14  which  revised  criteria  are  established  by  regulation  in  accord- 

15  ance  with  subsection  (a),  and  any  determination  that  an  indi- 

16  vidual  is  not  under  a  disability  by  reason  of  a  mental  impair- 

17  ment  made  under  or  in  accordance  with  title  II  or  XVI  of 

18  such  Act  in  a  reconsideration  of,  hearing  on,  or  judicial 

19  review  of  a  decision  rendered  in  any  continuing  eligibility 

20  review  to  which  subsection  (c)(1)  applies,  shall  be  redeter- 

21  mined  by  the  Secretary  as  soon  as  feasible  after  the  date  on 

22  which  such  criteria  are  so  established,  applying  such  revised 

23  criteria. 

24  (2)  In  the  case  of  a  redetermination  under  paragraph  (1) 

25  of  a  prior  action  which  found  that  an  individual  was  not 
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1  under  a  disability,  if  such  individual  is  found  on  redetermina- 

2  tion  to  be  under  a  disability,  such  redetermination  shall  be 

3  applied  as  though  it  had  been  made  at  the  time  of  such  prior 

4  action. 

5  (3)  Any  individual  with  a  mental  impairment  who  was 

6  found  to  be  not  disabled  pursuant  to  an  initial  disability  deter- 

7  mination  or  a  continuing  eligibility  review  between  March  1, 

8  1981,  and  the  date  of  the  enactment  of  this  Act,  and  who 

9  reapplies  for  benefits  under  title  II  or  XVI  of  the  Social  Se- 

10  curity  Act,  may  be  determined  to  be  under  a  disability  during 

11  the  period  considered  in  the  most  recent  prior  determination. 

12  Any  reapplication  under  this  paragraph  must  be  filed  within 

13  one  year  after  the  date  of  the  enactment  of  this  Act,  and 

14  benefits  payable  as  a  result  of  the  preceding  sentence  shall  be 

15  paid  only  on  the  basis  of  the  reapplication. 

16  SEC.  912.  REVIEW  PROCEDURE  GOVERNING  DISABILITY  DE- 


17  TERMINATIONS  AFFECTING  CONTINUED  ENTI- 

18  TLEMENT  TO  DISABILITY  BENEFITS;  DEMON- 

19  STRATION  PROJECTS  RELATING  TO  REVIEW  OF 

20  OTHER  DISABILITY  DETERMINATIONS. 

21  (a)(1)  Section  221(d)  of  the  Social  Security  Act  is 

22  amended — 

23  (A)  by  striking  out  "Any"  and  inserting  in  lieu 

24  thereof  "(1)  Except  in  cases  to  which  paragraph  (2) 

25  applies,  any";  and 
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1  (B)  by  adding  at  the  end  thereof  the  following 

2  new  paragraph: 

3  "(2)(A)  In  any  case  where — 

4  "(i)  an  individual  is  a  recipient  of  disability  insur- 

5  ance  benefits,  child's,  widow's,  or  widower's  insurance 

6  benefits  based  on  disability,  mother's  or  father's  insur- 

7  ance  benefits  based  on  the  disability  of  the  mother's  or 

8  father's  child  who  has  attained  age  16,  or  benefits 

9  under  title  XV  111  based  on  disability,  and 

10  "(ii)  the  physical  or  mental  impairment  on  the 

11  basis  of  which  such  benefits  are  payable  is  determined 

12  by  a  State  agency  (or  the  Secretary  in  a  case  to  which 

13  subsection  (g)  applies)  to  have  ceased,  not  to  have  ex- 

14  isted,  or  to  no  longer  be  disabling, 

15  such  individual  shall  be  entitled  to  notice  and  opportunity  for 

16  review  as  provided  in  this  paragraph. 

17  "(B)(i)  Any  determination  referred  to  in  subparagraph 

18  mm— 

19  "(I)  which  has  been  prepared  for  issuance  under 

20  this  section  by  a  State  agency  (or  the  Secretary)  for 

21  the  purpose  of  providing  a  basis  for  a  decision  of  the 

22  Secretary  with  regard  to  the  individual's  continued 

23  rights  to  benefits  under  this  title  (including  any  decision 

24  as  to  whether  an  individual's  rights  to  benefits  are  ter- 

25  minated  or  otherwise  changed),  and 
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1  "(II)  which  is  in  whole  or  in  part  unfavorable  to 

2  such  individual, 

3  shall  remain  pending  until  after  the  notice  and  opportunity 

4  for  review  provided  in  this  subparagraph. 

5  "(ii)  Any  such  pending  determination  shall  contain  a 

6  statement  of  the  case,  in  understandable  language,  setting 

7  forth  a  discussion  of  the  evidence  and  stating  such  determina- 

8  tion,  the  reason  or  reasons  upon  which  such  determination  is 

9  based,  the  right  to  a  review  of  such  determination  (including 

10  the  right  to  make  a  personal  appearance  as  provided  in  this 

11  subparagraph),  the  right  to  submit  additional  evidence  prior 

12  to  or  during  such  review  as  provided  in  this  clause,  and  that, 

13  if  such  review  is  not  requested,  the  individual  will  not  be 

14  entitled  to  a  hearing  on  such  determination  and  such  determi- 

15  nation  will  be  the  disability  determination  upon  which  the 

16  final  decision  of  the  Secretary  on  entitlement  will  be  based. 

17  Such  statement  of  the  case  shall  be  transmitted  in  writing  to 

18  such  individual.  Upon  request  by  any  such  individual,  or  by  a 

19  wife,  divorced  wife,  widow,  surviving  divorced  wife,  surviv- 

20  ing  divorced  mother,  husband,  divorced  husband,  widower, 

21  surviving  divorced  husband,  surviving  divorced  father,  child, 

22  or  parent,  who  makes  ,a  showing  in  writing  that  his  or  her 

23  rights  may  be  prejudiced  by  such  determination,  he  or  she 

24  shall  be  entitled  to  a  review  by  the  State  agency  (or  the 

25  Secretary  in  a  case  to  which  subsection  (g)  applies)  of  such 
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1  determination,  including  the  right  of  such  individual  to  make 

2  a  personal  appearance,  and  may  submit  additional  evidence 

3  for  purposes  of  such  review  prior  to  or  during  such  review. 

4  Any  such  request  must  be  filed  within  30  days  after  notice  of 

5  the  pending  determination  is  received  by  the  individual 

6  making  such  request.  Any  review  carried  out  by  a  State 

7  agency  under  this  subparagraph  shall  be  made  in  accordance 

8  with  the  pertinent  provisions  of  this  title  and  regulations 

9  thereunder. 

10  "(hi)  A  review  under  this  subparagraph  shall  include  a 

11  review  of  evidence  and  medical  history  in  the  record  at  the 

12  time  such  disability  determination  is  pending,  shall  examine 

13  any  new  medical  evidence  submitted  or  obtained  for  purposes 

14  of  the  review,  and  shall  afford  the  individual  requesting  the 

15  review  the  opportunity  to  make  a  personal  appearance  with 

16  respect  to  the  case  at  a  place  which  is  reasonably  accessible 

17  to  such  individual. 

18  "(iv)  On  the  basis  of  the  review  carried  out  under  this 

19  subparagraph,  the  State  agency  (or  the  Secretary  in  a  case  to 

20  which  subsection  (g)  applies)  shall  affirm  or  modify  the  pend- 

21  ing  determination  and  issue  the  pending  determination,  as  so 

22  affirmed  or  modified,  as  the  disability  determination  under 

23  subsection  (a),  (c),  (g),  or  (h)  (as  applicable). 

24  "(C)  Any  disability  determination  described  in  subpara- 

25  graph  (A)(ii)  which  is  issued  by  the  State  agency  (or  the  Sec- 
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1  retary)  and  which  is  in  whole  or  in  part  unfavorable  to  the 

2  individual  requesting  the  review  shall  contain  a  statement  of 

3  the  case,  in  understandable  language,  setting  forth  a  discus- 

4  sion  of  the  evidence,  and  stating  the  determination,  the 

5  reason  or  reasons  upon  which  the  determination  is  based,  the 

6  right  (in  the  case  of  an  individual  who  has  exercised  the  right 

7  to  review  under  subparagraph  (B))  of  such  individual  to  a 

8  hearing  under  subparagraph  (D),  and  the  right  to  submit  ad- 

9  ditional  evidence  prior  to  or  at  such  a  hearing.  Such  state- 

10  ment  of  the  case  shall  be  transmitted  in  writing  to  such  indi- 

11  vidual  and  his  or  her  representative  (if  any). 

12  "(D)(i)  An  individual  who  has  exercised  the  right  to 

13  review  under  subparagraph  (B)  and  who  is  dissatisfied  with 

14  the  disability  determination  referred  to  in  subparagraph  (C) 

15  shall  be  entitled  to  a  hearing  thereon  to  the  same  extent  as  is 

16  provided  in  section  205(b)  with  respect  to  decisions  of  the 

17  Secretary  on  which  hearings  are  required  under  such  section, 

18  and  to  judicial  review  of  the  Secretary's  final  decision  after 

19  such  hearing  as  is  provided  in  section  205(g).  Nothing  in  this 

20  section  shall  be  construed  to  deny  an  individual  his  or  her 

21  right  to  notice  and  opportunity  for  hearing  under  section 

22  205(b)  with  respect  to  matters  other  than  the  determination 

23  referred  to  in  subparagraph  (A)(ii). 

24  "(ii)  Any  hearing  referred  to  in  clause  (i)  shall  be  held 

25  before  an  administrative  law  judge  who  has  been  duly  ap- 
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1  pointed  in  accordance  with  section  3105  of  title  5,  United 

2  States  Code.". 

3  (2)  Section  205(b)(1)  of  such  Act  is  amended  by  insert- 

4  ing  after  the  fourth  sentence  the  following  new  sentence: 

5  *  'Reviews  of  disability  determinations  on  which  decisions  re- 

6  lating  to  continued  entitlement  to  benefits  are  based  shall  be 

7  governed  by  the  provisions  of  section  221(d)(2).". 

8  (b)(1)  Section  205(b)  of  such  Act  (as  amended  by  subsec- 

9  tion  (a)(2))  is  further  amended — 

10  (A)  by  striking  out  "(1)"  after  "(b)";  and 

11  (B)  by  striking  out  paragraph  (2). 

12  (2)  Section  4  of  Public  Law  97-455  (relating  to  eviden- 

13  tiary  hearings  in  reconsiderations  of  disability  benefit  termi- 

14  nations)  (96  Stat.  2499)  and  section  5  of  such  Act  (relating  to 

15  conduct  of  face-to-face  reconsiderations  in  disability  cases) 

16  (96  Stat.  2500)  are  repealed. 

17  (c)  Section  223(g)  of  the  Social  Security  Act  (as  amend- 

18  ed  by  section  913(a)  of  this  Act)  is  further  amended — 

19  (1)  in  paragraph  (1)(C),  by  striking  out  "for  a 

20  hearing  under  section  221(d),  or  for  an  administrative 

21  review  prior  to  such  hearing"  and  inserting  in  lieu 

22  thereof  "for  review  under  section  221(d)(2)(B)  or  for  a 

23  hearing  under  section  221(d)(2)(D)"; 
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1  (2)  in  paragraph  (l)(ii),  by  striking  out  "a  hearing 

2  or  an  administrative  review"  and  inserting  in  lieu 

3  thereof  "review  or  a  hearing";  and 

4  (3)  in  paragraph  (3),  by  striking  out  "a  hearing 

5  under  section  221(d),  or  for  an  administrative  review 

6  prior  to  such  hearing"  and  inserting  in  lieu' thereof 

7  ' 'review  under  section  221(d)(2)(B)  or  for  a  hearing 

8  under  section  221(d)(2)(D)". 

9  (d)  The  amendments  made  by  this  section  shall  apply 

10  with  respect  to  determinations   (referred  to  in  section 

11  221(d)(2)(A)(ii)  of  the  Social  Security  Act  (as  amended  by  this 

12  section)),  and  determinations  under  the  corresponding  re- 

13  quirements  established  for  disability  determinations  and  re- 

14  views  under  title  XVI  of  such  Act,  which  are  issued  after 

15  December  31,  1984. 

16  (e)  The  Secretary  of  Health  and  Human  Services  shall, 

17  as  soon  as  practicable  after  the  date  of  the  enactment  of  this 

18  Act,  implement  as  demonstration  projects  the  amendments 

19  made  by  this  section  with  respect  to  all  disability  determina- 

20  tions  under  subsections  (a),  (c),  (g),  and  (h)  of  section  221  of 

21  the  Social  Security  Act,  and  with  respect  to  all  disability 

22  determinations  under  title  XVI  of  such  Act  in  the  same 

23  manner  and  to  the  same  extent  as  is  provided  in  such  amend- 

24  ments  with  respect  to  determinations  referred  to  in  section 

25  221(d)(2)(A)(ii)  of  such  Act  (as  amended  by  this  section). 
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1  Such  demonstration  projects  shall  be  conducted  in  not  fewer 

2  than  five  States.  The  Secretary  shall  report  to  the  Committee 

3  on  Ways  and  Means  of  the  House  of  Representatives  and  the 

4  Committee  on  Finance  of  the  Senate  concerning  such  demon- 

5  stration  projects,  together  with  any  recommendations,  not 

6  later  than  April  1,  1985. 

7  SEC.  913.  CONTINUATION  OF  BENEFITS  DURING  APPEAL. 

8  (a)(1)  Section  223(g)(1)  of  the  Social  Security  Act  is 

9  amended — 

10  (A)  in  the  matter  following  subparagraph  (C),  by 

11  striking  out  "and  the  payment  of  any  other  benefits 

12  under  this  Act  based  on  such  individual's  wages  and 

13  self-employment  income  (including  benefits  under  title 

14  XVIH),"  and  inserting  in  lieu  thereof  "]  the  payment 

15  of  any  other  benefits  under  this  title  based  on  such  in- 

16  dividual's  wages  and  self-employment  income,  the  pay- 

17  ment  of  mother's  or  father's  insurance  benefits  to  such 

18  individual's  mother  or  father  based  on  the  disability  of 

19  such  individual  as  a  child  who  has  attained  age  16,  and 

20  the  payment  of  benefits  under  title  XV ILL  based  on 

21  such  individual's  disability,"; 

22  (B)  in  clause  (i),  by  inserting  "or"  after  "hear- 

23  ing,";  and 

24  (C)  by  striking  out  ",  or  (hi)  June  1984". 
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1  (2)  Section  223(g)(3)  of  such  Act  is  amended  by  striking 

2  out  "which  are  made"  and  all  that  follows  down  through  the 

3  end  thereof  and  inserting  in  lieu  thereof  the  following:  " which 

4  are  made  on  or  after  the  date  of  the  enactment  of  this  subsec- 

5  tion,  or  prior  to  such  date  but  only  on  the  basis  of  a  timely 

6  request  for  a  hearing  under  section  221(d),  or  for  an  adminis- 

7  trative  review  prior  to  such  hearing.". 

8  (b)  Section  1631(a)  of  such  Act  is  amended  by  adding  at 

9  the  end  thereof  the  following  new  paragraph: 

10  "(7)(A)  In  any  case  where — 

11  "(i)  an  individual  is  a  recipient  of  benefits  based 

12  on  disability  or  blindness  under  this  title, 

13  "(ii)  the  physical  or  mental  impairment  on  the 

14  basis  of  which  such  benefits  are  payable  is  found  to 

15  have  ceased,  not  to  have  existed,  or  to  no  longer  be 

16  disabling,  and  as  a  consequence  such  individual  is  de- 

17  termined  not  to  be  entitled  to  such  benefits,  and 

18  "(iii)  a  timely  request  for  review  or  for  a  hearing 

19  is  pending  with  respect  to  the  determination  that  he  is 

20  not  so  entitled, 

21  such  individual  may  elect  (in  such  manner  and  form  and 

22  within  such  time  as  the  Secretary  shall  by  regulations  pre- 

23  scribe)  to  have  the  payment  of  such  benefits  continued  for  an 

24  additional  period  beginning  with  the  first  month  beginning 

25  after  the  date  of  the  enactment  of  this  paragraph  for  which 


966 

1  (under  such  determination)  such  benefits  are  no  longer  other- 

2  wise  payable,  and  ending  with  the  earlier  of  (I)  the  month 

3  preceding  the  month  in  which  a  decision  is  made  after  such  a 

4  hearing,  or  (II)  the  month  preceding  the  month  in  which  no 

5  such  request  for  review  or  a  hearing  is  pending. 

6  "(B)(i)  If  an  individual  elects  to  have  the  payment  of  his 

7  benefits  continued  for  an  additional  period  under  subpara- 

8  graph  (A),  and  the  final  decision  of  the  Secretary  affirms  the 

9  determination  that  he  is  not  entitled  to  such  benefits,  any 

10  benefits  paid  under  this  title  pursuant  to  such  election  (for 

11  months  in  such  additional  period)  shall  be  considered  over- 

12  payments  for  all  purposes  of  this  title,  except  as  otherwise 

13  provided  in  clause  (ii). 

14  "(ii)  If  the  Secretary  determines  that  the  individual's 

15  appeal  of  his  termination  of  benefits  was  made  in  good  faith, 

16  all  of  the  benefits  paid  pursuant  to  such  individual's  election 

17  under  subparagraph  (A)  shall  be  subject  to  waiver  considera- 

18  tion  under  the  provisions  of  subsection  (b)(1). 

19  "(C)  The  provisions  of  subparagraphs  (A)  and  (B)  shall 

20  apply  with  respect  to  determinations  (that  individuals  are  not 

21  entitled  to  benefits)  which  are  made  on  or  after  the  date  of 

22  the  enactment  of  this  paragraph,  or  prior  to  such  date  but 

23  only  on  the  basis  of  a  timely  request  for  review  or  for  a 

24  hearing.". 
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1  (c)(1)  The  Secretary  of  Health  and  Human  Services 

2  shall,  as  soon  as  practicable  after  the  date  of  the  enactment 

3  of  this  Act,  conduct  a  study  concerning  the  effect  which  the 

4  enactment  and  continued  operation  of  section  223(g)  of  the 

5  Social  Security  Act  is  having  on  expenditures  from  the  Fed- 

6  eral  Old- Age  and  Survivors  Insurance  Trust  Fund,  the  Fed- 

7  eral  Disability  Insurance  Trust  Fund,  the  Federal  Hospital 

8  Insurance  Trust  Fund,  and  the  Federal  Supplementary  Medi- 

9  cal  Insurance  Trust  Fund,  and  the  rate  of  appeals  to  adminis- 

10  trative  law  judges  of  unfavorable  determinations  relating  to 

1 1  disability  or  periods  of  disability. 

12  (2)  The  Secretary  shall  submit  the  results  of  the  study 

13  under  paragraph  (1),  together  with  any  recommendations,  to 

14  the  Committee  on  Ways  and  Means  of  the  House  of  Repre- 

15  sentatives  and  the  Committee  on  Finance  of  the  Senate  not 

16  later  than  July  1,  1986. 

17  SEC.   914.   QUALIFICATIONS  OF  MEDICAL  PROFESSIONALS 

18  EVALUATING  MENTAL  IMPAIRMENTS. 

19  Section  221  of  the  Social  Security  Act  is  amended — 

20  (1)  by  redesignating  subsection  (i)  as  subsection 

21  (h);  and 

22  (2)  by  adding  at  the  end  thereof  the  following  new 

23  subsection: 

24  "(i)  A  determination  under  subsection  (a),  (c),  (g),  or  (h) 

25  that  an  individual  is  not  under  a  disability  by  reason  of  a 
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1  mental  impairment  shall  be  made  only  if,  before  its  issuance 

2  by  the  State  (or  the  Secretary),  a  qualified  psychiatrist  or 

3  psychologist  who  is  employed  by  the  State  agency  or  the 

4  Secretary  (or  whose  services  are  contracted  for  by  the  State 

5  agency  or  the  Secretary)  has  completed  the  medical  portion 

6  of  the  case  review,  including  any  applicable  residual  function- 

7  al  capacity  assessment.". 

8  SEC.  915.  REGULATORY  STANDARDS  FOR  CONSULTATIVE  EX- 


9  AMINATIONS. 

10  Section  221  of  the  Social  Security  Act  (as  amended  by 

11  section  914  of  this  Act)  is  further  amended  by  adding  at  the 

12  end  thereof  the  following  new  subsection: 

13  "(j)  The  Secretary  shall  prescribe  regulations  which  set 

14  forth,  in  detail — 

15  "(1)  the  standards  to  be  utilized  by  State  disabil- 

16  ity  determination  services  and  Federal  personnel  in  de- 

17  termining  when  a  consultative  examination  should  be 

18  obtained  in  connection  with  disability  determinations; 

19  "(2)  standards  for  the  type  of  referral  to  be  made; 

20  and 

21  "(3)  procedures  by  which  the  Secretary  will  moni- 

22  tor  both  the  referral  processes  used  and  the  product  of 

23  professionals  to  whom  cases  are  referred. 

24  Nothing  in  this  subsection  shall  be  construed  to  preclude  the 

25  issuance,  in  accordance  with  section  553(b)(A)  of  title  5, 
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1  United  States  Code,  of  interpretive  rules,  general  statements 

2  of  policy,  and  rules  of  agency  organization  relating  to  consul- 

3  tative  examinations  if  such  rules  and  statements  are  consist- 

4  ent  with  such  regulations.". 

5  Subtitle  C — Miscellaneous  Provisions 

6  SEC.    921.    ADMINISTRATIVE    PROCEDURE    AND  UNIFORM 

7  STANDARDS. 

8  (a)  Section  205(b)  of  the  Social  Security  Act  (as  amend- 

9  ed  by  sections  912(a)(2)  and  912(b)(1)  of  this  Act)  is  further 

10  amended — 

11  (1)  by  inserting  "(1)"  after  "(b)";  and 

12  (2)  by  adding  at  the  end  thereof  the  following  new 

13  paragraph: 

14  "(2)  Notwithstanding  subsection  (a)(2)  of  section  553  of 

15  title  5,  United  States  Code,  the  rulemaking  requirements  of 

16  subsections  (b)  through  (e)  of  such  section  shall  apply  to  mat- 

17  ters  relating  to  benefits  under  this  title.  With  respect  to  mat- 

18  ters  to  which  rulemaking  requirements  under  the  preceding 

19  sentence  apply,  only  those  rules  prescribed  pursuant  to  sub- 

20  sections  (b)  through  (e)  of  such  section  553  and  related  provi- 

21  sions  governing  notice  and  comment  rulemaking  under  sub- 

22  chapter  II  of  chapter  5  of  such  title  5  (relating  to  administra- 

23  tive  procedure)  shall  be  binding  at  any  level  of  review  by  a 

24  State  agency  or  the  Secretary,  including  any  hearing  before 

25  an  administrative  law  judge.". 
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1  (b)  Section  1631(d)(1)  of  such  Act  is  amended  by  insert- 

2  ing  "(b)(2),"  after  "(a)/\ 

3  SEC.  922.  COMPLIANCE  WITH  COURT  OF  APPEALS  DECISIONS. 

4  (a)  Title  II  of  the  Social  Security  Act  is  amended  by 

5  adding  at  the  end  the  following  new  section: 

6  "COMPLIANCE  WITH  COUET  OF  APPEALS  DECISIONS 

7  "Sec.  234.  (a)  Except  as  provided  in  subsection  (b),  if, 

8  in  any  decision  in  a  case  to  which  the  Department  of  Health 

9  and  Human  Services  or  an  officer  or  employee  thereof  is  a 

10  party,  a  United  States  court  of  appeals — 

11  "(1)  interprets  a  provision  of  this  title  or  of  any 

12  regulation  prescribed  under  this  title,  and 

13  "(2)  requires  such  Department  or  such  officer  or 

14  employee  to  apply  or  carry  out  the  provision  in  a 

15  manner  which  varies  from  the  manner  in  which  the 

16  provision  is  generally  applied  or.  carried  out  in  the  cir- 

17  cuit  involved, 

18  the  Secretary  shall  acquiesce  in  the  decision  and  apply  the 

19  interpretation  with  respect  to  all  individuals  and  circum- 

20  stances  covered  by  the  provision  in  the  circuit  until  a  differ- 

21  ent  result  is  reached  by  a  ruling  by  the  Supreme  Court  of  the 

22  United  States  on  the  issue  involved  or  by  a  subsequently  en- 

23  acted  provision  of  Federal  law. 

24  "(b)  Acquiescence  shall  not  be  required  under  subsection 

25  (a)  during  the  pendency  of  any  direct  appeal  of  the  case  by 
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1  the  Secretary  under  section  1252  of  title  28,  United  States 

2  Code,  or  any  request  for  review  of  the  case  by  the  Secretary 

3  under  section  1254  of  such  title  if  such  direct  appeal  or  re- 

4  quest  for  review  is  filed  during  the  period  of  time  allowed  for 

5  such  filing.  If  the  Supreme  Court  finds  that  the  requirements 

6  for  the  direct  appeal  under  such  section  1252  have  not  been 

7  met  or  denies  a  request  for  review  under  such  section  1254, 

8  the  Secretary  shall  resume  acquiescence  in  the  decision  of  the 

9  court  of  appeals  in  accordance  with  subsection  (a)  from  the 

10  date  of  such  finding  or  denial.". 

11  (b)  Section  1633  of  such  Act  is  amended  by  adding  at 

12  the  end  thereof  the  following  new  subsection: 

13  "(c)  Section  234  shall  apply  with  respect  to  decisions  of 

14  United  States  courts  of  appeals  involving  interpretations  of 

15  provisions  of  this  title  or  of  regulations  prescribed  under  this 

16  title  (and  requiring  action  with  respect  to  such  provisions)  in 

17  the  same  manner  and  to  the  same  extent  as  it  applies  with 

18  respect  to  decisions  involving  interpretations  of  provisions  of 

19  title  II  or  of  regulations  prescribed  thereunder  (and  requiring 

20  action  with  respect  to  such  provisions).". 

21  (c)  The  amendments  made  by  subsections  (a)  and  (b)  of 

22  this  section  shall  not  apply  with  respect  to  a  decision  by  a 

23  United  States  court  of  appeals  in  any  case  if  the  period  al- 

24  lowed  for  filing  the  direct  appeal  or  request  for  review  of  the 
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1  case  with  the  Supreme  Court  of  the  United  States  expired 

2  before  the  date  of  the  enactment  of  this  Act. 

3  SEC.  923.  PAYMENT  OF  COSTS  OF  REHABILITATION  SERVICES. 

4  (a)  The  first  sentence  of  section  222(d)(1)  of  the  Social 

5  Security  Act  is  amended — 

6  (1)  by  striking  out  "into  substantial  gainful  activi- 

7  ty";  and 

8  (2)  by  striking  out  "which  result  in  their  perform- 

9  ance  of  substantial  gainful  activity  which  lasts  for  a 

10  continuous  period  of  nine  months"  and  inserting  in  lieu 

11  thereof  the  following:  "(i)  in  cases  where  the  furnishing 

12  of  such  services  results  in  the  performance  by  such  in- 

13  dividuals  of  substantial  gainful  activity  for  a  continuous 

14  period  of  nine  months,  (ii)  in  cases  where  such  individ- 

15  uals  receive  benefits  as  a  result  of  section  225(b) 

16  (except  that  no  reimbursement  under  this  paragraph 

17  shall  be  made  for  services  furnished  to  any  individual 

18  receiving  such  benefits  for  any  period  after  the  close  of 

19  such  individuaFs  ninth  consecutive  month  of  substantial 

20  gainful  activity  or  the  close  of  the  month  in  which  his 

21  or  her  entitlement  to  such  benefits  ceases,  whichever 

22  first  occurs),  and  (iii)  in  cases  where  such  individuals, 

23  without  good  cause,  refuse  to  accept  vocational  reha- 

24  bilitation  services  or  fail  to  cooperate  in  such  a  manner 

25  as  to  preclude  their  successful  rehabilitation". 
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1  (b)  The  second  sentence  of  section  222(d)(1)  of  such  Act 

2  is  amended  by  inserting  after  ' 'substantial  gainful  activity" 

3  the  following:      the  determination  that  an  individual,  with- 

4  out  good  cause,  refused  to  accept  vocational  rehabilitation 

5  services  or  failed  to  cooperate  in  such  a  manner  as  to  pre- 

6  elude  successful  rehabilitation,". 

7  (c)  The  first  sentence  of  section  1615(d)  of  such  Act  is 

8  amended  by  striking  out  "if  such  services  result  in  their  per- 

9  formance  of  substantial  gainful  activity  which  lasts  for  a  con- 

10  tinuous  period  of  nine  months"  and  inserting  in  lieu  thereof 

11  the  following:  "(1)  in  cases  where  the  furnishing  of  such  serv- 

12  ices  results  in  the  performance  by  such  individuals  of  substan- 

13  tial  gainful  activity  for  continuous  periods  of  nine  months,  (2) 

14  in  cases  where  such  individuals  are  determined  to  be  no 

15  longer  entitled  to  benefits  under  this  title  because  the  physi- 

16  cal  or  mental  impairments  on  which  the  benefits  are  based 

17  have  ceased,  do  not  exist,  or  are  not  disabling  (and  no  reim- 

18  bursement  under  this  subsection  shall  be  made  for  services 

19  furnished  to  any  individual  receiving  such  benefits  for  any 

20  period  after  the  close  of  such  individual's  ninth  consecutive 

21  month  of  substantial  gainful  activity  or  the  close  of  the  month 

22  with  which  his  or  her  entitlement  to  such  benefits  ceases, 

23  whichever  first  occurs),  and  (3)  in  cases  where  such  individ- 

24  uals,  without  good  cause,  refuse  to  accept  vocational  rehabili- 
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1  tation  services  or  fail  to  cooperate  in  such  a  manner  as  to 

2  preclude  their  successful  rehabilitation" . 

3  (d)  The  amendments  made  by  this  section  shall  apply 

4  with  respect  to  individuals  who  receive  benefits  as  a  result  of 

5  section  225(b)  of  the  Social  Security  Act  (or  who  are  deter- 

6  mined  to  be  no  longer  entitled  to  benefits  under  title  XVI  of 

7  such  Act  because  the  physical  or  mental  impairments  on 

8  which  the  benefits  are  based  have  ceased,  do  not  exist,  or  are 

9  not  disabling),  or  who  refuse  to  accept  rehabilitation  services 

10  or  fail  to  cooperate  in  an  approved  vocational  rehabilitation 

11  program,  in  or  after  the  first  month  following  the  month  in 

12  which  this  Act  is  enacted. 

13  SEC.  924.  ADVISORY  COUNCIL  ON  MEDICAL  ASPECTS  OF  DIS- 

14  ABILITY. 

15  (a)  There  is  hereby  established  in  the  Department  of 

16  Health  and  Human  Services  an  Advisory  Council  on  the 

17  Medical  Aspects  of  Disability  (hereafter  in  this  section  re- 

18  ferred  to  as  the  "Council"). 

19  (b)(1)  The  Council  shall  consist  of— 

20  (A)  10  members  appointed  by  the  Secretary  of 

21  Health  and  Human  Services  (without  regard  to  the  re- 

22  quirements  of  the  Federal  Advisory  Committee  Act) 

23  within  60  days  after  the  date  of  the  enactment  of  this 

24  Act  from  among  independent  medical  and  vocational 

25  experts,  including  at  least  one  psychiatrist,  one  reha- 
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1  bilitation  psychologist,  and  one  medical  social  worker; 

2  and 

3  (B)  the  Commissioner  of  Social  Security  ex  officio. 

4  The  Secretary  shall  from  time  to  time  appoint  one  of  the 

5  members  to  serve  as  Chairman.  The  Council  shall  meet  as 

6  often  as  the  Secretary  deems  necessary,  but  not  less  often 

7  than  twice  each  year. 

8  (2)  Members  of  the  Council  appointed  under  paragraph 

9  (1)(A)  shall  be  appointed  without  regard  to  the  provisions  of 

10  title  5,  United  States  Code,  governing  appointments  in  the 

11  competitive  service.  Such  members,  while  attending  meetings 

12  or  conferences  thereof  or  otherwise  serving  on  the  business  of 

13  the  Council,  shall  be  paid  at  rates  fixed  by  the  Secretary,  but 

14  not  exceeding  $100  for  each  day,  including  traveltime,  during 

15  which  they  are  engaged  in  the  actual  performance  of  duties 

16  vested  in  the  Council;  and  while  so  serving  away  from  their 

17  homes  or  regular  places  of  business  they  may  be  allowed 

18  travel  expenses,  including  per  diem  in  lieu  of  subsistence,  as 

19  authorized  by  section  5703  of  title  5,  United  States  Code,  for 

20  persons  in  the  Government  service  employed  intermittently. 

21  (3)  The  Council  may  engage  such  technical  assistance 

22  from  individuals  skilled  in  medical  and  other  aspects  of  dis- 

23  ability  as  may  be  necessary  to  carry  out  its  functions.  The 

24  Secretary  shall  make  available  to  the  Council  such  secretari- 

25  al,  clerical,  and  other  assistance  and  any  pertinent  data  pre- 
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1  pared  by  the  Department  of  Health  and  Human  Services  as 

2  the  Council  may  require  to  carry  out  its  functions. 

3  (c)  It  shall  be  the  function  of  the  Council  to  provide 

4  advice  and  recommendations  to  the  Secretary  of  Health  and 

5  Human  Services  on  disability  standards,  policies,  and  proce- 

6  dures  under  titles  II  and  XVI  of  the  Social  Security  Act, 

7  including  advice  and  recommendations  with  respect  to — 

8  (1)  the  revisions  to  be  made  by  the  Secretary, 

9  under  section  911(a)  of  this  Act,  in  the  criteria  em- 

10  bodied  under  the  category  "Mental  Disorders"  in  the 

11  "Listing  of  Impairments";  and 

12  (2)  the  question  of  requiring,  in  cases  involving 

13  impairments  other  than  mental  impairments,  that  the 

14  medical  portion  of  each  case  review  (as  well  as  any  ap- 

15  plicable  assessment  of  residual  functional  capacity)  be 

16  completed  by  an  appropriate  medical  specialist  em- 

17  ployed  by  the  State  agency  before  any  determination 

18  can  be  made  with  respect  to  the  impairment  involved. 

19  The  Council  shall  also  have  the  functions  and  responsibilities 

20  (with  respect  to  work  evaluations  in  the  case  of  applicants  for 

21  and  recipients  of  benefits  based  on  disability  under  title  XVI) 

22  which  are  set  forth  in  section  927  of  this  Act. 

23  (d)  Whenever  the  Council  deems  it  necessary  or  desir- 

24  able  to  obtain  assistance  in  order  to  perform  its  functions 

25  under  this  section,  the  Council  may — 
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1  (1)  call  together  larger  groups  of  experts,  includ- 

2  ing  representatives  of  appropriate  professional  and  con- 

3  sumer  organizations,  in  order  to  obtain  a  broad  expres- 

4  sion  of  views  on  the  issues  involved;  and 

5  (2)  establish  temporary  short-term  task  forces  of 

6  experts  to  consider  and  comment  upon  specialized 

7  issues. 

8  (e)(1)  Any  advice  and  recommendations  provided  by  the 

9  Council  to  the  Secretary  of  Health  and  Human  Services  shall 

10  be  included  in  the  ensuing  annual  report  made  by  the  Secre- 

11  tary  to  Congress  under  section  704  of  the  Social  Security 

12  Act. 

13  (2)  Section  704  of  the  Social  Security  Act  is  amended 

14  by  inserting  after  the  first  sentence  the  following  new  sen- 

15  tence:  "Each  such  report  shall  contain  a  comprehensive  de- 

16  scription  of  the  current  status  of  the  disability  insurance  pro- 

17  gram  under  title  II  and  the  program  of  benefits  for  the  blind 

18  and  disabled  under  title  XVI  (including,  in  the  case  of  the 

19  reports  made  in  1984,  1985,  and  1986,  any  advice  and  rec- 

20  ommendations  provided  to  the  Secretary  by  the  Advisory 

21  Council  on  the  Medical  Aspects  of  Disability,  with  respect  to 

22  disability  standards,  policies,  and  procedures,  during  the  pre- 

23  ceding  year).". 

24  (f)  The  Council  shall  cease  to  exist  at  the  close  of  De- 

25  cember  31,  1985. 
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1  SEC.  925.  QUALIFYING  EXPERIENCE  FOR  APPOINTMENT  OF 

2  CERTAIN  STAFF  ATTORNEYS  TO  ADMINISTRA- 

3  TIVE  LAW  JUDGE  POSITIONS. 

4  (a)(1)  The  Secretary  of  Health  and  Human  Services 

5  shall,  within  180  days  after  the  date  of  the  enactment  of  this 

6  Act,  establish  a  sufficient  number  of  attorney  adviser  posi- 

7  tions  at  grades  GS-13  and  GS-14  in  the  Department  of 

8  Health  and  Human  Services  to  ensure  adequate  opportunity 

9  for  career  advancement  for  attorneys  employed  by  the  Social 

10  Security  Administration  in  the  process  of  adjudicating  claims 

11  under  section  205(b),  221(d),  or  1631(c)  of  the  Social  Secu- 

12  rity  Act.  In  assigning  duties  and  responsibilities  to  such  a 

13  position,  the  Secretary  shall  assign  duties  and  responsibilities 

14  to  enable  an  individual  serving  in  such  a  position  to  achieve 

15  qualifying  experience  for  appointment  by  the  Secretary  for 

16  the  position  of  administrative  law  judge  under  section  3105 

17  of  title  5,  United  States  Code. 

18  (b)  The  Secretary  of  Health  and  Human  Services 

19  shall— 

20  (1)  within  90  days  after  the  date  of  the  enactment 

21  of  this  Act,  submit  an  mterim  report  to  the  Committee 

22  on  Ways  and  Means  of  the  House  of  Representatives 

23  and  the  Committee  on  Finance  of  the  Senate  on  the 

24  Secretary's  progress  in  meeting  the  requirements  of 

25  subsection  (a),  and 
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1  (2)  within  180  days  after  the  date  of  the  enact- 

2  ment  of  this  Act,  submit  a  final  report  to  such  commit- 

3  tees  setting  forth  specifically  the  manner  and  extent  to 

4  which  the  Secretary  has  complied  with  the  require- 

5  ments  of  subsection  (a). 

6  SEC.  926.  SSI  BENEFITS  FOR  INDIVIDUALS  WHO  PERFORM 

7  SUBSTANTIAL    GAINFUL    ACTIVITY  DESPITE 

8  SEVERE  MEDICAL  IMPAIRMENT. 

9  (a)  Section  201(d)  of  the  Social  Security  Disability 

10  Amendments  of  1980  is  amended  by  striking  out  " shall 

11  remain  in  effect  only  for  a  period  of  three  years  after  such 

12  effective  date"  and  inserting  in  lieu  thereof  "shall  remain  in 

13  effect  only  through  June  30,  1986". 

14  (b)  Section  1619  of  the  Social  Security  Act  is  amended 

15  by  adding  at  the  end  thereof  the  following  new  subsection: 

16  "(c)  The  Secretary  of  Health  and  Human  Services  and 

17  the  Secretary  of  Education  shall  jointly  develop  and  dissemi- 

18  nate  information,  and  establish  training  programs  for  staff 

19  personnel,  with  respect  to  the  potential  availability  of  benefits 

20  and  services  for  disabled  individuals  under  the  provisions  of 

21  this  section.  The  Secretary  of  Health  and  Human  Services 

22  shall  provide  such  information  to  individuals  who  are  appli- 

23  cants  for  and  recipients  of  benefits  based  on  disability  under 

24  this  title  and  shall  conduct  such  programs  for  the  staffs  of  the 

25  District  offices  of  the  Social  Security  Administration.  The 
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1  Secretary  of  Education  shall  conduct  such  programs  for  the 

2  staffs  of  the  State  Vocational  Rehabilitation  agencies,  and  in 

3  cooperation  with  such  agencies  shall  also  provide  such  infor- 

4  mation  to  other  appropriate  individuals  and  to  public  and  pri- 

5  vate  organizations  and  agencies  which  are  concerned  with 

6  rehabilitation  and  social  services  or  which  represent  the 

7  disabled.". 

8  SEC.  927.  ADDITIONAL  FUNCTIONS  OF  ADVISORY  COUNCIL; 


9  WORK  EVALUATIONS  IN  CASE  OF  APPLICANTS 

10  FOR  AND  RECIPIENTS  OF  SSI  BENEFITS  BASED 

11  ON  DISABILITY. 

12  The  functions  and  responsibilities  of  the  Advisory  Coun- 

13  cil  on  the  Medical  Aspects  of  Disability  (established  by  sec- 

14  tion  924  of  this  Act)  shall  include — 

15  (1)  a  consideration  of  alternative  approaches  to 

16  work  evaluation  in  the  case  of  applicants  for  benefits 

17  based  on  disability  under  title  XVI  and  recipients  of 

18  such  benefits  undergoing  reviews  of  their  cases,  includ- 

19  ing  immediate  referral  of  any  such  applicant  or  recipi- 

20  ent  to  a  vocational  rehabilitation  agency  for  services  at 

21  the  same  time  he  or  she  is  referred  to  the  appropriate 

22  State  agency  for  a  disability  determination; 

23  (2)  an  examination  of  the  feasibility  and  appropri- 

24  ateness  of  providing  work  evaluation  stipends  for  appli- 

25  cants  for  and  recipients-  of  benefits  based  on  disability 


981 

1  under  title  XVI  in  cases  where  extended  work  evalua- 

2  tion  is  needed  prior  to  the  final  determination  of  their 

3  eligibility  for  such  benefits  or  for  further  rehabilitation 

4  and  related  services; 

5  (3)  a  review  of  the  standards,  policies,  and  proce- 

6  dures  which  are  applied  or  used  by  the  Secretary  of 

7  Health  and  Human  Services  with  respect  to  work  eval- 

8  nations,  in  order  to  determine  whether  such  standards, 

9  policies,    and   procedures    will   provide  appropriate 

10  screening  criteria  for  work  evaluation  referrals  in  the 

11  case  of  applicants  for  and  recipients  of  benefits  based 

12  on  disability  under  title  XVI;  and 

13  (4)  an  examination  of  possible  criteria  for  assess- 

14  ing  the  probability  that  an  applicant  for  or  recipient  of 

15  benefits  based  on  disability  under  title  XVI  will  benefit 

16  from  rehabilitation  services,  taking  into  consideration 

17  not  only  whether  the  individual  involved  will  be  able 

18  after  rehabilitation  to  engage  in  substantial  gainful  ac- 

19  tivity  but  also  whether  rehabilitation  services  can  rea- 

20  sonably  be  expected  to  improve  the  individual's  func- 

21  tioning  so  that  he  or  she  will  be  able  to  live  independ- 

22  ently  or  work  in  a  sheltered  environment. 


23  For  purposes  of  this  section,  "work  evaluation"  includes 

24  (with  respect  to  any  individual)  a  determination  of  (A)  such 

25  individual's  skills,  (B)  the  work  activities  or  types  of  work 
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1  activity  for  which  such  individual's  skills  are  insufficient  or 

2  inadequate,  (C)  the  work  activities  or  types  of  work  activity 

3  for  which  such  individual  might  potentially  be  trained  or  re- 

4  habilitated,  (D)  the  length  of  time  for  which  such  individual  is 

5  capable  of  sustaining  work  (including,  in  the  case  of  the  men- 

6  tally  impaired,  the  ability  to  cope  with  the  stress  of  competi- 

7  tive  work),  and  (E)  any  modifications  which  may  be  neces- 

8  sary,  in  work  activities  for  which  such  individual  might  be 

9  trained  or  rehabilitated,  in  order  to  enable  him  or  her  to  per- 

10  form  such  activities. 

1 1  SEC.  928.  EFFECTIVE  DATE. 

12  Except  as  otherwise  provided  in  this  title,  the  amend- 

13  ments  made  by  this  title  shall  apply  only  with  respect  to 

14  cases  involving  disability  determinations  pending  in  the  De- 

15  partment  of  Health  and  Human  Services  or  in  court  on  the 

16  date  of  the  enactment  of  this  Act,  or  initiated  on  or  after  such 

17  date. 

18  TITLE  X— MEDICARE  BUDGET 

19  RECONCILIATION  AMENDMENTS 

20  SHOET  TITLE;  TABLE  OF  CONTENTS 

21  Sec.  1000.  This  title  may  be  cited  as  the  "Medicare 

22  Budget  Reconciliation  Amendments  of  1984". 

TABLE  OF  CONTENTS 
Part  A — Payment  and  Coverage-Related  Changes 

Sec.  1001.  Payment  for  outpatient  diagnostic  laboratory  tests. 
Sec.  1002.  Coverage  of  administration  of  hepatitis  B  vaccine. 
Sec.  1003.  Pacemaker  reimbursement  review  and  reform. 
Sec.  1004.  Payment  for  debridement  of  mycotic  toenails. 
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Sec.  1005.  Payment  for  costs  of  hospital-based  mobile  intensive  care  units. 
Sec.  1006.  Payment  for  physicians '  services  furnished  to  hospital  inpatients. 

Paet  B — Miscellaneous  Administrative  Changes 

Sec.  1021.  Presidential  appointment  of  pay  level  for  the  administrator  of  the  Health 
Care  Financing  Administration. 

Sec.  1022.  Permitting  limited  provider  representation  on  peer  review  organizations. 

Sec.  1023.  Access  to  home  health  services. 

Sec.  1024.  Repeal  of  special  tuberculosis  treatment  requirements. 

Sec.  1025.  Indirect  payment  of  supplementary  medical  insurance  benefits. 

Sec.  1026.  Including  podiatrists  in  definition  of  "physician"  for  outpatient  physical 
therapy  services  and  including  podiatrists  and  dentists  in  definition 
of  "physician"  for  outpatient  ambulatory  surgery. 

Sec.  1027.  Establishment  by  physical  therapists  of  plans  for  physical  therapy. 

Sec.  1028.  Access  to  records  of  subcontractors. 

Sec.  1029.  Medicare  recovery  against  certain  third  parties. 

Sec.  1030.  Use  of  accrediting  organizations  for  certain  entities  furnishing  services. 
Sec.  1031.  Confidentiality  of  accreditation  surveys. 

Sec.  1032.  Thirty-day  coverage  for  services  furnished  by  a  home  health  agency 
whose  agreement  has  been  terminated. 

Sec.  1033.  Termination  of  agreements  with  institutions  and  entities  where  owners 
or  certain  other  individuals  have  been  convicted  of  certain  of- 
fenses. 

Sec.  1034.  Elimination  of  health  insurance  benefits  advisory  council. 

Sec.  1035.  Open  enrollment  periods  for  health  maintenance  organizations  and  com- 
petitive medical  plans. 

Sec.  1036.  Deadline  for  report  on  including  payment  for  physicians'  services  to  hos- 
pital inpatients  in  DRG  payment  amounts. 

Sec.  1037.  Flexible  sanctions  for  noncompliance  with  requirements  for  end-stage 
renal  disease  facilities. 

Sec.  1038.  Removing  costs  of  nurse  anesthetists  from  DRG  based  payments. 

Sec.  1039.  Determination  of  hospital  area  wage  index. 

Sec.  1040.  Definition  of  bona  fide  emergency  services  for  purposes  of  limitations  on 

payment  for  hospital  outpatient  services. 
Sec.  1041.  Delay  of  effective  date  for  single-rate  for  skilled  nursing  facilities. 

Part  A — Payment-  and  Coverage-Related  Changes 

PAYMENT  FOR  OUTPATIENT  DIAGNOSTIC  LABORATORY 

TESTS 

Sec  1001.  (a)  Subsection  (a)  of  section  1833  of  the 
Social  Security  Act  (42  U.S.C.  13951)  is  amended— 

(1)  by  amending  clause  (D)  of  subsection  (a)(1)  to 
read  as  follows:  "(D)  with  respect  to  diagnostic  labora- 
tory tests  for  which  payment  is  made  under  this  part, 


the  amounts  paid  shall  be  equal  to  80  percent  (or  100 
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1  percent,  in  the  case  of  such  tests  for  which  payment  is 

2  made  on  the  basis  of  an  assignment  described  in  sec- 

3  tion  1842(b)(3)(B)(ii)  or  under  the  procedure  described 

4  in  section  1870(f)(1))  of  the  lesser  of  (i)  the  amount  de- 

5  termined  under  subsection  (h),  or  (ii)  the  amount  of  the 

6  charges  billed  for  the  tests;"; 

7  (2)  by  inserting  "or  (D)"  in  paragraph  (2)(B)  after 

8  "subparagraph  (C)"; 

9  (3)  by  striking  out  "and"  at  the  end  of  paragraph 

10  (2)(B); 

11  (4)  by  inserting  "and"  at  the  end  of  paragraph 

12  (2)(C);  and 

13  (5)  by  adding  at  the  end  of  paragraph  (2)  the  fol- 

14  lowing  new  subparagraph: 

15  "(D)  with  respect  to  diagnostic  laboratory 

16  tests  for  which  payment  is  made  under  this  part, 

17  100  percent  of  the  lesser  of  (i)  the  amount  deter- 

18  mined  under  subsection  (h),  or  (ii)  the  amount  of 

19  the  charges  billed  for  the  tests;". 

20  (b)  Subsection  (b)  of  such  section  is  amended — 

21  (1)  by  striking  out  "and"  at  the  end  of  clause  (2) 

22  of  subsection  (b);  and 

23  (2)  by  inserting  before  the  period  at  the  end  of  the 

24  first  sentence  of  subsection  (b)  the  following:  ",  and  (4) 

25  such  deductible  shall  not  apply  with  respect  to  diagnos- 


1  tic  laboratory  tests  for  which  payment  is  made  under 

2  this  part  on  the  basis  of  an  assignment  described  in 

3  section  1842(b)(3)(B)(ii),  under  the  procedure  described 

4  in  section  1870(f)(1),  or  to  a  provider  of  services  with 

5  an  agreement  in  effect  under  section  1866". 

6  (c)  Subsection  (h)  of  such  section  is  amended  to  read  as 

7  follows: 

8  ' '(h)(1)  The  Secretary  shall  establish  in  accordance  with 

9  this  subsection  a  national  fee  schedule  for  diagnostic  labora- 

10  tory  tests  for  which  payment  is  made  under  this  part. 

11  "(2)  Except  as  provided  in  paragraph  (4),  the  Secretary 

12  shall  set  the  fee  schedule  at  60  percent  of  the  prevailing 

13  charge  level  determined  pursuant  to  the  third  and  fourth  sen- 

14  tences  of  section  1842(b)(3)  for  similar  diagnostic  laboratory 

15  tests  for  the  12-month  period  beginning  July  1,  1984,  adjust- 

16  ed  annually  to  reflect  changes  in  the  Consumer  Price  Index 

17  for  All  Urban  Consumers  (United  States  city  average)  and 

18  subject  to  such  other  adjustments  as  the  Secretary  deter- 

19  mines  are  justified  by  technological  changes. 

20  "(3)  In  addition  to  the  amounts  provided  under  the  fee 

21  schedule,  the  Secretary  shall  provide  for  and  establish  a 

22  nominal  fee  to  cover  the  costs  in  collecting  the  sample  on  a 

23  diagnostic  laboratory  test  that  was  performed  and  for  which 

24  payment  is  made  under  this  part,  except  that  not  more  than 
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1  one  such  fee  may  be  provided  under  this  paragraph  with  re- 

2  spect  to  samples  collected  in  the  same  encounter. 

3  "(4)(A)  During  the  3-year  period  beginning  July  1, 

4  1984,  the  Secretary  may  provide  for  the  fee  schedule  under 

5  this  subsection  to  be  established  on  a  regional  or  statewide 

6  basis  if  the  Secretary  determines  that  a  national  fee  schedule 

7  is  inappropriate  at  such  time  because  of  limitations  in  the 

8  data  available  to  establish  such  a  schedule. 

9  "(B)  In  establishing  a  fee  schedule  under  this  subsec- 

10  tion,  the  Secretary  may  provide  for  an  adjustment  to  take 

11  into  account,  with  respect  to  the  portion  of  the  expenses  of 

12  diagnostic  laboratory  tests  attributable  to  wages,  the  relative 

13  difference  between  a  region's  or  local  area's  wage  rates  and 

14  the  wage  rate  presumed  in  the  data  on  which  the  schedule  is 

15  based. 

16  "(5)  In  the  case  of  a  bill  or  request  for  payment  for  a 

17  diagnostic  laboratory  test  for  which  payment  may  otherwise 

18  be  made  under  this  part — 

19  "(A)  no  payment  may  be  made  under  this  part  to 

20  a  physician  with  respect  to  such  test  unless  the  physi- 

21  cian  (or  another  physician  with  whom  the  physician 

22  shares  his  practice)  personally  performed  or  supervised 

23  the  performance  of  the  test,  and 

24  "(B)  payment  for  such  a  test  performed  by  a  labo- 

25  ratory  which  is  independent  of  a  physician's  office  or  a 
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1  rural  health  clinic  may  only  be  made  on  the  basis  of  an 

2  assignment  described  in  section  1842(b)(3)(B)(ii),  under 

3  the  procedure  described  in  section  1870(f)(1),  or  to  a 

4  provider  of  services  with  an  agreement  in  effect  under 

5  section  1866.". 

6  (d)  Section  1842(h)  of  such  Act  (42  U.S.C.  1395u(h))  is 

7  repealed. 

8  (e)  The  last  sentence  of  section  1866(a)(2)(A)  of  such 

9  Act  (42  U.S.C.  1395cc(a)(2)(A))  is  amended  by  inserting 

10  "and  with  respect  to  diagnostic  laboratory  tests"  after  "sec- 

11  tion  1861(s)(10)". 

12  (f)  The  Secretary  of  Health  and  Human  Services  (here- 

13  inafter  in  this  title  referred  to  as  the  "Secretary")  shall  sim- 

14  plify  the  procedures  under  section  1842  of  the  Social  Secu- 

15  rity  Act  with  respect  to  claims  and  payments  for  diagnostic 

16  laboratory  tests  under  part  B  of  title  XVIII  of  such  Act. 

17  (g)  The  amendments  and  repeal  made  by  this  section 

18  shall  apply  to  diagnostic  laboratory  tests  furnished  on  or  after 

19  July  1,  1984. 

20  COVERAGE  OF  ADMINISTRATION  OF  HEPATITIS  B  VACCINE 

21  Sec.  1002.  (a)  Section  1861(s)(10)  of  the  Social  Secu- 

22  rity  Act  (42  U.S.C.  1395x(s)(10))  is  amended— 

23  (1)  by  inserting  "(A)"  after  "(10)", 

24  (2)  by  striking  out  the  period  at  the  end  and  in- 
2.5  serting  in  lieu  thereof  ";  and",  and 
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1  (3)  by  adding  at  the  end  the  following  new  sub- 

2  paragraph: 

3  "(B)  hepatitis  B  vaccine  and  its  administration, 

4  furnished  in  a  hospital  or  a  renal  dialysis  facility.". 

5  (b)  Section  1833  of  such  Act  (42  U.S.C.  13951)  is 

6  amended  by  adding  at  the  end  the  following  new  subsection: 

7  "(k)  With  respect  to  services  described  in  section 

8  1861(s)(10)(B),  the  Secretary  may  provide,  instead  of  the 

9  amount  of  payment  otherwise  provided  under  this  part,  for 

10  payment  of  such  an  amount  or  amounts  as  reasonably  reflects 

11  the  general  cost  of  efficiently  providing  such  services.". 

12  (c)  The  amendments  made  by  this  section  apply  to  serv- 

13  ices  furnished  on  or  after  July  1,  1984. 

14  PACEMAKER  REIMBURSEMENT  REVIEW  AND  REFORM 

15  Sec.  1003.  (a)(1)  The  Secretary  shall  issue  revisions  to 

16  the  current  guidelines  for  the  payment  under  part  B  of  title 

17  X\  ILL  of  the  Social  Security  Act  for  the  trans  telephonic 

18  monitoring  of  cardiac  pacemakers.  Such  revised  guidelines 

19  shall  include  provisions  regarding  the  specifications  for  and 

20  frequency  of  transtelephonic  monitoring  procedures  which 

21  will  be  found  to  be  reasonable  and  necessary. 

22  (2)(A)  Except  as  provided  in  subparagraph  (B),  if  the 

23  guidelines  required  by  paragraph  (1)  have  not  been  issued 

24  and  put  into  effect  by  October  1,  1984,  payment  may  not  be 

25  made  under  part  B  of  title  XVIII  of  the  Social  Security  Act 
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1  for  transtelephonic  monitoring  procedures  (with  respect  to  a 

2  single-chamber  cardiac  pacemaker  powered  by  lithium  batter- 

3  ies)  conducted  more  frequently  than — 

4  (i)  weekly  during  the  first  month  after  implanta- 

5  tion, 

6  (ii)  once  every  2  months  during  the  period  repre- 

7  senting  80  percent  of  the  estimated  life  of  the  implant- 

8  ed  device,  and 

9  (hi)  monthly  thereafter. 

10  (B)  Subparagraph  (A)  shall  only  apply  to  the  monitoring 

11  of  single-chamber  cardiac  pacemaker  devices  powered  by 

12  lithium  batteries,  and  shall  not  apply  in  cases  where  the  Sec- 

13  retary  (or  the  Secretary's  agent)  determines  that  special 

14  medical  factors  (including  possible  evidence  of  pacemaker 

15  malfunction)  justify  more  frequent  transtelephonic  monitoring 

16  procedures. 

17  (b)(1)  The  Secretary  shall  review,  and  report  to  the 

18  Committees  on  Energy  and  Commerce  and  Ways  and  Means 

19  of  the  House  of  Representatives  and  the  Committee  on  Fi- 

20  nance  of  the  Senate,  regarding  the  appropriateness  of  the 

21  current  rate  of  reimbursement  under  part  B  of  title  XVIII  of 

22  the  Social  Security  Act  for  physicians'  services  associated 

23  with  implantation  or  replacement  of  pacemaker  devices  and 

24  pacemaker  leads.  Such  review  shall  take  into  account  the 

25  amounts  recognized  as  reasonable  with  respect  to  such  proce- 
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1  dures  and  the  time  and  difficulty  of  such  procedures  at  the 

2  current  time  in  comparison  with  such  amounts  and  the  time 

3  and  difficulty  of  such  procedures  at  the  time  the  rates  for 

4  such  procedures  were  first  established  under  such  part.  In 

5  making  such  review  and  report,  the  Secretary  shall  take  into 

6  consideration  the  reduction  of  such  recognized  rates  by  20 

7  percent. 

8  (2)  The  Secretary  shall  complete  the  review  described  in 

9  this  subsection  not  later  than  October  1,  1984. 

10  (c)  Section  1866  of  the  Social  Security  Act  (42  U.S.C. 

11  1395cc)  is  amended  by  adding  at  the  end  thereof  the  follow- 

12  ing  new  subsection: 

13  "(g)(1)  The  Secretary  shall,  through  the  Commissioner 

14  of  the  Food  and  Drug  Administration,  provide  for  a  registry 

15  of  all  cardiac  pacemaker  devices  and  pacemaker  leads  for 

16  which  payment  was  made  under  this  title.  Such  registry  shall 

17  include  the  manufacturer,  model,  serial  number,  and  manu- 

18  facturer's  price  of  each  such  device  or  lead,  the  name  of  the 

19  recipient  of  such  device  or  lead,  the  date  and  location  of  the 

20  implantation  or  removal  of  the  device  or  lead,  the  name  of 

21  the  physician  involved  in  implanting  or  removing  such  device 

22  or  lead,  the  name  of  the  hospital  or  other  provider  billing  for 

23  such  procedure,  any  express  or  implied  warranties  associated 

24  with  such  device  or  lead  under  contract  or  State  law,  and 

25  such  other  information  as  the  Secretary  deems  to  be  appro- 
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1  priate.  Such  registry  shall  be  for  the  purposes  of  assisting  the 

2  Secretary  in  determining  when  payments  may  properly  be 

3  made  under  this  title,  determining  when  inspection  by  the 

4  Food  and  Drug  Administration  may  be  necessary  under  para- 

5  graph  (2),  and  carrying  out  studies  with  respect  to  the  use  of 

6  such  devices  and  leads.  In  carrying  out  any  such  study,  the 

7  Secretary  may  not  reveal  any  specific  information  which 

8  identifies  any  pacemaker  device  or  lead  recipient  by  name  (or 

9  which  would  otherwise  identify  a  specific  recipient).  Any 

10  person  or  organization  may  provide  information  to  the  regis- 

11  try  with  respect  to  cardiac  pacemaker  devices  and  leads  other 

12  than  those  for  which  payment  is  made  under  this  title. 

13  "(2)  In  any  case  where  the  Secretary  has  reason  to  be- 

14  lieve,  based  upon  information  in  the  pacemaker  registry  or 

15  otherwise  available  to  him,  that  replacement  of  a  cardiac 

16  pacemaker  device  or  lead  for  which  payment  is  or  may  be 

17  requested  under  this  title  is  related  to  the  malfunction  of  a 

18  device  or  lead,  the  Secretary  may  require  that  personnel  of 

19  the  Food  and  Drug  Administration  test  such  device,  or  be 

20  present  at  the  testing  of  such  device  by  the  manufacturer,  to 

21  determine  whether  such  device  was  functioning  properly.". 

22  PAYMENT  FOR  DEBRIDEMENT  OF  MYCOTIC  TOENAILS 

23  Sec.  1004.  The  Secretary  shall  provide,  pursuant  to 

24  section  1862(a)  of  the  Social  Security  Act,  that  payment  will 

25  not  be  made  under  part  B  of  title  XVIII  of  such  Act  for  a 
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1  physician's  debridement  of  mycotic  toenails  to  the  extent 

2  such  debridement  is  performed  for  a  patient  more  frequently 

3  than  once  every  60  days,  unless  the  medical  necessity  for 

4  more  frequent  treatment  is  documented  by  the  billing 

5  physician. 

6  PAYMENT  FOE  COSTS  OF  HOSPITAL-BASED  MOBILE 

7  INTENSIVE  CABE  UNITS 

8  Sec.  1005.  (a)(1)  In  the  case  of  a  project  or  system 

9  described  in  subsection  (b),  the  Secretary  shall  provide, 

10  except  as  provided  in  paragraph  (2),  that  the  amount  of  pay- 

11  ments  to  hospitals  covered  under  the  project  or  system  (on 

12  and  after  January  1,  1983)  shall  include  payments  for  their 

13  operation  of  hospital-based  mobile  intensive  care  units  (as  de- 

14  fined  by  State  statute)  if  the  State  provides  satisfactory  as- 

15  surances  that  the  total  amount  of  payments  to  such  hospitals 

16  under  titles  XV ILL  and  XIX  of  the  Social  Security  Act  under 

17  the  demonstration  project  or  system  (including  any  such  addi- 

18  tional  amount  of  payment)  would  not  exceed  the  total  amount 

19  of  payments  which  would  have  been  paid  under  such  titles  if 

20  the  demonstration  project  or  system  were  not  in  effect. 

21  (2)  Paragraph  (1)  shall  not  apply  if  the  State  in  which 

22  the  project  or  system  is  located  notifies  the  Secretary — 

23  (A)  within  30  days  of  the  date  of  the  enactment  of 

24  this  section,  in  the  case  of  a  demonstration  project  de- 

25  scribed  in  subsection  (b)(1),  or 
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1  (B)  within  a  reasonable  period  (established  by  the 

2  Secretary),  in  the  case  of  a  system  described  in  subsec- 

3  tion  (b)(2), 

4  that  the  State  does  not  want  paragraph  (1)  to  apply  to  that 

5  project  or  system. 

6  (b)  A  project  or  system  referred  to  in  subsection  (a)  is — 

7  (1)  a  statewide  demonstration  project  under  sec- 

8  tion  222(a)  of  the  Social  Security  Amendments  of  1972 

9  (Public  Law  92-603),  or 

10  (2)  a  statewide  hospital  reimbursement  control 

11  system  approved  under  section  1886(c)  of  the  Social 

12  Security  Act, 

13  which  project  or  system  provides  for  payments  to  hospitals  in 

14  a  State  determined  on  a  prospective  basis  and  related  to  a 

15  classification  of  patients  by  diagnosis-related  groups. 

16  (c)  Payment  for  services  described  in  this  section  shall 

17  be  considered  to  be  payments  for  services  under  part  A  of 

18  title  XVm  of  the  Social  Security  Act. 

19  PAYMENT  FOR  PHYSICIANS'  SERVICES  FURNISHED  TO 

20  HOSPITAL  INPATIENTS 

21  Sec.  1006.  (a)  Subsection  (b)  of  section  1842  of  the 

22  Social  Security  Act  (42  U.S.C.  1395u)  is  amended  by 

23  redesignating  paragraphs  (4)  through  (6)  as  paragraphs  (5) 

24  through  (7),  respectively,  and  by  inserting  after  paragraph 

25  (3)  the  following  new  paragraph: 
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1  "(4)  (A)  In  determining  the  prevailing  charge  levels 

2  under  the  third  and  fourth  sentences  of  paragraph  (3)  for 

3  physicians '  services  furnished  to  inpatients  of  a  hospital,  the 

4  Secretary  shall  not  set  any  level  higher  than  the  same  level  as 

5  was  set  for  the  period  ending  June  30,  1984,  in  the  case  of 

6  the  twelve-month  period  ending  June  30,  1985. 

7  "(B)  In  determining  the  prevailing  charge  levels  under 

8  the  third  and  fourth  sentences  of  paragraph  (3)  for  physi- 

9  cians '  services  furnished  to  inpatients  of  a  hospital  for  peri- 

10  ods  beginning  after  June  30,  1985,  the  Secretary  shall  treat 

11  the  levels  as  set  under  subparagraph  (A)  as  having  fully  pro- 

12  vided  for  economic  changes  which  would  have  been  taken  into 

13  account  but  for  the  limitations  contained  in  subparagraph 

14  (A).". 

15  (b)(D  Section  1866(a)(1)  of  such  Act  (42  U.S.C. 

16  1395cc(a)(l))  is  amended  by  striking  out  "Any  provider" 

17  and  inserting  in  lieu  thereof  "Subject  to  paragraph  (4),  any 

18  provider". 

19  (2)  Section  1866(a)  of  such  Act  is  further  amended  by 

20  inserting  at  the  end  the  following  new  paragraph: 

21  "(4)  (A)  A  hospital  shall  be  qualified  to  participate 

22  under  this  title  and  shall  be  eligible  for  payments  under  this 

23  title  only  if  it  provides  (in  the  agreement  filed  with  the  Secre- 

24  tary  under  paragraph  (1))  that  any  physician  who — 
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1  "(i)  is  on  the  medical  staff  of  the  hospital  (courte- 

2  sy  or  otherwise)  and 

3  "(ii)  furnishes  services  to  inpatients  in  the  hospi- 

4  tal, 

5  must  enter  into  an  agreement  described  in  subparagraph  (B) 

6  in  a  manner  established  by  the  Secretary. 

7  "(B)  A  physician's  agreement  referred  to  in  subpara- 

8  graph  (A)  is  an  agreement  by  the  physician  not  to  impose 

9  any  charge  or  receive  payment  for  any  services  which  are 

10  furnished  to  any  inpatient  in  the  hospital  for  which  payment 

1 1  may  be  made  under  part  B  except  on  the  basis  of  an  assign- 

12  ment  in  section  1842(b) (3) (B)(ii)  or  under  the  procedure  de- 

13  scribed  in  section  1870(f)(1).  ". 

14  (3)  Section  1866(b)(2)  of  such  Act  is  amended  by  in- 

15  serting  before  the  period  at  the  end  thereof  the  following:  ",  or 

16  (H)  that  such  provider  (in  the  case  of  a  hospital)  is  not  com- 

17  plying  with  the  provisions  of  the  agreement  specified  in  sub- 

18  section  (a)(4)". 

19  (c)(1)  The  amendments  made  by  subsection  (a)  shall  be 

20  effective  with  respect  to  items  and  services  furnished  on  or 

21  after  July  1,  1984. 

22  (2)  The  amendments  made  by  subsection  (b)  shall  only 

23  apply  to  physicians 1  services  furnished  during  the  period  be- 

24  ginning  on  July  1,  1984,  and  ending  six  months  after  the 

25  date  the  Congress  receives  the  report  of  the  Secretary  of 
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1  Health  and  Human  Services  under  section  603(a)(2)(B)  of 

2  the  Social  Security  Amendments  of  1983  (relating  to  a 

3  report  on  including  payment  for  physicians '  services  to  hospi- 

4  tal  inpatients  in  the  DRG-based  payment  amount  to  hospi- 

5  tals). 

6  (3)  The  Secretary  of  Health  and  Human  Services  shall 

7  provide  for  notice  to  individuals  enrolled  (or  enrolling)  under 

8  the  supplementary  medical  insurance  program  under  part  B 

9  of  title  XVIII  of  the  Social  Security  Act  of  the  amendments 

10  made  by  subsection  (b). 

11  Paet  B — Miscellaneous  Administrative  Changes 

12  presidential  appointment  of  and  pay  level  for 

13  THE  administrator  of  the  health  care  financ- 

14  ING  ADMINISTRATION 

15  Sec.  1021.  (a)  Title  XI  of  the  Social  Security  Act  is 

16  amended  by  inserting  after  section  1116  the  following  new 

17  section: 

18  ' 'appointment  of  the  administrator  of  the  health 

19  care  financing  administration 

20  "Sec.  1117.  The  Administrator  of  the  Health  Care  Fi- 

21  nancing  Administration  shall  be  appointed  by  the  President 

22  by  and  with  the  advice  and  consent  of  the  Senate.". 

23  (b)  Section  5315  of  title  5,  United  States  Code,  is 

24  amended  by  adding  at  the  end  thereof  the  following: 
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1  "Administrator  of  the  Health  Care  Financing  Ad- 

2  ministration.". 

3  (c)  The  amendments  made  by  this  section  shall  apply  to 

4  appointments  made  after  the  date  of  the  enactment  of  this 

5  Act. 

6  PEEMITTING  LIMITED  PEOVIDEE  EEPEE SENTATION  ON 

7  PEEE  EEVIEW  OEGANIZATIONS 

8  Sec.  1022.  Section  1153(b)(3)  of  the  Social  Security 

9  Act  (42  U.S.C.  1320c-2(b)(3))  is  amended— 

10  (1)  by  striking  out  "(3)  The  Secretary"  and  in- 

11  serting  in  lieu  thereof  "(3)(A)  Except  as  provided  in 

12  subparagraph  (B),  the  Secretary",  and 

13  (2)  by  adding  at  the  end  the  following  new  sub- 

14  paragraph: 

15  "(B)  In  the  case  of  a  utilization  and  quality  control  peer 

16  review  organization  with  a  governing  board  composed  of — 

17  "(i)  not  more  than  15  members,  the  Secretary 

18  may  enter  into  a  contract  under  this  part  with  the  or- 

19  ganization  if  not  more  than  one  of  the  members  of  its 

20  governing  board  is  a  member  of  a  governing  board,  of- 

21  ficer,  or  managing  employee  of  a  health  care  facility, 

22  or 

23  "(ii)  more  than  15  members,  the  Secretary  may 

24  enter  into  a  contract  under  this  part  with  the  organiza- 

25  tion  if  not  more  than  two  of  the  members  of  its  govern- 
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1  ing  board  are  members  of  a  governing  board,  officer,  or 

2  managing  employee  of  a  health  care  facility.". 

3  ACCESS  TO  HOME  HEALTH  SEEVICES 

4  Sec.  1023.  (a)  Sections  1814(a)  and  1835(a)  of  the 

5  Social  Security  Act  (42  U.S.C.  1395f(a),  1395n(a))  are  each 

6  amended  by  adding  at  the  end  the  following  new  sentence: 

7  'Tor  purposes  of  the  preceding  sentence,  service  by  a  physi- 

8  cian  as  an  uncompensated  officer  or  director  of  a  home  health 

9  agency  shall  not  constitute  having  a  significant  ownership  in- 

10  terest  in,  or  a  significant  financial  or  contractual  relationship 

11  with,  such  agency.". 

12  (b)  The  third  sentence  of  section  1814(a)  of  the  Social 

13  Security  Act  (42  U.S.C.  1395f(a))  and  the  fourth  sentence  of 

14  section  1835(a)  of  such  Act  (42  U.S.C.  1395n(a))  are  each 

15  amended  by  inserting  before  the  period  at  the  end  the  follow- 

16  ing:      except  that  such  prohibition  shall  not  apply  with  re- 

17  spect  to  a  home  health  agency  which  is  a  sole  community 

18  home  health  agency  (as  determined  by  the  Secretary)". 

19  (c)(1)  The  amendments  made  by  subsection  (a)  shall 

20  apply  to  certifications  and  plans  of  care  made  or  established 

21  on  or  after  the  date  of  the  enactment  of  this  Act. 

22  (2)  The  Secretary  shall  provide,  not  later  than  90  days 

23  after  the  date  of  the  enactment  of  this  Act,  for  such  revision 

24  of  regulations  as  may  be  required  to  reflect  the  amendments 

25  made  by  subsection  (b). 
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1  REPEAL  OF  SPECIAL  TUBERCULOSIS  TREATMENT 

2  REQUIREMENTS 

3  Sec.  1024.  (a)  Section  1814(a)  of  the  Social  Security 

4  Act  (42  U.S.C.  1395f(a))  is  amended— 

5  (1)  by  striking  out  subparagraph  (B)  of  paragraph 

6  (2), 

7  (2)  by  striking  out  "and  inpatient  tuberculosis  hos- 

8  pital  services"  in  paragraph  (3), 

9  (3)  by  striking  out  paragraph  (5),  and 

10  (4)  by  striking  out  "(B),"  in  the  sentence  that  fol- 

11  lows  paragraph  (8). 

12  (b)  Section  1861  of  such  Act  (42  U.S.C.  1395x)  is 

13  amended — 

14  (1)  by  striking  out  subsections  (d)  and  (g), 

15  (2)  by  striking  out  "or  tuberculosis  unless  it  is  a 

16  tuberculosis  hospital  (as  defined  in  subsection  (g))  or" 

17  in  the  fifth  sentence  of  subsection  (e),  and 

18  (3)  by  striking  out  "or  tuberculosis"  in  the  first 

19  sentence  of  subsection  (j)  following  paragraph  (15). 

20  (c)  Section  1863  of  such  Act  (42  U.S.C.  1395z)  is 

21  amended  by  striking  out  "(g)(4),". 

22  (d)  Section  1866  of  such  Act  (42  U.S.C.  1395cc)  is 

23  amended — 

24  (1)  by  striking  out  "tuberculosis  hospital  services 

25  and"  in  subsection  (b)(3),  and 
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1  (2)  by  striking  out  '  'inpatient  tuberculosis  hospital 

2  services  and"  in  subsection  (d). 

3  INDIEECT  PAYMENT  OF  SUPPLE  ME  NT  AEY  MEDICAL 

4  INSURANCE  BENEFITS 

5  Sec.  1025.  (a)  The  first  sentence  of  section  1842(b)(5) 

6  of  the  Social  Security  Act  (42  U.S.C.   1395u(b)(5))  is 

7  amended — 

8  (1)  by  inserting  "(i)"  after  "(A)", 

9  (2)  by  striking  out  "(B)"  and  inserting  in  lieu 

10  thereof  "(h)",  and 

11  (3)  by  inserting  before  the  period  the  following: 

12  or  (B)  to  an  entity  (i)  which  provides  coverage  of 

13  the  services  under  a  health  benefits  plan,  but  only  to 

14  the  extent  that  payment  is  not  made  under  this  part, 

15  (ii)  which  has  paid  the  person  who  provided  the  service 

16  an  amount  (including  the  amount  payable  under  this 

17  part)  which  that  person  has  accepted  as  payment  in  full 

18  for  the  service,  and  (iii)  to  which  the  individual  has 

19  agreed  in  writing  that  payment  may  be  made  under 

20  this  part". 

21  (b)  The  second  sentence  of  such  section  is  amended  by 
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1  INCLUDING  PODIATEISTS  IN  DEFINITION  OF  "PHYSICIAN" 

2  FOE  OUTPATIENT  PHYSICAL  THEEAPY  SEEVICES  AND 

3  INCLUDING  PODIATEISTS  AND  DENTISTS  IN  DEFINI- 

4  TION   OF   ^PHYSICIAN"   FOE   OUTPATIENT  AMBULA- 

5  TOEY  SUEGEEY 

6  Sec.  1026.  (a)  Section  1861(p)(l)  of  the  Social  Security 

7  Act  (42  U.S.C.  1395x(p)(l))  is  amended  by  striking  out  "sec- 

8  tion  1861(r)(l)"  and  inserting  in  lieu  thereof  "paragraph  (1) 

9  or  (3)  of  section  1861(r)". 

10  '(b)  Section  1832(a)(2)(F)(ii)  of  such  Act  (42  U.S.C. 

11  1395k(a)(2)(F)(ii))  is   amended  by   striking  out  "section 

12  1861(r)(l)"  and  inserting  in  lieu  thereof  "paragraph  (1),  (2), 

13  or  (3)  of  section  1861(r)". 

14  (c)    Section    1861(r)(3)    of    such   Act    (42  U.S.C. 

15  1395x(r)(3))  is  amended— 

16  (1)  by  striking  out  "and  (m)"  the  first  place  it  ap- 

17  pears  and  inserting  in  lieu  thereof  ",  (m),  and  (p)(l)", 

18  and 

19  (2)    by    inserting    ",    1832(a)(2)(F)(ii),"  after 

20  "1814(a)"  the  first  place  it  appears. 

21  (d)  The  amendments  made  by  this  section  apply  to  serv- 

22  ices  furnished  on  or  after  the  date  of  enactment  of  this  Act. 
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1  ESTABLISHMENT  BY  PHYSICAL  THEEAPISTS  OF  PLANS 

2  FOR  PHYSICAL  THERAPY 

3  Sec.  1027.  (a)  Section  1861(p)(2)  of  the  Social  Security 

4  Act  (42  U.S.C.  1395x(p)(2))  is  amended  by  striking  out  '% 

5  and  is  periodically  reviewed,  by  a  physician  (as  so  defined)" 

6  and  inserting  in  lieu  thereof  "by  a  physician  (as  so  defined)  or 

7  by  a  qualified  physical  therapist  and  is  periodically  reviewed 

8  by  a  physician  (as  so  defined)". 

9  (b)  Section  1835(a)(2)(C)(ii)  of  such  Act  (42  U.S.C. 

10  1395n(a)(2)(C)(ii))  is  amended  by  striking  out  ",  and  is  peri- 

11  odically  reviewed,  by  a  physician"  and  inserting  in  lieu  there- 

12  of  "by  a  physician  or  by  the  qualified  physical  therapist  pro- 

13  vided  such  services  and  is  periodically  reviewed  by  a 

14  physician". 

15  (c)  The  amendments  made  by  this  section  apply  to  plans 

16  of  care  established  on  or  after  the  date  of  the  enactment  of 

17  this  Act. 

18  ACCESS  to  records  of  subcontractors 

19  Sec.  1028.  (a)  Section  1861(v)(l)(I)  of  the  Social  Secu- 

20  rity  Act  (42  U.S.C.  1395x(v)(l)(I))  is  amended  by  striking  out 

21  "$10,000"  and  inserting  in  lieu  thereof  "$50,000". 

22  (b)  The  amendment  made  by  subsection  (a)  applies  to 

23  contracts  with  subcontractors  entered  into  on  or  after  the 

24  date  of  the  enactment  of  this  Act. 
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1  MEDICARE  EECOVEEY  AGAINST  CERTAIN  THIRD  PARTIES 

2  Sec.  1029.  (a)  Section  1862(b)(1)  of  the  Social  Security 

3  Act  (42  U.S.C.  1395y(b)(l))  is  amended— 

4  (1)  in  the  first  sentence,  by  inserting  ' 'promptly" 

5  after  "to  be  made", 

6  (2)  in  the  second  sentence,  by  inserting  "or  may 

7  be"  after  "has  been",  and 

8  (3)  by  inserting  after  the  second  sentence  the  fol- 

9  lowing  new  sentence:  "The  United  States  may  recover 

10  the  amount  of  any  such  payment  under  this  title  by 

11  bringing  an  action  against  the  entity  responsible  for 

12  payment  under  such  a  law,  policy,  plan,  or  insurance 

13  (if  the  entity  would  be  required  to  make  payment  if  an 

14  appropriate  claim  were  pursued,  but  only  to  the  extent 

15  that  the  entity  has  not  already  made  payment),  by 

16  bringing  an  action  against  the  entity  to  which  payment 

17  has  been  so  made  (if  the  entity  is  other  than  the  indi- 

18  vidual  entitled  to  benefits  under  this  title),  or  by  joining 

19  or  intervening  in  any  action  related  to  the  events  that 

20  gave  rise  to  the  need  for  the  item  or  service,  and  shall 

21  be  subrogated  (to  the  extent  of  the  payment  under  this 

22  title)  to  any  right  of  the  individual  or  any  other  entity 

23  to   payment   under   such   a   law,   policy,   plan,  or 

24  insurance.". 
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1  (b)  Section  1862(b)(2)(B)  of  such  Act  (42  U.S.C. 

2  1395y(b)(2)(B))  is  amended— 

3  (1)  in  the  first  sentence,  by  inserting  "or  may  be" 

4  after  "has  been",  and 

5  (2)  by  inserting  after  the  first  sentence  the  follow- 

6  ing  new  sentence:  "The  United  States  may  recover  the 

7  amount  of  any  such  payment  under  this  title  by  bring- 

8  ing  an  action  against  the  entity  responsible  for  pay- 

9  ment  under  such  a  plan  (if  the  entity  would  be  required 

10  to  make  payment  if  an  appropriate  claim  were  pursued, 

11  but  only  to  the  extent  that  the  entity  has  not  already 

12  made  payment),  by  bringing  an  action  against  the 

13  entity  to  which  payment  has  been  so  made  (if  the 

14  entity  is  other  than  the  individual  entitled  to  benefits 

15  under  this  title),  or  by  joining  or  intervening  in  any 

16  action  related  to  the  events  that  gave  rise  to  the  need 

17  for  the  item  or  service,  and  shall  be  subrogated  (to  the 

18  extent  of  the  payment  under  this  title)  to  any  right  of 

19  the  individual  or  any  other  entity  to  payment  under 

20  such  a  plan.". 

21  (c)  Section  1862(b)(3)(A)(ii)  of  such  Act  (42  U.S.C. 

22  1395y(b)(3)(A)(ii))  is  amended— 

23  (1)  in  the  first  sentence,  by  inserting  "or  may  be" 

24  after  "has  been",  and 
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1  (2)  by  inserting  after  the  first  sentence  the  follow- 

2  ing  new  sentence:  "The  United  States  may  recover  the 

3  amount  of  any  such  payment  under  this  title  by  bring- 

4  ing  an  action  against  the  entity  responsible  for  pay- 

5  ment  under  such  a  plan  (if  the  entity  would  be  required 

6  to  make  payment  if  an  appropriate  claim  were  pursued, 

7  but  only  to  the  extent  that  the  entity  has  not  already 

8  made  payment),  by  bringing  an  action  against  the 

9  entity  to  which  payment  has  been  so  made  (if  the 

10  entity  is  other  than  the  individual  entitled  to  benefits 

11  under  this  title),  or  by  joining  or  intervening  in  any 

12  action  related  to  the  events  that  gave  rise  to  the  need 

13  for  the  item  or  service,  and  shall  be  subrogated  (to  the 

14  extent  of  the  payment  under  this  title)  to  any  right  of 

15  the  individual  or  any  other  entity  to  payment  under 

16  such  a  plan.". 

17  USE  OF  ACCREDITING  OEGANIZATIONS  FOR  CERTAIN 

18  ENTITIES  FURNISHING  SERVICES 

19  Sec.  1030.  The  third  sentence  of  section  1865(a)  of  the 

20  Social  Security  Act  (42  U.S.C.  1395bb(a))  is  amended— 

21  (1)  by  striking  out  "section  1861(e),  (j),  (o),  or 

22  (dd)"     and    inserting    in    lieu    thereof  "section 

23  1832(a)(2)(F)(i),  1861(e),  1861(f),  1861Q),  1861(o),  or 

24  1861(p)(4)(A)  or  (B),  paragraphs  (11)  and  (12)  of  sec- 
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1  tion  1861(s),  or  section  1861(aa)(2),  1861(cc)(2),  or 

2  1861(dd)(2)",  and 

3  (2)  by  striking  out  "institution  or  agency"  each 

4  place  it  appears  and  inserting  in  lieu  thereof  "entity". 

5  CONFIDENTIALITY  OF  ACCREDITATION  SURVEYS 

6  Sec.  1031.  Section  1865(a)  of  the  Social  Security  Act 

7  (42  U.S.C.  1395bb(a))  is  amended— 

8  (1)  by  striking  out  "(on  a  confidential  basis)"  in 

9  paragraph  (2),  and 

10  (2)  by  adding  at  the  end  the  following  new 

11  sentence: 

12  "The  Secretary  may  not  disclose  any  accreditation  survey 

13  made  and  released  to  him  by  the  Joint  Commission  on  Ac- 

14  creditation  of  Hospitals,  the  American  Osteopathic  Associ- 

15  ation,  or  any  other  national  accreditation  body,  of  an  entity 

16  accredited  by  such  body.". 

17  THIRTY-DAY  COVERAGE  FOR  SERVICES  FURNISHED  BY  A 

18  HOME    HEALTH   AGENCY   WHOSE    AGREEMENT  HAS 

19  BEEN  TERMINATED 

20  Sec.  1032.  (a)  Section  1866(b)(4)(B)  of  the  Social  Secu- 

21  rity  Act  (42  U.S.C.  1395cc(b)(4)(B))  is  amended  by  striking 

22  out  "the  calendar  year  in  which"  and  inserting  in  lieu  thereof 

23  "30  days  after". 
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1  (b)  The  amendment  made  by  subsection  (a)  applies  with 

2  respect  to  terminations  whose  effective  date  falls  after  60 

3  days  after  the  date  of  the  enactment  of  this  Act. 

4  TERMINATION  OF  AGREEMENTS  WITH  INSTITUTIONS  AND 

5  ENTITIES  WHERE  OWNERS  OR  CERTAIN  OTHER  INDI- 

6  VIDUALS     HAVE     BEEN     CONVICTED     OF  CERTAIN 

7  OFFENSES 

8  Sec.  1033.  Section  1866(b)(2)(G)  of  the  Social  Security 

9  Act  (42  U.S.C.  1395cc(b)(2)(G))  is  amended  by  inserting  ", 

10  or  that  any  person  who  has  a  direct  or  indirect  ownership  or 

1 1  control  interest  of  5  percent  or  more  in  such  provider,  or  who 

12  is  an  officer,  director,  agent,  or  managing  employee  (as  de- 

13  fined  in  section  1126(b))  of  such  provider,  is  a  person  de- 

14  scribed  in  section  1126(a)(2)"  after  "1126(a)". 

15  ELIMINATION  OF  HEALTH  INSURANCE  BENEFITS 

16  ADVISORY  COUNCIL 

17  Sec.  1034.  (a)  Section  1867  of  the  Social  Security  Act 

18  (42  U.S.C.  1395dd)  is  repealed. 

19  (b)(1)  The  first  sentence  of  section  1863  of  such  Act  (42 

20  U.S.C.  1395z)  is  amended  by  striking  out  "the  Health  Insur- 

21  ance  Benefits  Advisory  Council  established  by  section  1867, 

22  appropriate  State  agencies"  and  inserting  in  lieu  thereof  "ap- 

23  propriate  State  agencies". 
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1  (2)  The  first  sentence  of  section  7(d)(4)  of  the  Railroad 

2  Retirement  Act  of  1974  (45  U.S.C.  23 If (d)(4))  is  amended  by 

3  striking  out  "1867,". 

4  (3)  Section  361  of  the  Social  Security  Amendments  of 

5  1977  (42  U.S.C.  907a)  is  amended  by  striking  out  subsection 

6  (i). 

7  OPEN  ENEOLLMENT  PERIODS  FOR  HEALTH  MAINTENANCE 

8  ORGANIZATIONS  AND  COMPETITIVE  MEDICAL  PLANS 

9  Sec.  1035.  (a)  Subsection  (c)(3)(A)  of  section  1876  of 

10  the  Social  Security  Act  (42  U.S.C.  1395mm)  is  amended — 

11  (1)  by  inserting  "(i)"  after  "(3)(A)", 

12  (2)  by  inserting  "and  including  the  30-day  period 

13  specified  under  clause  (ii)"  after  "30  days  duration 

14  every  year",  and 

15  (3)  by  adding  at  the  end  the  following  new  clause: 

16  "(ii)  For  each  area  served  by  more  than  one  eligible 

17  organization  under  this  section,  the  Secretary  (after  consulta- 

18  tion  with  such  organizations)  shall  establish  a  single  30-day 

19  period  each  year  during  which  all  eligible  organizations  serv- 

20  ing  the  area  must  provide  for  open  enrollment  under  this  sec- 

21  tion.  The  Secretary  shall  determine  annual  per  capita  rates 

22  under  subsection  (a)(1)(A)  in  a  manner  that  assures  that  indi- 

23  viduals  enrolling  during  such  a  30-day  period  will  not  have 

24  premium  charges  increased  or  any  additional  benefits  de- 

25  creased  during  the  12-month  enrollment  period  for  which  the 
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1  individual  is  enrolling.  An  eligible  organization  may  provide 

2  for  such  other  open  enrollment  period  or  periods  as  it  deems 

3  appropriate  consistent  with  this  section/' . 

4  (b)  The  Secretary  of  Health  and  Human  Services  may 

5  phase  in,  over  a  period  of  not  longer  than  three  years,  the 

6  application  of  the  amendments  made  by  subsection  (a)  to  all 

7  applicable  areas  in  the  United  States  if  the  Secretary  deter- 

8  mines  that  it  is  not  administratively  feasible  to  establish  a 

9  single  30-day  open  enrollment  period  for  all  such  applicable 

10  areas  before  the  end  of  the  period. 

11  DEADLINE    FOE    REPORT    ON    INCLUDING    PAYMENT  FOR 

12  PHYSICIANS'  SERVICES  TO  HOSPITAL  INPATIENTS  IN 

13  DRG  PAYMENT  AMOUNTS 

14  Sec.  1036.  The  second  sentence  of  section  603(a)(2)(B) 

15  of  the  Social  Security  Amendments  of  1983  (Public  Law  98- 

16  21)  is  amended  by  striking  out  "include,  in  a  report  to  Con- 

17  gress  in  1985,"  and  inserting  in  lieu  thereof  "submit  to  Con- 

18  gress,  not  later  than  July  1,  1985,  a  report  to  Congress 

19  which  includes". 

20  FLEXIBLE    SANCTIONS    FOR    NONCOMPLIANCE    WITH  RE- 

21  QUIREMENTS     FOR     END-STAGE      RENAL  DISEASE 

22  FACILITIES 

23  Sec.  1037.  Section  1881(c)(3)  of  the  Social  Security 

24  Act  (42  U.S.C.  1395rr(c)(3))  is  amended  by  adding  at  the  end 

25  the  following  new  sentence:  "Where  the  Secretary  also  de- 
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1  termines  that  the  facility's  or  provider's  failure  to  cooperate 

2  with  the  Secretary's  plans  and  goals  does  not  jeopardize  pa- 

3  tient  health  or  safety  or  justify  termination  of  certification, 

4  the  Secretary  may,  instead  of  terminating  or  withholding  cer- 

5  tification  and  after  reasonable  notice  to  the  provider  or  facili- 

6  ty  and  to  the  public,  impose  such  other  sanctions  as  may  be 

7  appropriate,  which  sanctions  may  include  denial  of  reim- 

8  bursement  with  respect  to  some  or  all  patients  admitted  to 

9  the  facility  after  the  date  of  the  notice  and  graduated  reduc- 

10  tion  in  reimbursement  for  all  patients.". 

11  REMOVING  COSTS  OF  NURSE  ANESTHETISTS  FROM  DRG- 

12  BASED  PAYMENTS 

13  Sec.    1038.    (a)   The    second   sentence   of  section 

14  1886(a)(4)    of    the    Social    Security    Act    (42  U.S.C. 

15  1395ww(a)(4))  is  amended  by  inserting  "and  costs  related  to 

16  employment  or  contracts  for  the  professional  services  of  certi- 

17  fied  registered  nurse  anesthetists"   after  "capital-related 

18  costs". 

19  (b)  The  second  sentence  of  section  603(a)(2)(B)  of  the 

20  Social  Security  Amendments  of  1983  (Public  Law  98-21)  is 

21  amended  by  inserting  "and  for  services  of  certified  registered 

22  nurse  anesthetists"  after  "physicians'  services". 

23  (c)  The  amendment  made  by  subsection  (a)  shall  apply 

24  to  payments  for  cost  reporting  periods  beginning  on  or  after 

25  October  1,  1984,  and  before  October  1,  1986. 
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1  DETEEMINATION  OF  HOSPITAL  AREA  WAGE  INDEX 

2  Sec.  1039.  (a)  Section  1886(d)(3)(E)  of  the  Social  Secu- 

3  rity  Act  (42  U.S.C.  1395ww(d)(3)(E))  is  amended  by  adding 

4  at  the  end  the  following  new  sentence:  "The  Secretary  shall 

5  establish  criteria  under  which,  in  the  case  of  a  hospital  that 

6  demonstrates  to  the  Secretary  in  a  current  fiscal  year  that 

7  the  adjustment  being  made  under  the  previous  sentence  (or 

8  under  paragraph  (2)(H))  for  that  hospital's  discharges  in  that 

9  fiscal  year  does  not  accurately  reflect  the  wage  levels  in  the 

10  labor  market  serving  the  hospital,  the  Secretary,  to  the 

11  extent  he  deems  appropriate,  shall  modify  such  adjustment 

12  for  that  hospital  for  discharges  in  the  subsequent  fiscal  year 

13  to  take  into  account  a  difference  in  payment  amounts  in  that 

14  current  fiscal  year  to  the  hospital  that  resulted  from  such 

15  inaccuracy.". 

16  (b)  The  Secretary  of  Health  and  Human  Services  shall 

17  develop,  in  consultation  with  the  Secretary  of  Labor  and  the 

18  Commissioner  of  the  Bureau  of  Labor  Statistics,  methods  of 

19  refining  and  improving  the  adequacy  and  equity  of  the  area 

20  wage  indices  used  under  paragraphs  (2)(H)  and  (3)(E)  of  sec- 

21  tion  1886(d)  of  the  Social  Security  Act.  The  Secretary  shall 

22  report  to  Congress  on  such  developments  not  later  than  June 

23  1,  1984. 
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1  DEFINITION   OF   BONA   FIDE    EMEEGENCY   SERVICES  FOR 

2  PURPOSES  OF  LIMITATIONS  ON  PAYMENT  FOR  HOSPI- 

3  TAL  OUTPATIENT  SERVICES 

4  Sec.     1040.    In    the    administration    of  section 

5  1861(v)(l)(K)   of  the   Social   Security  Act   (42  U.S.C. 

6  1395x(v)(l)(K)),  the  Secretary  of  Health  and  Human  Serv- 

7  ices  shall  provide  that  "bona  fide  emergency  services"  shall 

8  include  services  provided  in  a  hospital  emergency  room  after 

9  the  onset  of  a  medical  condition  manifesting  itself  by  symp- 

10  toms  of  sufficient  severity  that  the  absence  of  immediate 

1 1  medical  attention  could  reasonably  be  expected,  by  a  prudent 

12  layperson  possessing  an  average  knowledge  of  health  and 

13  medicine,  to  result  in — 


14  (1)  placing  the  patient's  health  in  jeopardy, 

15  (2)  serious  impairment  to  bodily  functions, 

16  (3)  serious  dysfunction  of  any  bodily  organ  or 

17  part, 

18  (4)  development  or  continuance  of  severe  pain. 

19  DELAY  OF  EFFECTIVE  DATE  FOR  SINGLE-RATE  FOR 

20  SKILLED  NURSING  FACILITIES 

21  Sec.  1041.  Effective  September  30,  1983,  section 


22  102(b)  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 

23  1982  (Public  Law  97-248),  as  amended  by  section  605  of  the 

24  Social  Security  Amendments  of  1983  (Public  Law  98-21),  is 
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1  amended  by  striking  out  "October  1,  1983"  and  inserting  in 

2  lieu  thereof  "April  1,  1984". 

3  TITLE  XI— TRADE  ADJUSTMENT 

4  ASSISTANCE 

5  SEC.  1101.  LIMITATIONS  ON  TRADE  READJUSTMENT  ALLOW- 

6  ANCES. 

7  The  first  sentence  of  section  233(a)(3)  of  the  Trade  Act 

8  of  1974  (19  U.S.C.  2293(a)(3))  is  amended  to  read  as  follows: 

9  "Notwithstanding  paragraph  (1),  in  order  to  assist  the  ad- 

10  versely  affected  worker  to  complete  training  approved  for 

11  him  under  section  236,  and  in  accordance  with  regulations 

12  prescribed  by  the  Secretary,  payments  may  be  made  as  trade 

13  readjustment  allowances  for  up  to  26  additional  weeks  in  the 

14  26-week  period  that — 

15  "(A)  follows  the  last  week  of  entitlement  to  trade 

16  readjustment  allowances  otherwise  payable  under  this 

17  chapter;  or 

18  "(B)  begins  with  the  first  week  of  such  training,  if 

19  such  training  is  approved  after  the  last  week  described 

20  in  subparagraph  (A).". 

21  SEC.  1102.  JOB  SEARCH  AND  RELOCATION  ALLOWANCES. 

22  (a)  Section  237(a)(1)  of  the  Trade  Act  of  1974  (19 

23  U.S.C.  2297(a)(1))  is  amended  by  striking  out  "$600"  and 

24  inserting  in  lieu  thereof  "$800". 
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1  (b)  Section  238(d)(2)  of  the  Trade  Act  of  1974  (19 

2  U.S.C.  2298(d)(2))  is  amended  by  striking  out  "$600"  and 

3  inserting  in  lieu  thereof  "$800". 

4  SEC.  1103.  ASSISTANCE  TO  INDUSTRY. 

5  Section  265  of  the  Trade  Act  of  1974  (19  U.S.C.  2355) 

6  is  amended — 

7  (1)  by  amending  subsection  (a) — 

8  (A)  by  inserting  "or  workers"  immediately 

9  after  "substantial  number  of  firms",  and 

10  (B)  by  inserting  "223  or"  immediately  before 

11  "251";  and 

12  (2)  by  striking  out  "$2,000,000"  in  subsection  (b) 

13  and  inserting  in  lieu  thereof  "$10,000,000". 

14  TITLE  XII— HIGHWAY  REVENUE 

15  PROVISIONS 

16  SEC.  1200.  TABLE  OF  CONTENTS. 

Sec.  1200.  Table  of  contents. 

Sec.  1201.  Reduction  of  heavy  vehicle  use  tax. 

Sec.  1202.  Increase  in  diesel  fuel  tax. 

Sec.  1203.  Study. 

17  SEC.  1201.  REDUCTION  OF  HEAVY  VEHICLE  USE  TAX. 

18  (a)  General  Rule. — Subsection  (a)  of  section  4481 

19  (as  amended  by  section  513(a)  of  the  Highway  Revenue  Act 

20  of  1982)  is  amended  to  read  as  follows: 

21  "(a)  Imposition  of  Tax. — A  tax  is  hereby  imposed  on 

22  the  use  of  any  highway  motor  vehicle  which  (together  with 

23  the  semitrailers  and  trailers  customarily  used  in  connection 
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1  with  highway  motor  vehicles  of  the  same  type  as  such  high- 

2  way  motor  vehicle)  has  a  taxable  gross  weight  of  at  least 

3  55,000  pounds  at  the  rate  specified  in  the  following  table: 

"Taxable  gross  weight:  Rate  of  tax: 

"At  least  55,000  pounds,  but  not 

over  72,000  pounds   $150  per  year  plus  $20  for  each  1,000 

pounds  (or  fraction  thereof)  in  excess  of 

55,000  pounds. 
Over  72,000  pounds   $500." 


4  (b)  Special  Rules  in  the  Case  of  Ceetain 

5  Ownee-Opeeatobs. — 

6  (1)  Special  eule  foe  taxable  pebiod  begin- 

7  ning  on  july  i,  1984. — In  the  case  of  a  small 

8  owner-operator,  the  amount  of  the  tax  imposed  by  sec- 

9  tion  4481  of  the  Internal  Revenue  Code  of  1954  on 

10  the  use  of  any  highway  motor  vehicle  subject  to  tax 

11  under  section  4481(a)  of  such  Code  (as  amended  by 

12  subsection  (a))  for  the  taxable  period  which  begins  on 

13  July  1,  1984,  shall  be  the  lesser  of — 

14  (A)  $3  for  each  1,000  pounds  of  taxable 

15  gross  weight  (or  fraction  thereof),  or 

16  (B)  the  amount  of  the  tax  which  would  be 

17  imposed   under   such   section   4481(a)  without 

18  regard  to  this  paragraph. 

19  (2)  Exemption  foe  vehicles  used  foe  less 

20  than  5,000  miles  (and  ceetain  othee  amend- 

21  MENTS)  TO  TAKE  EFFECT  ON  JULY  1,  19  84. — In  the 
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1  case  of  a  small  owner-operator,  notwithstanding  sub- 

2  section  (f)(2)  of  section  513  of  the  Highway  Revenue 

3  Act  of  1982,  the  amendments  made  by  subsections  (b), 

4  (c),  and  (d)  of  such  section  shall  take  effect  on  July  1, 

5  1984. 

6  (3)  Small  ownee-opeeatoe  defined. — For 

7  purposes  of  this  subsection,  the  term  "small  owner-op- 

8  erator"  has  the  meaning  given  such  term  by  section 

9  513(f)(2)  of  the  Highway  Revenue  Act  of  1982. 

10  (4)  Taxable  geoss  weight. — For  purposes  of 

11  this  subsection,  the  term  'taxable  gross  weight'  has  the 

12  same  meaning  as  when  used  in  section  4481  of  the  In- 

13  ternal  Revenue  Code  of  1954. 

14  (c)  Effective  Date. — The  amendment  made  by  sub- 

15  section  (a)  (and  the  provisions  of  subsection  (b))  shall  take 

16  effect  on  July  1,  1984. 

17  SEC.  1202.  INCREASE  IN  DIESEL  FUEL  TAX. 

18  (a)  Gteneeal  Rule. — Paragraph  (1)  of  section  4041(a) 

19  (relating  to  diesel  fuel)  is  amended  by  striking  out  "9  cents" 

20  and  inserting  in  lieu  thereof   14%  cents". 

21  (b)  Teeatment  of  Gasohol. — Paragraph  (1)  of  sec- 

22  tion  404 l(k)  (relating  to  fuels  containing  alcohol)  is  amended 

23  to  read  as  follows: 

24  "(1)  In  geneeal. — Under  regulations  prescribed 

25  by  the  Secretary,  in  the  case  of  the  sale  or  use  of  any 
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1  liquid  at  least  10  percent  of  which  consists  of  alcohol 

2  (as  defined  in  section  4081(c)(3)) — 

3  "(A)  subsection  (a)(1)  shall  be  applied  by 

4  substituting  '9V2  cents'  for  '14%  cents',  and 

5  "(B)  subsection  (a)(2)  shall  be  applied  by  sub- 

6  stituting  '4  cents'  for  '9  cents',  and 

7  "(C)  no  tax  shall  be  imposed  by  subsection 

8  (c)." 

9  (c)  Income  Tax  Ceedit  foe  Ptjechase  of  Diesel 


10  Poweeed  Automobile  oe  Light  Teuck. — Section  6427 

11  (relating  to  fuels  not  used  for  taxable  purposes),  as  amended 

12  by  this  Act,  is  amended  by  redesignating  subsections  (g),  (h), 

13  (i),  (j),  (k),  (1),  and  (m)  and  as  subsections  (h),  (i),  (j),  (k),  (1), 

14  (m),  and  (n),  respectively,  and  by  inserting  after  subsection  (f) 

15  the  following  new  subsection: 


16  "(g)  Advance  Repayment  of  Inceeased  Diesel 

17  Fuel  Tax  to  Oeiginal  Puechasees  of  Diesel- 

18  Poweeed  Automobiles  and  Light  Teucks. — 

19  "(1)  In  geneeal. — Except  as  provided  in  sub- 

20  section  (j),  the  Secretary  shall  pay  (without  interest)  to 

21  the  original  purchaser  of  any  qualified  diesel-powered 

22  highway  vehicle  an  amount  equal  to  the  diesel  fuel  dif- 

23  ferential  amount. 

24  "(2)  Qualified  diesel-poweeed  highway  ve- 

25  hicle. — For  purposes  of  this  subsection,  the  term 
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1  'qualified  diesel-powered  highway  vehicle'  means  any 

2  diesel-powered  highway  vehicle  which — 

3  "(A)  has  at  least  4  wheels, 

4  "(B)  has  a  gross  vehicle  weight  rating  of 

5  10,000  pounds  or  less,  and 

6  "(C)  is  registered  for  highway  use  in  the 

7  United  States  under  the  laws  of  any  State. 

8  "(3)  Diesel  fuel  differential  amount. — 

9  For  purposes  of  this  subsection,  the  term  'diesel  fuel 

10  differential  amount'  means — 

11  "(A)  except  as  provided  in  subparagraph  (B), 

12  $96,  or 

13  "(B)  in  the  case  of  a  truck  or  van,  $180. 

14  "(4)  Original  purchaser. — For  purposes  of 

15  this  subsection — 

16  (A)  In  general. — Except  as  provided  in 

17  subparagraph  (B),  the  term  'original  purchaser' 

18  means  the  first  person  to  purchase  the  qualified 

19  diesel-powered  vehicle  for  use  other  than  resale. 

20  "(B)  Exception  for  certain  persons 

21  not  subject  to  fuels  tax. — The  term  'origi- 

22  nal  purchaser'  shall  not  include  any  State  or  local 

23  government  (as  defined  in  section  4221(d)(4))  or 

24  any  nonprofit  educational  organization  (as  defined 

25  in  section  4221(d)(5)). 
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1  "(C)  Treatment  of  demonstration  use 

2  by  dealer. — For  purposes  of  subparagraph  (A), 

3  use  as  a  demonstrator  by  a  dealer  shall  not  be 

4  taken  into  account. 

5  "(5)  Vehicles  to  which  subsection  ap- 

6  plies. — Except  as  provided  in  paragraph  (6),  this  sub- 

7  section  shall  only  apply  to  qualified  diesel-powered 

8  highway  vehicles  originally  purchased  after  January  1, 

9  1985,  and  before  January  1,  1988. 

10  "(6)  Special  rule  for  certain  vehicles 

11  held  on  january  1,  1985. — 

12  "(A)  In  general. — In  the  case  of  any 

13  person  holding  a  qualified  diesel-powered  highway 

14  vehicle  on  January  1,  1985 — 

15  "(i)  such  person  shall  be  treated  as  if  he 

16  originally  purchased  such  vehicle  on  Decem- 

17  ber  31,  1984,  but 

18  "(ii)  the  amount  payable  under  para- 

19  graph  (1)  to  such  person  for  such  vehicle 

20  shall  be  the  applicable  fraction  of  the  diesel 

21  fuel  differential  amount. 

22  "(B)  Applicable  fraction. — For  purposes 

23  of  subparagraph  (A),  the  applicable  fraction  is  the 

24  fraction  determined  in  accordance  with  the  follow- 

25  ing  table: 
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1  In  the  case  of  a  1978  or  earlier  model  year  vehi- 

2  cle,  the  applicable  fraction  shall  be  zero. 

3  "(7)  Basis  reduction. — 

4  "(A)  In  general. — For  purposes  of  subtitle 

5  A,  the  basis  of  any  qualified  diesel-powered  high- 

6  way  vehicle  shall  be  reduced  by  the  amount  pay- 

7  able  under  this  subsection  with  respect  to  such 

8  vehicle. 

9  "(B)  Coordination  with  limitation  on 

10  luxury  automobiles. — The  limitation  of  sec- 

11  tion  168(d)(3)(A)  with  respect  to  any  vehicle  shall 

12  be  reduced  by  the  amount  payable  under  para- 

13  graph  (1)  with  respect  to  such  vehicle. " 

14  (d)  Technical  and  Conforming  Amendments. — 

15  (1)  Amendments  to  highway  trust  fund. — 

16  (A)  Transfers  to  mass  transit  ac- 

17  count. — Paragraph  (2)  of  section  9503(e)  (relat- 

18  ing  to  transfers  to  Mass  Transit  Account)  is 

19  amended  to  read  as  follows: 

20  "(2)  Transfers  to  mass  transit  account. — 

21  The  Secretary  of  the  Treasury  shall  transfer  to  the 
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1  Mass  Transit  Account  the  mass  transit  portion  of  the 

2  amounts  appropriated  to  the  Highway  Trust  Fund 

3  under  subsection  (b)  which  are  attributable  to  taxes 

4  under  sections  4041  and  4081  imposed  after  March  31, 

5  1983.  For  purposes  of  the  preceding  sentence,  the 

6  term  'mass  transit  portion'  means  an  amount  deter- 

7  mined  at  the  rate  of  1  cent  for  each  gallon  with  respect 

8  to  which  tax  was  imposed  under  section  4041  or 

9  4081. " 

10  (B)  Income  tax  credits  payable  out  of 

11  highway  teust  fund. — Clause  (ii)  of  section 

12  9503(c)(2)(A)  is  amended  by  striking  out  ' 'used 

13  before  October  1,  1988"  and  inserting  in  lieu 

14  thereof  "used  before  October  1,  1988  (or  with  re- 

15  spect  to  qualified  diesel-powered  highway  vehicles 

16  purchased  before  January  1,  1988)". 

17  (2)  CONFOEMING  AMENDMENTS  TO  INCOME  TAX 

18  CEEDIT. — 

19  (A)  Subsections  (a)(4)  and  (b)  of  section  39 

20  (as  in  effect  before  the  enactment  made  by  title 

21  IV  of  this  Act)  are  each  amended  by  striking  out 

22  "6427©"  and  inserting  in  lieu  thereof  "6427(j)". 

23  (B)  Subsections  (a),  (b)(1),  (c),  (d),  (e)(1),  and 

24  (f)(1)  of  section  6427  are  each  amended  by  strik- 

25  ing  out  "(i)"  and  inserting  in  lieu  thereof  "(j)". 
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1  (C)  Subsection  (h)(1)  of  section  6427  (as  re- 

2  designated  by  subsection  (c))  is  amended — 

3  (i)  by  striking  out  "or  (f)"  and  inserting 

4  in  lieu  thereof  "(f),  or  (g)",  and 

5  (ii)  by  striking  out  "fuel  used"  each 

6  place  it  appears  and  inserting  in  lieu  thereof 

7  "fuel  used  (or  a  qualified  diesel  powered 

8  highway  vehicle  purchased)". 

9  (D)  Subsection  (h)(2)(A)  of  section  6427  (as 

10  so  redesignated)  is  amended — 

11  (i)  by  striking  out  "and  (e)"  in  clause  (i) 

12  and  inserting  in  lieu  thereof  "(e),  and  (g)", 

13  and 

14  (ii)  by  striking  out  "fuel  used"  each 

15  place  it  appears  and  inserting  in  lieu  thereof 

16  "fuel  used  (or  a  qualified  diesel  powered 

17  highway  vehicle  purchased)". 

18  (E)  Subsection  (k)(2)  of  section  6427  (as  so 

19  redesignated)  is  amended  by  striking  out  "(g)(2)" 

20  and  inserting  in  lieu  thereof  "(h)(2)". 

21  (F)  Subsection  (m)  of  section  6427  (as  so  re- 

22  designated)  is  amended  by  striking  out  "and  (d)" 

23  each  place  it  appears  and  inserting  in  lieu  thereof 

24  "(d),  and  (g)". 


1  (G)     Sections     7210,     7603,  7604(b), 

2  7604(c)(2),  7605(a),  7609(c)(1),  and  7610(c)  are 

3  each  amended  by  striking  out  "6427(h)(2)"  each 

4  place  it  appears  and  inserting  in  lieu  thereof 

5  "6427(i)(2)". 

6  (e)  Effective  Date. — The  amendments  made  by  this 

7  section  shall  take  effect  on  July  1,  1984. 

8  SEC.  1203.  STUDY. 

9  (a)  Geneeal  Rule. — The  Secretary  of  Transportation 

10  (in  consultation  with  the  Secretary  of  the  Treasury)  shall 

11  conduct  a  study  of  whether  highway  motor  vehicles  with  tax- 

12  able  gross  weights  of  80,000  pounds  or  more  bear  their  fair 

13  share  of  the  costs  of  the  highway  system. 

14  (b)  Repoet. — Not  later  than  the  day  1  year  after  the 

15  date  of  the  enactment  of  this  Act,  the  Secretary  of  Transpor- 

16  tation  shall  submit  to  the  Committee  on  Ways  and  Means  of 

17  the  House  of  Representatives  and  the  Committee  on  Finance 

18  of  the  Senate  a  report  on  the  study  conducted  under  subsec- 

19  tion  (a)  together  with  such  recommendations  as  he  may  deem 

20  advisable. 


I.  LEGISLATIVE  BACKGROUND 


Sources  of  the  bill 

On  March  1,  1984,  the  Committee  on  Ways  and  Means  adopted  a 
committee  amendment  to  H.R.  4170  to  be  offered  as  a  substitute  for 
the  previously  reported  bill.  The  committee  amendment  to  H.R. 
4170  consists  of  12  titles.  These  12  titles  are  either  from  bills  previ- 
ously ordered  favorably  reported  by  the  committee  or  certain  other 
provisions  ordered  favorably  reported.  Markup  by  the  full  commit- 
tee on  these  provisions  occurred  on  July  26-27,  October  4-6,  and 
October  18-19,  1983,  with  H.R.  4170  being  ordered  favorably  report- 
ed on  October  20,  1983,  and  a  committee  report  filed  on  October  21, 
1983  (H.  Rept.  No.  98-432),  Subcommittee  markup  dates  are  indicated 
below: 

The  sources  of  the  12  titles  of  the  committee  amendment  to  H.R. 
4170  are  as  follows: 

Title  I — Tax  Freeze  and  Tax  Reform  Generally  including  Tax- 
Exempt  Entity  Leasing  Provisions. 1 

Title  II — Life  Insurance  Tax  Provisions  (H.R.  4065,  as  amended). 

Title  III — Revision  of  Private  Foundation  Provisions  (report  and 
recommendations  of  the  Oversight  Subcommittee,  with  amend- 
ments). 

Title  IV — Tax  Simplification  Provisions  (H.R.  3475,  as  amended, 
including  H.R.  3592  and  H.R.  3593,  as  amended). 

Title  V — Fringe  Benefit  Provisions  (H.R.  3525,  as  amended). 

Title  VI— Technical  Corrections  (H.R.  3805,  as  amended). 

Title  VII— Tax-Exempt  Bond  Provisions  (including  H.R.  2504,  as 
amended). 

Title  VIII— Miscellaneous  Revenue  Matters  (H.R.  699,  H.R.  2476, 
H.R.  2831,  H.R.  3096,  and  H.R.  3173,  as  amended,  plus  additional 
miscellaneous  provisions  adopted  on  November  16,  1983  and  Febru- 
ary 29  and  March  1,  1984). 

Title  IX— Social  Security  Disability  Benefits  (H.R.  3755,  as 
amended). 

Title  X — Medicare  Budget  Reconciliation  Amendments  (recom- 
mendations from  the  Subcommittee  on  Health,  as  amended). 

Title  XI — Trade  Adjustment  Assistance  (certain  provisions  from 
(H.R.  3391,  as  previously  reported  by  the  committee  and  passed  by 
the  House). 

Title  XII — Highway  Use  and  Diesel  Fuel  Tax  changes  (adopted  in 
committee  markup  on  March  1,  1984). 


1  The  Tax-exempt  entity  leasing  provisions  were  in  title  I  of  H.R.  4170  as  reported,  and  origi- 
nally were  from  H.R.  3110,  with  amendments.  The  tax  freeze  provisions,  with  amendments,  are 
from  Mr.  Rostenkowski's  proposed  floor  amendment  to  H.R.  4170  (printed  in  the  Congressional 
Record,  November  16,  1983).  The  other  tax  reform  provisions  of  title  I  are  as  a  result  of  commit- 
tee hearings  on  February  22  and  28,  1984,  on  the  Treasury  Department's  proposed  tax  shelter 
and  other  tax  reform  provisions  and  related  tax  provisions  considered  by  the  committee. 
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Committee  and  subcommittee  consideration  of  H.R.  4170  and 
committee  amendment  to  H.R.  4170. 

Title  I— Tax  Freeze  and  Tax  Reform  Generally  (including 
Tax-Exempt  Entity  Leasing  Provisions) 

The  tax-exempt  entity  leasing  provisions  originated  from  H.R. 
3110  as  amended  and  ordered  favorably  reported  by  the  committee 
on  July  27,  1983.  The  bill  was  introduced  on  My  24,  1983,  and  the 
committee  held  a  public  hearing  on  June  8,  1983.  The  provisions  of  H.R. 
3110  were  marked  up  by  the  committee  on  July  26  and  27,  1983. 

The  tax  freeze  provisions  originated  with  modifications"  from  a 
proposed  floor  amendment  to  H.R.  4170  by  Mr.  Rostenkowski 
(printed  in  the  November  16,  1983  Congressional  Record).  The  tax 
reform  provisions  of  title  I  are  from  public  hearings  on  February 
22  and  28,  1984,  on  the  Treasury  Department's  proposed  tax  shelter 
and  other  tax  reform  proposals,  and  other  committee  amendments 
adopted  in  markup  on  February  29  and  March  1,  1984. 

Title  II— Life  Insurance  Tax  Provisions 

This  title  originated  from  H.R.  4065  as  amended  and  ordered  fa- 
vorably reported  by  the  committee  on  October  5,  1983.  The  bill  was 
introduced  on  October  3,  1983,  as  ordered  reported  from  the  Sub- 
committee on  Select  Revenue  Measures.  Subcommittee  markup  ses- 
sions were  held  on  a  draft  proposal  on  August  2,  1983  and  Septem- 
ber 27,  1983.  Subcommittee  hearings  on  life  insurance  tax  propos- 
als were  held  on  May  10-11,  1983  and  July  28,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
February  29  and  March  1,  1984. 

Title  Ill-Revision  of  Private  Foundation  Provisions 

This  title  originated  from  a  report  and  recommendations  of  the 
Subcommittee  on  Oversight.  (See  Subcommittee  Report  dated  Sep- 
tember 28,  1983,  WMCP  98-14.)  The  committee  marked  up  the  Sub- 
committee recommendations  on  October  5  and  6,  1983.  The  Sub- 
committee approved  its  recommendations  on  September  14  and  15, 
1983.  Subcommittee  hearings  on  the  tax  treatment  of  private  foun- 
dations were  held  on  June  27,  28,  and  30,  and  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
February  29  and  March  1,  1984. 

Title  IV— Tax  Simplification  provisions 

This  title  originated  from  H.R.  3475  as  amended  and  ordered  fa- 
vorably reported  by  the  committee  on  October  4,  1983.  H.R.  3475 
was  introduced  on  June  30,  1983,  and  the  committee  held  a  public 
hearing  on  July  25,  1983. 

The  title  also  includes  the  provisions  of  H.R.  3592  and  H.R.  3593 
as  ordered  favorably  reported  by  the  committee  on  October  4,  1983. 
A  public  hearing  was  held  on  these  bills  on  September  21,  1983,  by 
the  Subcommittee  on  Select  Revenue  Measures.  The  Subcommittee 
marked  up  and  approved  these  bills  on  September  29,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
February  29  and  March  1,  1984. 
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Title  V— Fringe  Benefit  Provisions 

This  title  originated  from  H.R.  3525  as  amended  and  ordered  fa- 
vorably reported  by  the  committee  on  October  5,  1983.  The  bill  was 
introduced  on  July  12,  1983,  and  a  public  hearing  was  held  on 
August  1,  1983,  by  the  Subcommittee  on  Select  Revenue  Measures. 
The  Subcommittee  marked  up  and  approved  the  bill  on  September 
29,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
February  29  and  March  1,  1984. 

Title  VI— Technical  Corrections 

This  title  originated  from  H.R.  3805  as  amended  and  ordered  fa- 
vorably reported  by  the  Committee  on  October  4,  1983.  This  bill 
was  introduced  on  August  4,  1983,  and  the  committee  held  a  public 
hearing  on  September  22,  1983. 

This  title  was  further  amended  by  the  Committee  in  markup  on 
February  29  and  March  1,  1984. 

Title  VII— Tax-Exempt  Bond  Provisions 

This  title  was  based  generally  on  the  provisions  of  H.R.  1635  and 
H.R.  1176,  and  these  provisions  as  amended  were  approved  and  or- 
dered favorably  reported  by  the  committee  on  October  18,  1983. 
H.R.  1635  was  introduced  on  February  24,  1983,  and  a  public  hear- 
ing was  held  by  the  committee  on  June  15-16,  1983.  H.R.  1176  was 
introduced  on  February  2,  1983,  and  a  public  hearing  was  held  by 
the  committee  on  June  15-16,  1983. 

The  title  also  includes  the  provisions  of  H.R.  2504  as  amended 
and  ordered  favorably  by  the  committee  on  October  4,  1983.  H.R. 
2504  was  introduced  on  April  12,  1983,  and  a  public  hearing  was 
held  on  September  21,  1983,  by  the  Subcommittee  on  Select  Reve- 
nue Measures.  The  Subcommittee  marked  up  the  bill  and  approved 
it  on  September  29,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
November  16,  1983,  and  on  February  29  and  March  1,  1984. 

Title  VIII — Miscellaneous  Revenue  Matters 

This  title  originated  in  H.R.  4170  from  five  miscellaneous  tax 
bills  (H.R.  699,  H.R.  2476,  H.R.  2831,  H.R.  3096,  and  H.R.  3173)  as 
amended  and  ordered  favorably  reported  by  the  committee  on  Octo- 
ber 4,  1983.  These  bills  were  marked  up  and  approved  on  Septem- 
ber 29,  1983,  by  the  Subcommittee  on  Select  Revenue  Measures.  A 
public  hearing  was  held  by  the  Subcommittee  on  September  21, 
1983.  H.R.  699  was  introduced  on  January  6,  1983;  H.R.  2476  was 
introduced  on  April  12,  1983;  H.R.  2831  was  introduced  on  April  28, 
1983;  H.R.  3096  was  introduced  on  May  23,  1983;  and  H.R.  3173  was 
introduced  on  May  26,  1983. 

Additional  miscellaneous  committee  amendments  were  adopted 
in  committee  markup  on  November  16,  1983,  and  on  February  29 
and  March  1,  1984. 

Title  IX — Social  Security  Disability  Benefits 

This  title  originated  from  H.R.  3755  as  amended  and  ordered  fa- 
vorably reported  by  the  committee  on  September  27,  1983.  The  bill 
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was  introduced  on  August  3,  1983,  and  the  Subcommittee  on  Social 
Security  marked  up  and  approved  the  bill  on  August  3,  1983.  A 
public  hearing  was  held  on  the  subject  by  the  Subcommittee  on 
June  30,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
February  29,  1984. 

Title  X— Medicare  Budget  Reconciliation  Amendments 

This  title  originated  from  provisions  as  amended  and  ordered  fa- 
vorably reported  by  the  committee  on  October  19,  1983.  The  provi- 
sions considered  by  the  committee  were  from  recommendations  by 
the  Subcommittee  on  Health,  which  marked  up  and  approved  the 
recommendations  on  October  5,  1983. 

This  title  was  further  amended  by  the  committee  in  markup  on 
November  16,  1983,  and  on  February  29  and  March  1,  1984. 

Title  XI— Trade  Adjustment  Assistance  Programs 

This  title  originated  from  sections  3,  6,  and  8  of  H.R.  3391  as  pre- 
viously reported  by  the  committee  on  June  29,  1983  (H.  Rep.  No. 
98-281),  and  passed  by  the  House  on  September  15,  1983.  A  Sub- 
committee hearing  was  held  on  the  subject  on  February  15,  1983. 

Title  XII— Highway  Use  and  Diesel  Fuel  Tax  Changes 

This  title  was  added  by  the  committee  in  markup  on  March  1, 
1984,  after  a  public  hearing  on  the  subject  on  February  23,  1984. 


II.  SUMMARY 
Title  I. — Tax  Freeze;  Tax  Reforms  Generally 

A.  "Tax  Freeze"  and  Related  Provisions 

1.  Foreign  earned  income 

Under  present  law,  the  maximum  amount  of  income  earned 
abroad  excluded  from  taxable  income  is  $80,000  for  1983,  and  is 
scheduled  to  increase  in  $5,000  annual  increments  to  a  permanent 
level  of  $95,000  in  1986.  The  bill  freezes  the  amount  of  the  exclu- 
sion at  $80,000  until  1988  and  increases  it  in  $5,000  increments  to 
$95,000  in  1990. 

2.  Expensing  of  business  personal  propertg 

Under  present  law,  the  amount  of  personal  property  which  busi- 
nesses may  elect  to  expense  each  year  is  scheduled  to  increase  from 
$5,000  in  1983  to  $7,500  in  1984  and  1985  and  to  $10,000  thereafter. 
The  bill  freezes  the  maximum  amount  that  can  be  expensed  at 
$5,000  through  1987,  increasing  it  to  $7,500  in  1988  and  1989  and 
$10,000  thereafter. 

3.  Investment  credit  for  used  propertg 

Under  present  law,  the  maximum  amount  of  used  property  eligi- 
ble for  the  investment  credit  is  scheduled  to  increase  from  $125,000 
to  $150,000  in  1985.  The  bill  freezes  the  amount  eligible  for  the 
credit  at  $125,000  through  1987,  after  which  this  limit  increases  to 
$150,000. 

4.  Net  interest  exclusion 

Under  present  law,  starting  in  1985,  individuals  will  be  able  to 
exclude  15  percent  of  interest  income  to  the  extent  such  income  ex- 
ceeds certain  interest  deductions,  up  to  a  maximum  exclusion  of 
$450  for  single  persons  and  $900  for  married  couples.  The  bill  re- 
peals this  net  interest  exclusion. 

5.  Limits  on  pension  plans 

Under  present  law,  the  dollar  limits  on  the  contributions  to  and 
benefits  from  tax-qualified  pension  plans  are  scheduled  to  be  in- 
dexed for  inflation  in  1986.  The  bill  freezes  the  dollar  limits  at  cur- 
rent levels  until  1988.  After  1988,  the  limits  will  be  indexed. 

6.  Emplogee  stock  ownership  plans 

Under  present  law,  the  limit  on  the  tax  credit  for  employer  con- 
tributions to  an  employee  stock  ownership  plan  (ESOP)  is  sched- 
uled to  increase  from  one-half  of  one  percent  of  payroll  in  1983  and 
1984  to  three-fourths  of  one  percent  in  1985.  The  bill  freezes  the 
limit  at  the  current  rate  through  1987. 
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7.  Estate  and  gift  tax  rate 

Under  present  law,  the  maximum  estate  and  gift  tax  rate  is 
scheduled  to  be  reduced  from  60  percent  in  1983  to  55  percent  in 
1984  and  50  percent  in  subsequent  years.  The  bill  freezes  the  rate 
at  60  percent  until  1988  and  reduces  the  rate  to  55  percent  in  1988 
and  50  percent  thereafter. 

8.  Windfall  profit  tax  on  newly  discovered  oil 

Under  present  law,  the  windfall  profit  tax  rate  on  newly  discov- 
ered oil  is  scheduled  to  decline  from  25  percent  in  1983  to  22.5  per- 
cent in  1984,  20  percent  in  1985,  and  15  percent  in  1986  and  subse- 
quent years.  The  bill  freezes  the  rate  at  25  percent  through  1987, 
and  reduces  the  rate  to  22.5  percent  for  1988,  20  percent  for  1989 
and  15  percent  for  1990  and  future  years. 

9.  Percentage  depletion  on  secondary  and  tertiary  production 

Under  present  law,  the  allowance  for  percentage  depletion  on 
secondary  and  tertiary  oil  production  expired  at  the  end  of  1983. 
The  bill  corrects  the  technical  error  leading  to  this  termination 
and  clarifies  that  percentage  depletion  will  not  be  available  after 
1983  for  secondary  or  tertiary  production  from  proven  properties 
transferred  after  1974. 

10.  Cigarette  excise  tax 

Under  present  law,  the  16-cents-per-pack  excise  tax  on  cigarettes 
is  scheduled  to  be  reduced  to  8  cents  on  October  1,  1985.  The  bill 
reduces  the  tax  only  from  16  cents  per  pack  to  12  cents,  for  the 
period  October  1,  1985,  through  December  31,  1987. 

//.  Excise  tax  on  distilled  spirits 

Under  present  law,  the  excise  tax  on  distilled  spirits  is  $10.50  per 
proof  gallon.  The  bill  increases  the  tax  to  $14.25  per  proof  gallon 
for  the  period  October  1,  1985,  through  December  31,  1987. 

12.  Telephone  excise  tax 

Under  present  law,  the  3-percent  telephone  excise  tax  is  sched- 
uled to  expire  after  1985.  Under  the  bill,  the  3-percent  tax  remains 
in  effect  through  1987. 

13.  Finance  leasing 

Under  present  law,  liberalized  leasing  rules  for  limited  use  prop- 
erty and  fixed  price  purchase  options  become  effective  on  January 
1,  1984.  The  bill  postpones  that  effective  date  for  four  years. 
Present  liberalized  leasing  rules  are  continued  for  up  to  $150,000  of 
farm  equipment.  In  addition,  general  transition  rules  are  provided. 

14.  Leasing  regulations 

The  Treasury  is  prohibited  from  issuing  regulations  distinguish- 
ing leases  from  conditional  sales  agreements  or  other  financing  ar- 
rangements. The  prohibition,  which  expires  December  31,  1987, 
does  not  apply  with  respect  to  certain  arrangements  involving 
motor  vehicles. 


B.  Tax-Exempt  Entity  Leasing 

Present  laic 

The  Federal  income  tax  benefits  of  ownership  of  property  gener- 
ally include  accelerated  depreciation  deductions  and  investment 
tax  credits.  Essentially,  the  law  is  that  the  economic  substance  of  a 
transaction,  not  its  form,  determines  who  is  entitled  to  the  tax 
benefits  associated  with  ownership.  Thus,  in  a  lease  or  similar  ar- 
rangement, the  person  claiming  ownership  for  Federal  income  tax 
purposes  must  show  that  he  has  sufficient  economic  indicia  of  own- 
ership. 

The  tax  benefits  of  ownership  are  generally  allowed  only  for 
property  used  for  a  business  or  income-producing  purpose.  They  are 
not  available  for  property  that  is  owned  by  governmental  units  and 
tax-exempt  organizations.  Property  that  is  used  (though  not  owned) 
by  a  tax-exempt  organization  or  a  domestic  governmental  unit 
qualifies  for  accelerated  cost  recovery  (ACRS)  or  other  depreciation 
deductions  but  generally  does  not  qualify  for  investment  credits 
(nontaxable  use  restriction).  For  example,  property  used  under  a 
lease  by  one  of  those  entities  is  ineligible  for  the  investment  credit. 
A  statutory  exception  to  the  nontaxable  use  restriction  provides 
that  qualified  rehabilitation  expenditures  for  a  building  leased  to  a 
tax-exempt  organization  or  a  governmental  unit  can  qualify  for  the 
rehabilitation  tax  credit.  Also,  one  court  has  held,  and  the  Internal 
Revenue  Service  (IRS)  has  ruled,  that  investment  credits  can  be 
claimed  where  a  governmental  unit  essentially  contracts  not  for 
the  use  of  property  itself,  but  rather  for  a  service  to  be  provided  by 
the  owner  of  the  property. 

Property  used  by  a  foreign  government  or  person  is  not  subject 
to  the  nontaxable  use  restriction.  However,  if  the  property  is  used 
predominantly  outside  the  United  States,  then,  in  general,  ACRS 
deductions  are  slowed  down  and  no  investment  credit  is  allowed. 

The  bill 

In  general,  the  bill  reduces  the  tax  benefits  available  for  certain 
property  that  is  leased  to  or  otherwise  used  by  tax-exempt  entities. 
Under  the  bill,  tax-exempt  entities  include  the  United  States,  any 
State  or  local  governmental  unit,  possessions  of  the  United  States, 
and  most  agencies  and  instrumentalities  of  any  of  the  foregoing. 
The  term  also  includes  organizations  (other  than  farmers'  coopera- 
tives described  in  Code  section  521)  exempt  from  United  States 
income  tax  and  certain  organizations  that  were  formerly  exempt. 
The  term  also  includes  certain  foreign  persons  or  entities. 

The  bill  generally  requires  that  ACRS  or  other  depreciation  de- 
ductions for  property  used  by  tax-exempt  entities  be  computed 
using  the  straight-line  method  over  a  recovery  period  equal  to  the 
greater  of  the  present  class  life  of  the  property  under  the  Asset  De- 
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preciation  Range  (ADR)  system  (40  years  in  the  case  of  15-year  real 
property)  or,  in  the  case  of  property  subject  to  a  lease,  100  percent 
(125  percent  in  the  case  of  15-year  real  property)  of  the  term  of  the 
lease.  In  the  case  of  15-year  real  property,  this  provision  applies  to 
the  extent  of  use  of  a  type  or  types  specified  in  the  bill,  but  only  if 
more  than  20  percent  of  the  property  is  so  used.  Special  depreci- 
ation rules  are  provided  for  certain  high  technology  property  which 
is  tangible  personal  property. 

The  bill  also  provides  criteria  for  determining  whether  a  transac- 
tion that  is  structured  as  a  service  contract  or  other  arrangement 
(including  a  partnership  or  other  pass-through  entity)  should  be 
treated  as  a  lease  for  purposes  of  the  depreciation  and  investment 
credit  provisions  of  the  bill.  The  rehabilitation  credit  will  be  denied 
for  real  property  that  is  subject  to  the  slower  depreciation  rules 
provided  by  the  bill,  but  only  if  the  rehabilitation  expenditures  are, 
or  acquisition  of  the  building  to  be  rehabilitated  is,  financed  in 
whole  or  in  part  with  the  proceeds  of  obligations  the  interest  on 
which  is  exempt  from  Federal  income  tax  under  section  103(a). 

The  depreciation  provisions  of  the  bill  do  not  apply  to  property 
leased  for  a  short  term,  as  defined  in  the  bill. 

The  bill  generally  applies  to  property  placed  in  service  by  the 
taxpayer  after  May  23,  1983,  and  to  property  used  under  an  agree- 
ment entered  into  after  that  date.  However,  transitional  rules  are 
provided. 


C.  Treatment  of  Bonds  and  Other  Debt  Instruments 
7.  Debt  obligations  acquired  at  a  discount 

a.  Market  discount 

Under  present  law,  upon  the  disposition  of  a  market-discount 
bond  issued  by  a  corporation  or  a  governmental  unit  and  held  for 
more  than  one  year,  capital  gain  treatment  is  accorded  to  the  ap- 
preciation in  value  attributable  to  market  discount.  When  a  tax- 
payer borrows  the  funds  used  to  purchase  a  market-discount  bond, 
interest  on  the  acquisition  indebtedness  generally  can  be  deducted 
currently  against  ordinary  income.  Thus,  a  taxpayer  who  leverages 
the  purchase  of  a  market-discount  bond  effectively  converts  ordi- 
nary income  to  capital  gain. 

The  bill  generally  requires  that  gain  on  disposition  of  a  market 
discount  bond  be  recognized  as  interest  income,  to  the  extent  of  ac- 
crued market  discount.  This  provision  is  effective  for  bonds  issued  after 
the  date  of  enactment. 

The  bill  also  limits  a  taxpayer's  ability  to  take  current  interest 
deductions  on  indebtedness  incurred  to  purchase  or  carry  a  market 
discount  bond.  This  change  is  effective  for  bonds  acquired  after  the 
date  of  enactment. 

The  bill  provides  an  election  to  include  accrued  market  discount 
in  income  currently.  Neither  the  rule  requiring  ordinary  income 
treatment  on  disposition  nor  the  rule  limiting  interest  deductions 
will  apply  to  bonds  with  respect  to  which  the  election  is  made. 

b.  Original  issue  discount  on  tax-exempt  bonds 

Under  the  Code,  original  issue  discount  (OID)  on  noninterest- 
bearing  obligations  issued  by  a  State  or  local  government  is  exempt 
from  tax.  Under  Internal  Revenue  Service  rulings,  tax-exempt  OID 
is  apportioned  on  a  straight-line  basis  among  the  original  holder 
and  subsequent  purchasers  of  a  bond.  The  application  of  this  rule 
permits  the  holder  of  a  deep  discount  municipal  bond  to  generate 
an  artificial  loss  by  disposing  of  the  bond  prior  to  maturity. 

The  bill  requires  the  holders  of  tax-exempt  obligations  to  accrue 
tax-exempt  OID  by  using  the  constant  interest  method  provided  by 
present  law  for  the  holders  of  obligations  issued  by  corporations 
and  other  entities.  Under  the  bill,  the  basis  of  an  obligation  is  in- 
creased by  the  amount  of  accrued  tax-exempt  OID.  Thus,  the 
holder  of  a  zero  coupon  municipal  bond  will  be  able  to  claim  eco- 
nomic losses  realized  on  disposition  of  the  bond.  These  changes 
apply  to  bonds  issued  after  September  3,  1982,  and  acquired  after 
March  1,  1984. 

c.  Discount  on  short-term  obligations 

For  governmental  obligations  (Treasury  bills)  issued  at  a  discount 
and  payable  without  interest  at  a  fixed  maturity  not  exceeding  one 
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year,  the  acquisition  discount  is  not  considered  under  present  law 
to  accrue  until  the  obligation  is  paid  at  maturity  or  otherwise  dis- 
posed of.  A  similar  rule  applies  with  respect  to  original  issue  dis- 
count of  cash-basis  taxpayers  who  hold  other  obligations  with  a  ma- 
turity of  one  year  or  less  (e.g.,  bank  certificates  of  deposit).  Taxpay- 
ers who  make  leveraged  purchases  of  obligations  eligible  for  the 
special  rules  are  able  to  defer  tax  liability  on  unrelated  income. 

The  bill  limits  the  scope  of  the  special  rules  permitting  deferral 
of  acquisition  and  original  issue  discount  on  short-term  obligations. 
Accrual  basis  taxpayers  and  those  cash  basis  taxpayers  who  ac- 
quire Treasury  bills  and  short-term  original  discount  obligations  in 
the  course  of  a  trade  or  business  will  be  required  to  account  for  the 
acquisition  or  original  issue  discount  on  the  accrual  basis.  Taxpay- 
ers will  treat  this  change  as  a  change  of  accounting  method  and 
space  the  payment  of  any  net  tax  liability  over  10  years.  In  addi- 
tion the  bill  limits  the  ability  to  use  leveraged  purchases  of  short- 
term  obligations  within  the  special  rules  to  defer  tax  on  ordinary 
income  by  deferring  the  deductions  for  interest  on  indebtedness 
used  to  purchase  or  carry  short-term  discount  obligations.  An  elec- 
tion is  provided  under  which  taxpayers  who  remain  eligible  for  the 
special  rules  can  avoid  application  of  the  interest  deferral  rule  by 
electing  to  include  acquisition  and  original  issue  discount  in  income 
as  it  accrues. 

This  provision  will  be  effective  for  obligations  acquired  after  the 
date  of  enactment. 

2.  Deferred  payment  transactions 

a.  Time  for  inclusion  or  deduction  of  deferred  interest 

Present  law  provides  that,  in  general,  in  a  discount  lending 
transaction,  the  borrower  is  treated  as  having  paid,  and  the  lender 
as  having  received,  the  annual  unpaid  interest,  which  is  then 
relent  to  the  borrower.  These  original  issue  discount  (OID)  rules 
match  the  interest  inclusion  by  the  lender  with  the  interest  deduc- 
tion by  the  borrower.  The  OID  rules  of  present  law  do  not  apply  to 
obligations  issued  in  exchange  for  property  where  neither  the  obli- 
gation nor  the  property  is  publicly  traded;  to  obligations  issued  by 
individuals;  as  to  holders  of  discount  obligations,  to  obligations  not 
held  as  capital  assets;  or  to  deferred  payments  for  services  or  use  of 
property. 

The  bill  extends  the  OID  rules  to  obligations  issued  for  nontrad- 
ed  property,  issued  for  services  or  use  of  property,  issued  by  indi- 
viduals, and  not  held  as  capital  assets.  The  interest  element  in  obli- 
gations issued  for  nontraded  property,  services,  or  use  of  property 
is  to  be  compared  to  a  test  rate.  The  test  (safe  harbor)  rate  is  110 
percent  of  an  average  yield  on  Federal  obligations  of  similar  matu- 
rity (the  "applicable  Federal  rate").  This  yield  is  to  be  redeter- 
mined semi-annually  for  3  categories  of  maturities  (short-,  medium- 
and  long-term).  If  interest  is  not  paid  annually  at  least  at  this 
rate  (or  if  interest  stated  at  a  higher  rate  is  not  paid  at  least  at 
that  rate),  interest  is  to  be  imputed  at  a  rate  equal  to  120  percent 
of  the  applicable  Federal  rate  (or  at  the  higher  stated  rate)  and  an- 
nually included  in  the  income  of  the  lender  and  deducted  by  the 
borrower.  Exceptions  to  these  rules  are  provided  for  sales  of  princi- 
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pal  residences,  certain  sales  of  farms,  and  sales  involving  total  pay- 
ments of  $250,000  or  less.  These  provisions  generally  apply  to 
transactions  entered  into  after  December  31,  1984,  except  for  sales 
or  exchanges  with  respect  to  which  there  was  a  binding  commit- 
ment on  March  1,  1984. 

Foreign  investors  acquiring  pure  original  issue  discount  corpo- 
rate bonds — those  with  no  payment  of  interest  until  maturity — 
defer  U.S.  taxation  until  they  surrender  the  bonds  at  maturity.  The 
rules  governing  timing  of  income  inclusion  for  foreign  investors 
holding  corporate  OID  debt  differ  in  some  respects  from  those  gov- 
erning income  inclusion  for  U.S.  investors.  As  for  foreign  holders  of 
debt  originally  issued  at  a  discount  by  obligors  other  than  corpora- 
tions and  governmental  entities,  existing  law  is  unclear. 

The  bill  conforms  the  timing  of  income  inclusions  for  foreign  in- 
vestors to  the  timing  for  comparable  U.S.  investors,  except  that 
there  is  no  inclusion  for  foreign  investors  until  actual  receipt  of 
payment.  The  bill  also  conforms  the  treatment  of  noncorporate 
debt  to  the  treatment  of  corporate  debt.  These  provisions  generally 
apply  to  payments  made  on  or  after  the  60th  day  after  the  date  of 
enactment. 

The  Internal  Revenue  Code  does  not  contain  specific  rules  gov- 
erning foreign  investors  who  sell  or  surrender  stripped  bonds  or 
who  sell  stripped  coupons.  The  bill  generally  conforms  the  rules 
governing  foreign  investors  to  those  governing  U.S.  investors, 
except  that  there  is  no  inclusion  for  foreign  investors  until  actual 
receipt  of  payment.  Thus,  foreign  investors  will  treat  stripped  cou- 
pons and  stripped  bonds  as  being  OID  instruments.  These  provi- 
sions will  apply  generally  to  payments  made  on  or  after  the  60th 
day  after  enactment. 

b.  Measurement  of  interest  in  deferred  payment  transactions 

Under  present  law,  if  the  parties  to  a  deferred  payment  sale  fail 
to  state  interest  at  a  safe-harbor  rate  fixed  by  regulation,  interest 
is  imputed  at  a  higher  rate  fixed  by  regulation.  The  safe-harbor 
rate  is  a  simple  interest  rate;  the  imputed  rate  is  a  compound  rate. 
Imputed  interest  is  allocated  among  deferred  payments  in  propor- 
tion to  the  amount  of  the  payment,  without  regard  to  the  period  of 
time  that  has  elapsed  since  the  sale. 

The  bill  provides  that  the  adequacy  of  the  interest  element  in  a 
deferred  payment  sale  is  to  be  tested  against  a  self-adjusting  com- 
pound rate  of  interest  which  approximates  a  market  rate.  This  test 
(safe-harbor)  rate  is  the  same  rate  applied  under  the  proposed 
amendments  to  the  OID  rules:  110  percent  of  the  applicable  Feder- 
al rate.  If  insufficient  interest  is  stated,  interest  is  to  be  imputed  at 
a  rate  equal  to  120  percent  of  the  applicable  Federal  rate.  Interest 
income  will  be  recognized  by  the  lender  and  interest  expense  will 
be  deducted  by  the  borrower  on  an  economic  accrual  basis  when 
paid  (in  the  case  of  a  cash  method  taxpayer)  or  when  due  (in  the 
case  of  an  accrual  method  taxpayer). 

The  bill  generally  applies  to  sales  or  exchanges  after  December 
31,  1984,  except  for  sales  or  exchanges  with  respect  to  which  there 
was  a  binding  commitment  on  March  1,  1984.  However,  as  to  any 
transactions  entered  into  after  March  1,  1984,  and  before  January 
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1,  1985,  the  bill  provides  that  a  deduction  will  not  be  allowed  for 
interest  in  excess  of  the  amount  properly  allocable  to  the  period. 


D.  Tax  Treatment  of  Corporations  and  Their  Shareholders 
/.  Dividends  received  by  corporations 

a.  Debt  financed  portfolio  stock 

Under  present  law,  when  a  corporation  borrows  the  funds  used 
to  purchase  dividend-paying  stock,  interest  on  the  acquisition  in- 
debtedness is  generally  deductible  against  ordinary  income.  Divi- 
dends received  by  a  corporation  are  eligible  for  an  85-percent  divi- 
dend received  deduction.  Thus,  a  corporation  that  borrows  to  fi- 
nance purchases  of  portfolio  stock  effectively  converts  some  ordi- 
nary income  to  dividend  income,  which  is  taxed  at  a  maximum  rate 
of  6.9  percent. 

Under  the  bill,  the  dividends-received  deduction  is  reduced  by  an 
amount  determined  by  reference  to  interest  paid  or  accrued  on 
debt  that  is  directly  attributable  to  the  investment  in  the  underly- 
ing stock.  The  provision  applies  to  stock  the  holding  period  for 
which  begins  after  the  date  of  enactment. 

b.  Dividends  from  regulated  investment  companies 

Under  present  law,  a  mutual  fund,  or  regulated  investment  com- 
pany (RIC),  is  not  subject  to  Federal  income  tax  if  it  distributes  its 
income  to  its  shareholders.  If  at  least  75  percent  of  a  RIC's  gross 
income  consists  of  dividends  from  domestic  corporations,  then  the 
entire  amount  of  the  RIC's  dividends  to  its  shareholders  is  eligible 
for  the  85-percent  intercorporate  dividends-received  deduction.  Tax- 
payers have  organized  RICs  to  take  advantage  of  this  tax  provision 
that  permits  the  conversion  of  interest  income  into  dividend 
income. 

Under  the  bill,  the  75-percent  rule  of  present  law  is  raised  to  100 
percent  for  corporate  shareholders  with  respect  to  eligibility  for  the 
dividend-received  deduction.  The  provision  applies  with  respect  to 
taxable  years  beginning  after  the  date  of  enactment. 

c.  Extraordinary  dividends 

Under  present  law,  dividends  received  by  a  corporation  generally 
have  no  effect  on  its  basis  in  the  stock  of  the  distributing  corpora- 
tion. As  a  result,  a  corporation  can  buy  stock  for  $100,  receive  a 
$15  extraordinary  dividend  on  it,  and  then  in  short  order  sell  the 
stock  for  $85.  While  some  portion  (generally  15  percent)  of  the  $15 
dividend  will  be  taxed  as  ordinary  income  to  the  recipient  corpora- 
tion, the  transaction,  which  has  no  economic  consequences,  will 
also  generate  $15  of  short-term  capital  loss  on  the  sale  of  the  stock. 
This  is  an  attractive  transaction  for  corporations  that  have  capital 
gains  which  can  be  sheltered  by  the  loss  on  the  sale  of  stock. 

Under  the  bill,  if  a  corporate  shareholder  does  not  hold  stock  for 
more  than  one  year,  the  fair  market  value  of  any  extraordinary 
dividend  (to  the  extent  not  subject  to  tax)  reduces  its  basis  in  the 
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stock.  Extraordinary  dividends  include  dividends  received  within 
any  90-day  period  with  a  fair  market  value  equal  to  or  greater 
than  10  percent  (five  percent  in  the  case  of  preferred  stock)  of  the 
taxpayer's  basis  in  the  stock.  This  change  applies  to  distributions 
after  March  1,  1984. 

The  holding  period  is  limited  to  exclude,  among  other  periods, 
any  period  during  which  the  taxpayer  is  the  grantor  of  a  deep-in- 
the-money  option  with  respect  to  the  stock,  or  any  period  that  the 
taxpayer's  risk  of  loss  is  substantially  diminished  because  of  hold- 
ing other  positions.  A  similar  rule  is  adopted  for  all  purposes  of  the 
holding  period  rules  applicable  to  the  dividends  received  deduction. 
The  holding  period  provision  applies  to  positions  acquired  after  the 
date  of  enactment.  A  corporate  shareholder's  holding  period  for 
property  received  as  a  dividend  with  respect  to  stock  is  limited  so 
that  it  cannot  exceed  its  holding  period  for  such  stock.  This  change 
applies  with  respect  to  distributions  declared  after  the  date  of  en- 
actment. 

2.  Ordinary  nonliquidating  dividends  of  appreciated  property 

Generally,  under  present  law,  a  distribution  of  appreciated  prop- 
erty (such  as  interests  in  an  oil  and  gas  royalty  trust)  by  a  corpora- 
tion with  respect  to  its  stock  is  not  a  taxable  event  to  the  distribut- 
ing corporation. 

Under  the  bill,  in  general,  an  ordinary  nonliquidating  distribu- 
tion of  appreciated  property  is  taxable  to  the  distributing  corpora- 
tion. Certain  exceptions  are  provided.  The  provision  applies  with 
respect  to  distributions  declared  after  the  date  of  enactment  with  a 
transition  rule. 

3.  Transactions  in  mutual  fund  shares 

Under  present  law,  mutual  fund  distributions  from  capital  gain 
income  are  taxed  as  long-term  capital  gain  to  shareholders  even 
when  made  to  a  shareholder  who  has  held  the  share  for  one  year 
or  less.  If  a  shareholder  who  has  held  a  share  of  a  mutual  fund  for 
less  than  31  days  sells  such  share  at  a  loss  after  a  capital  gain  divi- 
dend has  been  received,  the  loss  is  treated  as  long-term  rather  than 
short-term  to  the  extent  of  the  capital  gain  dividend.  Similar  rules 
apply  to  real  estate  investment  trusts. 

Under  the  bill,  losses  on  mutual  fund  stock  held  less  than  six 
months  are  treated  as  long-term  losses  to  the  extent  of  any  capital 
gain  dividends  paid  on  the  stock.  There  is  an  exception  for  periodic 
redemption  plans.  A  similar  rule  is  provided  for  real  estate  invest- 
ment trusts.  The  provision  applies  to  losses  with  respect  to  shares 
of  stock  with  respect  to  which  the  taxpayer's  holding  periods  begin 
after  the  date  of  enactment. 

4.  Expenses  incurred  in  connection  with  short  sales 

A  short  sale  is  a  transaction  in  which  the  investor  borrows  stock, 
sells  the  stock,  and  later  buys  stock  to  repay  the  loan.  Under 
present  law,  amounts  paid  by  the  taxpayer  to  the  lender  in  lieu  of 
dividends  are  deductible  against  ordinary  income.  A  taxpayer  can 
create  short-term  capital  gain  and  ordinary  loss  by  selling  short 
before  a  dividend  payment  date  and  closing  the  short  sale  after  the 
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dividend  date  in  a  transaction  with  essentially  no  economic  conse- 
quences. 

Under  the  bill,  in  the  case  of  a  short  sale  of  stock,  payments  in 
lieu  of  dividends  are  not  deductible  against  ordinary  income  unless 
the  short  sale  is  held  open  for  at  least  16  days.  No  deduction  is  al- 
lowed for  payments  in  lieu  of  extraordinary  dividends  unless  the 
short  sale  is  held  open  for  at  least  one  year.  Amounts  disallowed 
are  treated  as  part  of  the  basis  of  the  short  seller  in  the  stock  ac- 
quired to  close  the  short  sale.  Amounts  not  disallowed  as  a  deduc- 
tion are  treated  as  interest  for  certain  Code  purposes.  The  provi- 
sion applies  with  respect  to  short  sales  after  the  date  of  enactment. 

5.  Transactions  in  stock  warrants 

Present  law  is  unclear  as  to  the  tax  consequences  of  a  corpora- 
tion's dealing  in  its  own  warrants.  Under  present  law,  taxpayers 
with  a  gain  may  take  the  position  that  no  gain  is  recognized  and 
taxpayers  with  a  loss  may  report  the  loss. 

Under  the  bill,  no  gain  or  loss  is  recognized  by  a  corporation  on 
any  transaction  with  respect  to  a  warrant  to  buy  or  sell  its  own 
stock.  The  provision  applies  with  respect  to  warrants  acquired  or 
lapsing  after  the  date  of  enactment. 

6.  Investment  companies  that  accumulate  earnings 

Under  present  law,  a  corporation  may  deduct  85  percent  of  the 
dividends  it  receives  on  portfolio  stock  investments.  Furthermore, 
gain  on  the  sale  of  stock  held  by  an  individual  for  more  than  one 
year  is  generally  taxed  as  long-term  capital  gains  at  rates  not  in 
excess  of  20  percent.  As  a  result,  if  a  widely-held  investment  com- 
pany invests  in  dividend-paying  stocks  and  pays  no  dividends,  its 
shareholders  could  hold  the  stock  for  at  least  a  year  and  then  sell 
it  at  a  price  that  reflects  dividends  received  and  retained  by  the 
company.  Their  gains  would  generally  be  long-term  capital  gain,  so 
individual  shareholders  would  essentially  be  recognizing  dividend 
income  at  a  tax  rate  substantially  below  50  percent.  The  company 
may  take  the  position  that  it  is  not  subject  to  the  accumulated 
earnings  tax  because  it  is  widely-held. 

Under  the  bill,  widely-held  companies  are  not  automatically  ex- 
cluded from  the  accumulated  earnings  tax. 

Also,  the  net  capital  loss  deduction  is  denied  for  mere  investment 
or  holding  companies  and  amended,  along  with  other  provisions, 
for  other  companies.  This  provision  applies  with  respect  to  taxable 
years  beginning  after  the  date  of  enactment. 

7.  Exchange  of  debt  for  stock 

Under  present  law,  a  corporation  recognizes  gain  when  it  buys 
back  its  debt  at  less  than  par  value.  The  gain  may  be  deferred. 
However,  a  corporation  does  not  recognize  gain  when  the  debt  is 
repurchased  by  issuing  its  own  stock.  Thus  a  corporation  is  treated 
differently  where  it  raises  cash  to  discharge  its  debts  by  issuing 
new  stock  and  where  it  discharges  the  debt  by  issuing  stock  direct- 
ly- 

The  bill  provides  that  the  scope  of  the  "stock  for  debt"  exception 
is  limited  to  insolvent  corporations  or  corporations  under  title  11. 
The  provision  applies  to  transfers  after  the  date  of  enactment. 
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8.  Distribution  of  debt  by  a  corporation 

Under  present  law,  earnings  and  profits  of  a  corporation  are  re- 
duced by  the  principal  amount  of  its  obligations  distributed  to 
shareholders.  Generally,  for  noncorporate  shareholders,  the 
amount  of  a  distribution  taken  into  account  is  the  fair  market 
value  of  the  property  distributed.  A  long-term  obligation  bearing 
little  or  no  stated  interest  will  have  a  present  fair  market  value 
well  below  its  stated  redemption  price.  The  result  may  be  to  elimi- 
nate corporate  earnings  and  profits  at  the  cost  of  a  relatively  small 
dividend  to  shareholders. 

The  bill  amends  the  earnings  and  profit  rules  to  limit  the  reduc- 
tion in  earnings  and  profits  resulting  from  the  distribution  of  the 
corporation's  own  debt  obligations.  Also,  under  the  bill,  these  obli- 
gations are  subject  to  the  original  issue  discount  rules.  This  provi- 
sion applies  with  respect  to  distributions  made  after  the  date  of  en- 
actment. 

9.  Definition  of  affiliated  group  of  corporations 

Under  present  law,  an  affiliated  group  of  corporations  is  permit- 
ted to  file  a  consolidated  return.  For  certain  tax  rules,  an  affiliated 
group  of  corporations  is  treated  as  a  single  corporation.  Affiliation 
may  be  achieved  even  though  convertible  preferred  stock,  or  con- 
vertible common  stock  with  a  very  small  vote,  with  a  significant 
equity  value  is  owned  by  outsiders. 

The  committee  bill  amends  the  definition  of  "affiliated  group"  to 
require  80  percent  of  the  equity  as  well  as  80  percent  of  the  voting 
power  in  order  to  consolidate.  Rules  relating  to  deconsolidation  are 
also  provided.  The  provision  applies  with  respect  to  taxable  years 
beginning  after  December  31,  1984.  Transitional  rules  are  provided. 

10.  Transfers  of  depreciable  property  between  related  taxpayers 

Present  law  provides  that  a  transferor  will  be  treated  as  receiv- 
ing ordinary  income  rather  than  capital  gain  on  the  transfer  of 
property  to  a  related  party  when  that  property  is  depreciable  prop- 
erty in  the  hands  of  the  transferee.  The  courts  have  held  that  the 
transfer  of  a  patent  application  as  opposed  to  a  patent  does  not  fall 
within  this  anti-abuse  rule  because  the  application  itself  is  not  de- 
preciable property.  However,  once  the  application  is  granted,  the 
transferee  can  depreciate  the  resulting  patent. 

The  bill  amends  the  present  law  rules  to  treat  a  patent  applica- 
tion as  depreciable  property,  thus  requiring  that  any  gain  recog- 
nized to  the  transferee  be  treated  as  ordinary  income  rather  than 
capital  gain.  The  bill  broadens  the  rule  to  cover,  generally,  sales 
between  a  taxpayer  and  a  trust  in  which  the  taxpayer  or  the  tax- 
payer's spouse  have  a  beneficial  interest.  This  provision  applies  to 
transfers  made  after  March  1,  1984. 

//.  Collapsible  corporations 

Under  present  law,  a  collapsible  corporation,  generally,  is  one 
formed  or  availed  of  principally  for  the  manufacture,  construction, 
production,  or  purchase  of  certain  types  of  property  with  the  view 
to  the  sale  or  exchange  by  the  shareholders  of  their  stock  (or  of  the 
liquidation  of  the  corporation)  before  the  realization  by  the  corpo- 
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ration  of  a  "substantial"  part  of  the  taxable  income  to  be  derived 
from  such  property.  If  a  stock  is  a  collapsible  corporation  is  sold, 
exchanged,  or  the  corporations  is  liquidated  in  whole  or  in  part 
(i.e.,  collapsed),  or  in  the  case  of  certain  distributions,  any  gain  rec- 
ognized by  any  shareholder  in  any  such  sale,  exchange,  liquidation, 
or  distribution  which  would  otherwise  be  long-term  capital  gain  is 
considered  ordinary  income. 

Under  court  decisions  a  corporation  will  have  realized  a  "sub- 
stantial' '  part  of  the  taxable  income  to  be  derived  from  the  proper- 
ty if  the  corporation  realizes  as  little  as  one-third  of  the  taxable 
income  to  be  derived  from  the  property.  Present  law  also  provides 
an  exception  to  collapsible  corporation  treatment  (the  "70/30" 
rule).  In  general,  under  this  rule,  if  70  percent  or  less  of  a  share- 
holder's total  gain  in  a  taxable  year  is  attributable  to  collapsible 
assets  of  the  corporation,  then  none  of  the  recognized  gain  in  such 
year  is  treated  as  ordinary  income. 

Under  the  bill,  the  substantial  part  required  is  defined  as  two- 
thirds  of  the  taxable  income  to  be  derived  from  the  property.  Con- 
forming changes  are  made  to  the  "70/30"  rule  to  prevent  corpora- 
tions from  otherwise  avoiding  the  collapsible  corporation  provision. 
These  changes  are  effective  on  the  date  of  enactment. 

12.  Net  operating  losses 

Provisions  from  the  Tax  Reform  Act  of  1976  relating  to  special 
limitations  on  the  carryover  of  net  operating  losses  and  other  tax 
attributes  are  scheduled  to  become  effective  at  varying  times 
during  1984. 

The  bill  delays  the  effective  date  of  those  provisions.  As  a  result, 
the  rules  in  effect  prior  to  1984  remain  in  effect. 


E.  Partnership  and  Other  Pass-through  Entities 
/.  Allocations  of  partnership  income  or  loss 

a.  Contributed  property 

Under  present  law,  a  partnership  may  elect  to  allocate  gain  or 
loss  and  depreciation  or  depletion  with  respect  to  contributed  prop- 
erty to  reflect  variations  between  the  basis  of  the  property  and  its 
fair  market  value  when  contributed.  In  the  absence  of  the  election, 
gain  or  loss  with  respect  to  contributed  property  can  be  effectively 
shifted  among  members  of  the  partnership. 

Under  the  committee  bill,  the  special  allocation  of  gain  or  loss, 
and  depreciation  or  depletion  with  respect  to  contributed  property 
will  be  made  mandatory  so  that  a  partnership  will  generally  have 
to  allocate  pre-contribution  gain  or  loss  to  the  contributing  partner. 
The  provision  applies  to  contributions  made  after  March  31,  1984. 

b.  Partnership  losses 

Under  present  law,  retroactive  allocation  of  partnership  deduc- 
tions to  partners  entering  late  in  the  year  is  prohibited.  Nonethe- 
less, it  may  be  possible  to  accomplish  such  an  allocation  through 
the  use  of  tiered  partnerships  or,  in  the  case  of  cash  method  part- 
nerships, by  delaying  actual  payment  for  accrued  expenses. 

With  respect  to  the  tiered  partnership  technique,  the  bill  would 
require  income,  gain,  loss,  deduction  and  credit  passing  from  a  sub- 
sidiary partnership  to  a  parent  partnership  to  be  allocated  equally 
among  the  days  in  the  parent's  taxable  year  for  which  it  has  an 
interest  in  the  subsidiary.  Further,  for  cash  basis  partnerships,  cer- 
tain items  such  as  taxes,  interest,  and  rents  are  to  be  allocated  pro- 
portionately over  the  periods  to  which  they  relate,  so  that  a  part- 
ner can  deduct  only  those  items  actually  accrued  while  he  is  a 
partner.  The  provision  applies  to  items  paid  or  accrued  after  March 
31,  1984. 

c.  Treatment  of  certain  liabilities 

The  bill  provides  for  regulations  with  respect  to  determining  a 
partner's  allocable  share  of  partnership  liabilities  which  will  pro- 
duce economically  sound  results  and,  among  other  things,  overrule 
the  holding  of  the  U.S.  Claims  Court  in  Raphan  v.  United  States. 

2.  Conversion  or  deferral  of  income 

a.  Gain  or  loss  on  contributed  property 

Present  law  provides  that  if  certain  ordinary  income  property  of 
a  partnership  is  distributed  to  a  partner,  its  character  as  ordinary 
income  property  is  preserved  in  the  hands  of  the  distributee  for  at 
least  five  years.  No  comparable  rule  applies  to  property  contribut- 
ed to  a  partnership.  Thus,  it  may  be  possible  to  change  the  charac- 
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ter  of  property  from  ordinary  income  to  capital  gain  or  from  capi- 
tal loss  to  ordinary  loss  through  a  contribution  to  a  partnership. 

Under  the  bill,  the  ordinary  income  or  loss  character  of  unrea- 
lized receivables  contributed  to  a  partnership  will  be  preserved  in 
the  hands  of  the  partnership.  Further,  the  ordinary  income  or  loss 
character  of  inventory  items  would  be  preserved  in  the  hands  of 
the  partnership  for  five  years.  Built-in  losses  on  capital  assets  con- 
tributed to  a  partnership  are  treated  as  capital  losses  if  recognized 
by  the  partnership  within  5  years.  The  provision  applies  with  re- 
spect to  property  contributed  after  March  31,  1984. 

b.  Organizational  fees  and  other  capital  expenditures 

Under  present  law,  amounts  expended  to  organize  or  promote  a 
partnership  generally  must  be  capitalized.  Other  payments  for 
property  or  services  may  also  be  required  to  be  capitalized.  It  has 
been  suggested  that  these  capitalization  requirements  may,  in 
effect,  be  avoided  when  the  payee  is  also  a  partner  by  allocating  a 
greater  share  of  income  to  that  partner. 

The  bill  provides  that  when  a  partner  performs  services  for,  or 
transfers  property  to,  a  partnership  and  receives  a  related  alloca- 
tion of  partnership  income  or  gain,  the  transaction  will  be  treated 
as  occurring  between  the  partnership  and  a  person  who  is  not  a 
partner.  Thus,  the  amount  of  the  allocation  is  to  be  capitalized.  The 
provision  applies  to  transactions  occuring  after  March  1,  1984. 

c.  Disguised  sales 

Under  present  law,  a  partner  may  be  able  to  avoid  recognition  of 
gain  on  the  sale  of  property  to  a  partnership  or  another  partner  by 
characterizing  the  transaction  as  a  contribution  of  the  property  fol- 
lowed by  a  distribution  of  cash  or  other  property  to  the  contribut- 
ing partner. 

The  bill  provides  that,  when  appropriate,  a  transfer  of  property 
to  a  partnership  and  a  related  transfer  to  the  contributing  partner 
will  be  treated  as  occurring  as  a  sale  between  partners  or  between 
the  partnership  and  the  partner.  The  provision  applies  to  transfers 
after  March  1,  1984. 

d.  Ordinary  income  property  in  tiered  partnerships 

Under  present  law,  amounts  received  by  a  transferor  partner  in 
exchange  for  all  or  part  of  his  partnership  interest  that  are  attrib- 
utable to  his  interest  in  ordinary  income  assets  of  the  partnership 
are  treated  as  ordinary  income.  It  has  been  argued  that  this  rule 
can  be  avoided  if  ordinary  income  assets  are  held  in  a  second  part- 
nership in  which  the  distributing  partnership  holds  an  interest. 

The  bill  treats  a  partnership  that  owns  an  interest  in  another 
partnership  as  owning  its  proportionate  share  of  the  ordinary 
income  assets  of  such  partnership  directly.  A  similar  rule  applies  to 
interests  in  trusts.  The  provision  applies  to  distributions,  sales  or 
exchanges  after  March  31,  1984. 

e.  Basis  strips 

Under  present  law,  a  partnership  can  elect  to  increase  the  basis 
of  its  assets  by  the  amount  of  any  basis  that  is  "lost"  when  a  distri- 
butee partner's  basis  in  his  interest  is  substituted  for  the  basis  of 
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distributed  property.  Thus,  a  partnership  distributing  high  basis 
property  to  a  low  basis  partner  will  experience  an  increase  in  the 
basis  of  its  other  property,  but  the  distributee  partner  will  lose 
basis  and  be  exposed  to  greater  gain  if  the  distributed  property  is 
sold.  This  result  can  be  avoided  by  contributing  the  high  basis 
property  to  a  lower  tier  partnership  which  has  not  elected  to  make 
basis  adjustments,  and  by  distributing  the  partnership  interest  to 
the  low  basis  partner.  The  result  is  that  the  partnership  property 
of  the  first  partnership  will  experience  a  basis  increase  without  re- 
ducing the  basis  of  the  contributed  property. 

The  bill  eliminates  the  elective  basis  adjustment  for  distributions 
of  interests  in  partnerships  that  have  not  elected  to  make  basis  ad- 
justments. The  provision  applies  to  distributions  after  March  1, 
1984. 

3.  Like-kind  exchanges  of  partnership  interests 

Under  present  law,  like-kind  exchanges  of  property  held  for  pro- 
ductive use  or  investment  are  permitted  to  be  made  tax-free.  These 
rules  do  not  apply  to  inventory,  stock,  certificates  of  trust  or  benefi- 
cial interests,  or  other  securities  or  evidences  of  indebtedness.  In 
some  cases,  the  courts  have  permitted  tax-free  like-kind  exchanges 
of  partnership  interests.  The  Treasury  has  not  acquiesced  in  these 
holdings. 

The  bill  provides  that  tax-free  like-kind  exchange  treatment  is 
not  available  for  exchanges  of  interest  in  different  partnerships. 
The  provision  applies  with  respect  to  exchanges  after  March  31, 
1984. 

4.  Transfers  of  partnership  interests  by  corporations 

Under  present  law,  when  a  partnership  interest  is  sold,  any  gain 
is  ordinary  income  to  the  extent  attributable  to  certain  ordinary 
income  items  of  the  partnership.  When  a  corporation  distributes 
property,  or  sells  property  in  the  course  of  certain  complete  liqui- 
dations, recapture  income  is  taxed  to  the  corporation  while  non-re- 
capture gain  attributable  to  appreciation  in  the  transferred  proper- 
ty goes  unrecognized.  It  has  been  argued  that  the  corporate  recap- 
ture provisions  do  not  apply  to  the  distribution  or  liquidating  sale 
of  an  interest  in  a  partnership  that  holds  recapture  property. 

Under  the  bill,  a  corporate  distribution  or  a  liquidating  sale  of  a 
partnership  interest,  is  treated  as  a  transfer  of  the  distributing  cor- 
poration's allocable  share  of  certain  recapture  items  (and  other  cor- 
porate recognition  property)  held  by  the  partnership.  The  amount 
of  income  recognized  is  limited  to  the  gain  the  corporation  would 
have  recognized  had  it  sold  the  partnership  interest.  The  provision 
applies  to  distributions  after  March  1,  1984. 


F.  Trust  Provisions 
/.  Multiple  trusts 

Treasury  regulations  prevent  grantors  of  trusts  from  reducing 
present  taxation  by  establishing  multiple  trusts  for  the  same 
beneficiaries  which  take  advantage  of  the  separate  graduated  rates 
applicable  to  each  trust.  A  recent  court  decision  held  these  regula- 
tions to  be  invalid.  Under  the  bill,  trusts  established  by  substantial- 
ly the  same  grantors  for  substantially  the  same  beneficiaries  with 
a  principal  purpose  of  tax  avoidance  would  be  consolidated  for  tax 
purposes  under  Treasury  regulations.  The  provision  is  generally  ef- 
fective for  taxable  years  beginning  after  March  1,  1984. 

2.  Trust  distributions 

Under  present  law,  beneficiaries  are  taxed  on  amounts  distribut- 
ed from  a  trust  (or  estate)  to  the  extent  of  the  trust's  (or  estate's) 
distributable  net  income.  The  trust  (or  estate)  is  allowed  a  deduc- 
tion for  amounts  taxed  to  its  beneficiaries.  Distributions  of  appreci- 
ated property  are  deemed  to  carry  out  distributable  net  income  to 
the  extent  of  the  property's  value  at  the  time  of  distribution.  The 
basis  of  the  property  in  the  hands  of  the  beneficiary  is  its  value  to 
the  extent  it  carries  out  distributable  net  income. 

Under  the  bill,  distributions  of  property  result  in  gain  or  loss  to 
the  trust  or  estate.  Alternatively,  the  trustee  or  executor  may  elect 
to  treat  distributions  of  property  as  carrying  out  distributable  net 
income  only  to  the  extent  of  the  property's  basis.  The  beneficiary's 
basis  would  be  the  same  as  the  trust's  (or  estate's)  and  the  appre- 
ciation would  no  longer  be  exempted  from  tax. 

The  provision  applies  to  distributions  after  March  1,  1984. 
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G.  Time  Value  of  Money  and  Other  Accounting  Provisions 
/.  Premature  accruals 

Under  the  accrual  method  of  accounting,  an  expense  is  deduct- 
ible when  all  events  have  occurred  which  establish  the  fact  of  lia- 
bility and  the  amount  of  the  liability  can  be  determined  with  rea- 
sonable accuracy.  The  proper  time  for  deducting  expenses  for 
which  economic  performance  has  not  yet  occurred  is  the  subject  of 
controversy  under  present  law. 

The  bill  generally  requires  that  economic  performance  must 
occur  before  all  events  establishing  the  fact  of  liability  will  be  con- 
sidered to  have  occurred. 

Exceptions  are  made  for  items  for  which  specific  timing  rules  are 
already  provided  under  the  Code,  such  as  bad  debts  and  vacation 
pay.  The  bill  also  provides  a  10-year  carryback  for  losses  arising 
from  certain  deferred  liabilities  and  a  longer  period  for  certain 
losses  associated  with  the  decommissioning  of  nuclear  generating 
plants. 

The  bill  applies  to  expenses  accruing  after  the  date  of  enactment. 

2.  Prepaid  expenses 

Except  with  respect  to  interest  and  prepayments  by  farm  syndi- 
cates, present  law  is  unclear  as  to  the  proper  timing  of  a  deduction 
for  prepaid  items  by  cash  method  taxpayers.  In  the  case  of  interest, 
deductions  are  allowed  only  for  the  year  to  which  the  interest  re- 
lates. A  similar  rule  applies  to  prepaid  expenses  of  farm  syndicates. 

Under  the  bill,  tax  shelter  organizations  will  not  be  permitted  to 
deduct  any  amount  prior  to  the  time  it  would  be  properly  deduct- 
ible under  the  accrual  method  of  accounting.  The  bill  defines  tax 
shelter  organizations  to  include  certain  partnerships  and  enter- 
prises, and  any  entity,  plan  or  arrangement  having  the  principal 
purpose  of  tax  avoidance.  This  rule  will  apply  to  prepayments 
made  after  the  date  of  enactment. 

3.  Deferred  like-kind  exchanges 

Under  present  law,  no  gain  or  loss  is  recognized  on-the  exchange 
of  business  or  investment  property  for  property  of  a  like-kind.  An 
intended  like-kind  exchange  transaction  may  be  held  open  for  as 
long  as  five  years  under  the  case  law.  The  bill  provides  that  proper- 
ty received  more  than  180  days  after  the  taxpayer  transfers  the  re- 
linquished property  (or,  if  earlier,  after  the  due  date  of  the  taxpay- 
er's return)  will  not  be  treated  as  like-kind  property.  This  provision 
will  apply  to  transfers  of  property  made  after  the  date  of  enact- 
ment (or  to  any  exchange  closed  after  1986). 
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4.  LIFO  conformity 

Currently,  the  "Last-In  First-Out"  (LIFO)  method  of  inventory 
accounting  may  not  be  used  for  tax  purposes  unless  it  is  also  used 
in  reporting  to  shareholders,  partners,  other  proprietors,  benefici- 
aries, or  for  credit  purposes.  An  issue  has  arisen  as  to  whether  a 
parent  company  is  subject  to  these  LIFO  conformity  rules  when  the 
inventory  is  held  by  a  subsidiary  company.  The  bill  makes  the 
LIFO  conformity  requirement  applicable  to  financially  related  cor- 
porations as  if  they  were  a  single  taxpayer,  effective  for  taxable 
years  beginning  after  the  date  of  enactment. 

5.  Inclusion  of  tax  benefit  items 

Under  present  law,  an  individual  taxpayer  who  receives  a  State 
tax  refund  may  exclude  from  income  an  amount  equal  to  the 
excess  of  the  zero  bracket  amount  over  the  taxpayer's  other  item- 
ized deductions  for  the  year  in  which  the  State  taxes  were  deduct- 
ed. This  exclusion  is  permitted  even  though  the  deduction  of  this 
amount  in  the  prior  year  resulted  in  a  tax  benefit. 

The  bill  provides  that  where  a  taxpayer  recovers  a  previously-de- 
ducted amount,  the  recovered  amount  is  excluded  from  gross 
income  only  to  the  extent  such  amount  did  not  reduce  income  sub- 
ject to  tax.  The  bill  also  requires  an  increase  in  tax  for  any  year  in 
which  an  amount  relating  to  a  credit  claimed  in  a  prior  year  is  re- 
covered, except  to  the  extent  that  the  credit  did  not  reduce  the 
amount  of  tax.  This  provision  will  not  apply  to  amounts  recovered 
relating  to  foreign  tax  credits  and  investment  tax  credits,  the  treat- 
ment of  which  is  governed  by  existing  law.  This  provision  will 
apply  to  amounts  recovered  after  1983. 

6.  Low-interest  and  interest-free  loans 

Under  present  law,  loans  between  family  members  generally 
result  in  taxable  gifts  in  an  amount  equal  to  the  value  of  the  inter- 
est that  is  not  charged.  No  income  tax  consequences  result,  howev- 
er, to  either  the  lender  or  the  borrower.  Demand  loans  by  corpora- 
tions to  their  shareholders,  and  to  persons  providing  services  by 
persons  for  whom  the  services  are  provided  generally  do  not  have 
any  Federal  tax  consequences. 

Under  the  bill,  low-interest  and  interest-free  loans  generally  are 
to  be  recharacterized  as  (1)  a  loan  to  the  borrower  at  a  statutory 
interest  rate,  and  (2)  either  a  gift  (in  the  case  of  a  family  transac- 
tion), dividend  (in  a  corporation-shareholder  transaction),  or  com- 
pensation (in  a  transaction  involving  services),  or  some  other  pay- 
ment in  accordance  with  the  substance  of  the  transaction.  The  bor- 
rower is  treated  as  paying  interest  on  the  loan  at  the  statutory 
rate,  resulting  in  income  to  the  lender  and  a  deduction  to  the  bor- 
rower. An  exception  is  provided  for  non-tax  motivated  transactions. 
This  provision  is  effective  on  March  1,  1984,  except  with  respect  to 
demand  loans  repaid  within  60  days  of  the  date  of  enactment. 

7.  Income  averaging 

Income  averaging  is  presently  available  to  taxpayers  with  "aver- 
ageable  income".  Averageable  income  is  current  year  taxable 
income  in  excess  of  120  percent  of  average  taxable  income  in  the 
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four  preceding  years.  In  effect,  income  averaging  widens  the  tax 
brackets  by  a  factor  of  five  with  respect  to  averageable  income. 

The  bill  increases  the  120-percent  requirement  to  140  percent 
and  provides  that  only  the  three  preceding  years  are  to  be  taken 
into  account.  The  bill  modifies  income  averaging  so  that  it,  in 
effect,  widens  the  tax  brackets  by  a  factor  of  four,  not  five,  with 
respect  to  averageable  income. 

These  changes  are  effective  for  taxable  years  beginning  after  De- 
cember 31,  1983. 


H.  Straddles  and  Other  Securities  Transactions 

Under  present  law,  several  special  rules  apply  to  limit  tax  bene- 
fits from  straddle  transactions.  Under  the  loss  deferral  rule,  losses 
on  straddles  are  deferred  to  the  extent  of  gains  on  offsetting  posi- 
tions. However,  there  is  an  exception  from  this  rule  for  straddles 
involving  stock  and  stock  options.  Also,  a  mark-to-market  system 
applies  to  regulated  futures  contracts  under  which  taxes  are  paid 
on  unrecognized  gains  and  losses  at  the  end  of  each  year.  Under 
the  mark-to-market  rules,  gains  and  losses  are  treated  as  60-per- 
cent long-term  and  40-percent  short-term,  providing  a  maximum 
tax  rate  of  32  percent.  The  tax  treatment  of  options  on  futures  con- 
tracts and  cash  settlement  options  is  unclear  under  present  law. 

The  bill  repeals  the  exception  from  the  loss  deferral  rule  for 
stock  options  and  substitutes  a  limited  exception  applying  to  cov- 
ered calls  which  are  not  deep-in-the-money.  The  exception  from  the 
straddle  rules  for  stock  would  only  apply  where  both  legs  of  the 
straddle  consist  of  positions  in  stock.  When  a  taxpayer  has  written 
an  in-the-money  covered  call,  any  long-term  gain  on  the  sale  of  the 
stock  will  be  recharacterized  as  short-term  to  the  extent  of  any 
short-term  losses  on  the  option. 

The  bill  also  extends  the  mark-to-market  system  to  options  on  fu- 
tures contracts,  to  options  where  the  underlying  property  is  not 
equity  based,  to  options  on  broad-based  equity  indexes,  and  to  op- 
tions held  by  options  market  makers. 

The  bill  modifies  the  hedging  exception  to  the  anti-straddle  rules 
to  reduce  the  possibility  that  it  may  be  used  to  generate  losses  that 
shelter  unrelated  income  from  tax. 

The  Treasury  Department's  authority  to  issue  regulations  with 
regard  to  the  straddles  rules  is  extended  so  that  it  can  deal  with 
the  problems  presented  under  present  law  by  mixed  straddles. 

The  bill  clarifies  the  treatment  of  cash  settlement  options. 

The  repeal  of  the  exception  for  stock  options  from  the  anti-strad- 
dle rules  is  effective  for  positions  entered  into  after  October  31, 
1983.  The  extension  of  mark-to-market  rules  is  effective  for  posi- 
tions entered  into  after  the  date  of  enactment.  Transition  rules  are 
provided  similar  to  those  which  were  provided  when  the  mark-to- 
market  system  for  regulating  futures  contracts  was  implemented  in 
"1981. 
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I.  Employee  Benefit  Provisions 
/.  Deductions  for  contributions  to  funded  benefit  plans 

The  bill  provides  new  rules  for  determining  the  timing  and  the 
amount  of  an  employer's  deduction  for  a  contribution  to  a  funded 
welfare  benefit  plan.  Under  the  bill,  a  contribution  which  is  other- 
wise deductible  under  the  Code  generally  will  be  deductible  only  to 
the  extent  that  it  does  not  exceed  the  amount  a  cash-basis  employ- 
er could  deduct  if  the  benefit  were  paid  directly  under  an  unfunded 
arrangement,  plus  an  addition  to  a  funded  reserve  generally  per- 
mitted to  equal  75  percent  of  average  benefit  costs.  This  provision 
will  apply  to  employer  contributions  paid  or  accrued  after  March 
31,  1984,  to  funded  welfare  benefit  plans  in  taxable  years  ending 
after  that  date.  A  delayed  effective  date  is  provided  for  the  welfare 
benefit  plans  covering  collective  bargaining  units. 

2.  Unfunded  deferred  benefits 

Under  present  law,  the  tax  treatment  of  an  employer  with  re- 
spect to  employee  benefits  may  depend  upon  whether  the  benefit  is 
deferred  compensation  or  a  welfare  benefit.  Present  law  does  not 
clearly  distinguish  between  these  two  types  of  benefits.  The  bill 
clarifies  the  distinction  between  welfare  benefits  and  deferred  com- 
pensation. In  addition,  it  clarifies  that  all  non-qualified  deferred 
compensation  arrangements  are  subject  to  the  deduction  timing 
rules  of  current  law.  The  provision  applies  to  amounts  paid  or  in- 
curred after  March  31,  1984  in  taxable  years  ending  after  that 
date. 

3.  Additional  requirements  for  tax-exempt  status  of  VEBA 

The  bill  provides  that  an  association  that  is  otherwise  exempt 
from  tax  as  a  voluntary  employees'  beneficiary  association  (VEBA) 
or  a  supplemental  unemployment  compensation  benefit  trust  (SUB) 
will  not  be  tax  exempt  unless  it  meets  new  standards  provided  by 
the  bill.  For  VEBAs,  these  standards  provide  more  effective  rules 
prohibiting  discrimination  in  favor  of  highly  compensated  employ- 
ees, and,  for  VEBAs  and  SUBs,  they  limit  the  portion  of  a  benefit 
that  may  be  used  by  highly  compensated  employees.  Under  the  bill, 
the  rules  aggregating  employees  of  related  employers  for  purposes 
of  testing  qualified  pension  plans  will  apply  (with  modification). 
These  new  nondiscrimination  standards  do  not  apply  to  a  VEBA 
maintained  pursuant  to  a  collective  bargaining  agreement.  The  bill 
also  clarifies  present  law  with  respect  to  the  notice  required  as  to 
recognition  of  exempt  status.  The  provision  applies  for  taxable 
years  beginning  after  December  31,  1984. 
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4.  Tax  on  unrelated  business  income 

Present  law  imposes  a  tax  on  the  unrelated  business  income  of  a 
tax-exempt  organization.  In  the  case  of  a  voluntary  employees'  ben- 
eficiary association  (VEBA)  or  a  supplemental  unemployment  com- 
pensation benefit  trust  (SUB),  the  tax  is  imposed  on  income  not  set 
aside  for  the  exempt  purpose  of  the  association.  Present  law,  how- 
ever, does  not  establish  clear  limits  on  the  amount  that  may  be  set 
aside. 

Under  the  bill,  the  amount  set  aside  is  not  to  exceed  the  level  of 
the  qualified  asset  account  determined  under  the  rules  relating  to 
deductions  for  contributions  to  a  VEBA  or  SUB.  The  provision  applies  to 
taxable  years  beginning  after  December  31,  1984. 

5.  Treatment  of  gain  on  property  transferred  from  employer  and  em- 

ployee benefit  associations 

Under  present  law,  special  rules  deny  capital  gain  treatment  on 
sales  of  depreciable  property  between  related  parties.  Present  law, 
however  does  not  treat  an  employer  and  an  exempt  organization 
controlled  by  the  employer  as  related  parties.  Under  the  bill,  cer- 
tain exempt  organizations  will  be  treated  as  related  parties  with 
respect  to  an  employer  under  the  rules  of  the  Code  treating  gain  on 
related-party  sales  of  depreciable  property  as  ordinary  income.  The 
provision  applies  to  sales  or  exchanges  after  December  31,  1984. 

6.  Treatment  of  certain  medical,  etc.,  benefits 

In  applying  the  overall  limits  on  contributions  and  benefits 
under  qualified  plans,  the  bill  provides  that  any  contributions  allo- 
cated to  an  individual  medical  benefit  account  of  an  employee 
under  a  qualified  defined  benefit  plan  is  to  be  treated  as  an  annual 
addition  under  a  qualified  defined  contribution  plan.  Accordingly, 
the  amount  allocated  for  a  year  will  be  included,  together  with  em- 
ployer contributions  and  reallocated  forfeitures,  in  determining 
whether  the  defined  benefit  plan  and  any  defined  contribution  plan 
of  the  employer  meet  the  separate  limits  and  the  combined  limits 
provided  with  respect  to  such  plans.  The  provision  applies  to  years 
beginning  after  March  31,  1984. 

7.  Accrual  of  vacation  pay 

Present  law  generally  limits  the  accrual  of  vacation  pay  on  the 
basis  of  vacation  pay  earned  by  the  end  of  the  year  and  payable 
before  the  close  of  the  succeeding  year.  The  bill  limits  the  accrual 
of  vacation  pay  on  the  basis  of  vacation  pay  earned  by  the  end  of 
the  year  and  expected  to  be  paid  before  the  close  of  the  succeeding 
year.  This  provision  applies  to  taxable  years  beginning  after  March 
31,  1984. 

8.  Determination  of  whether  there  is  a  collective  bargaining  agree- 

ment 

Under  present  law,  special  rules  relating  to  employee  benefits 
apply  with  respect  to  plans  covering  collective  bargaining  units. 
Some  of  these  rules  provide  effective  dates  that  are  more  appropri- 
ate for  these  plans.  In  other  cases,  rules  forbidding  discrimination 
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in  favor  of  highly  compensated  employees  are  modified  or  waived 
with  respect  to  employees  included  in  a  collective  bargaining  unit. 

The  bill  clarifies  present  law  by  providing  that,  in  determining 
whether  there  is  a  collective  bargaining  agreement  between  em- 
ployee representatives  and  one  or  more  employers,  an  organization 
is  not  to  be  considered  an  employee  representative  if  more  than 
one-half  of  its  members  are  employees  (including  a  self-employed 
individual  who  is  considered  to  be  an  employee  under  the  rules  for 
qualified  pension  plans)  who  are  owners,  officers,  or  executives  of 
the  employer.  This  provision  is  effective  on  April  1,  1984. 

9.  Disqualification  of  plan  where  substantially  all  coantributions 

are  employee  contributions 

The  bill  provides  that  a  plan  is  not  a  tax-qualified  pension,  profit- 
sharing,  or  stock  bonus  plan  if  substantially  all  of  the  accrued 
benefits  under  the  plan  are  derived  from  employee  contributions 
(whether  or  not  deductible).  The  provision  applies  to  plan  years  begin- 
ning after  March  31,  1984. 

10.  Discrimination  rules  for  cash-or-deferred  arrangements 

Under  present  law,  an  employee  may  elect  to  defer  compensation 
(within  limits)  under  a  qualified  cash-or-deferred  arrangement  that 
is  provided  by  a  tax-qualified  profit-sharing  or  stock  bonus  plan. 
Permitted  deferrals  are  generally  not  taxed  until  they  are  distrib- 
uted. In  determining  whether  a  cash-or-deferred  arrangement 
meets  the  standards  of  the  Code  either  a  special  nondiscrimination 
standard  for  cash-or-deferred  arrangements  or  the  general  qualified 
plan  nondiscrimination  standard,  which  allows  employee  social  se- 
curity taxes  to  be  treated  as  employer  contributions,  may  be  ap- 
plied. 

Under  the  bill,  a  cash-or-deferred  arrangement  will  be  a  qualified 
cash-or-deferred  arrangement  (and  elective  deferrals  are  not  includ- 
ible in  gross  income)  only  if  it  meets  the  special  tests  provided  by 
the  Code  relating  to  actual  deferral  percentages.  The  failure  of  a 
cash-or-deferred  arrangement  to  meet  the  special  tests  will  not 
result  in  the  disqualification  of  a  plan  if  the  plan  meets  the  usual 
requirements  for  qualification.  This  provision  is  effective  for 
amounts  paid  or  incurred  after  March  31,  1984. 


J.  Foreign  Provisions 

1.  Factoring  trade  receivables 

Under  present  law,  a  seller  who  sells  goods  for  the  buyer's  re- 
ceivable (a  transferable  debt)  may  sell  that  receivable  to  a  third 
party — a  factor — at  a  discount.  If  a  U.S.-owned  factor  is  in  a  tax 
haven,  it  may  earn  income  free  of  U.S.  tax.  That  income  may  be 
eligible  for  deferral,  and  it  may  be  foreign-source  income  that  is 
sheltered  by  excess  foreign  tax  credits.  Further,  when  a  foreign 
subsidiary  of  a  U.S.  corporation  invests  in  U.S.  property,  that  in- 
vestment is  taxable  as  a  dividend  to  the  U.S.  parent.  Some  taxpay- 
ers allege  that  this  rule  does  not  apply  to  a  foreign  factoring  sub- 
sidiary that  buys  receivables  from  its  U.S.  parent. 

Under  the  bill,  when  a  foreign  factoring  subsidiary  of  a  U.S. 
owner  gets  cash  for  a  receivable  that  (1)  it  bought  from  a  related 
person,  and  (2)  the  related  person  had  taken  in  exchange  for  inven- 
tory, the  U.S.  owner  is  taxed  on  that  factoring  income.  The  bill 
treats  income  from  a  related  U.S.  person's  receivables  as  U.S. 
income.  The  bill  also  treats  payments  of  cash  from  a  foreign  subsid- 
iary to  a  related  U.S.  person  for  receivables  arising  from  the  U.S. 
person's  sales  of  inventory  as  investments  in  U.S.  property.  Thus, 
payments  of  cash  for  receivables  will  be  taxable  as  dividends  to  the 
U.S.  parent.  This  provision  will  apply  to  accounts  receivable  and 
evidences  of  indebtedness  transferred  after  March  1,  1984  in  tax- 
able years  ending  after  that  date. 

2.  Transactions  involving  foreign  corporations 

a.  Certain  transfers  of  appreciated  property  to  foreign  corpora- 
tions 

Under  present  law,  certain  transfers  of  appreciated  assets  to  for- 
eign corporations  in  reorganizations  and  liquidations,  which  would 
be  tax-free,  are  taxable  if  the  Internal  Revenue  Service  rules  that 
one  of  the  principal  purposes  of  the  transfers  was  the  avoidance  of 
Federal  income  tax.  Under  Internal  Revenue  Service  guidelines, 
generally,  transfers  of  property  used  in  the  active  conduct  of  a  for- 
eign trade  or  business  are  not  taxed.  However,  also  under  those 
guidelines,  transfers  of  assets  containing  built-in  gain  (such  as  in- 
ventory and  accounts  receivable)  are  generally  taxed. 

Judicial  interpretation  of  the  principal  purpose  test  has  reduced 
the  ability  of  the  Internal  Revenue  Service  to  administer  section 
367.  In  addition,  the  Internal  Revenue  Service's  current  ruling 
policy  permits  the  tax-free  transfer  of  intangible  property  abroad, 
where  the  development  of  the  property  generated  significant  U.S. 
tax  benefits  but  the  income  derived  from  the  property  may  escape 
U.S.  taxation.  Finally,  the  courts  have  rejected  the  Internal  Reve- 
nue Service's  requirement  that  certain  losses  be  recaptured  upon 
the  incorporation  of  a  foreign  branch  by  a  U.S.  person. 
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Under  the  bill,  the  rules  governing  transfers  of  appreciated  prop- 
erty abroad  are  amended  to  provide  for  gain  recognition  without 
regard  to  purpose,  unless  the  property  is  transferred  for  use  in  an 
active  trade  or  business  abroad.  Certain  transfers  of  assets  contain- 
ing built-in  gain  are  automatically  subject  to  tax.  Transfers  of  stock 
are  subject  to  the  active  trade  of  business  test.  In  addition,  trans- 
fers of  intangibles  for  less  than  full  consideration  are  subject  to 
tax.  Full  consideration  includes  an  arm's  length  royalty.  The  intan- 
gibles rule  does  not  apply  to  good  will  or  going  concern  value  devel- 
oped by  a  foreign  branch.  Finally,  the  current  Internal  Revenue 
Service  policy  on  incorporations  of  foreign  branches  is  codified.  The 
provision  applies  to  transfers  after  January  1,  1985. 

b.  Decontrol  of  foreign  corporations 

Under  present  law,  when  a  U.S.  taxpayer  who  is  a  10-percent 
shareholder  of  a  controlled  foreign  corporation  sells  or  exchanges 
stock  in  a  taxable  transaction,  the  gain  is  treated  as  ordinary  (divi- 
dend) income  to  the  extent  of  the  shareholder's  pro  rata  share  of 
the  corporation's  post-1962  accumulated  earnings  and  profits.  A 
U.S.  corporation  that  disposes  of  stock  by  distributing  it  as  a  divi- 
dend-in-kind or  in  the  course  of  liquidation,  in  a  transaction  eligi- 
ble for  nonrecognition  treatment  to  the  U.S.  corporation,  is  also  re- 
quired to  include  in  income  its  share  of  post-1962  accumulated 
earnings  and  profits.  Taxpayers  have  taken  the  position  that  sec- 
tion 1248  does  not  apply  if  a  controlled  foreign  corporation  that  is 
wholly  owned  by  a  U.S.  corporation  issues  new  shares  for  shares  of 
the  U.S.  corporation.  If  this  position  were  sustained,  such  a  trans- 
action could  lead  to  permanent  exemption  from  U.S.  corporate  tax 
of  the  earnings  of  the  controlled  foreign  corporation  accumulated 
prior  to  the  exchange. 

Under  the  bill,  certain  exchanges  by  a  controlled  foreign  corpora- 
tion of  its  newly  issued  stock  for  shares  of  its  U.S.  parent  corpora- 
tion are  treated  as  sales  or  exchanges  by  the  U.S.  parent  of  stock  in 
the  controlled  foreign  corporation.  The  provision  applies  as  of  the 
date  of  enactment. 

c.  Recharacterization  of  U.S.  income  as  foreign  income 

Under  present  law,  the  United  States  taxes  the  U.S.  income  of 
U.S.  taxpayers.  U.S.  taxpayers'  foreign  income  can  be  free  of  U.S. 
tax  under  the  foreign  tax  credit.  U.S.  taxpayers  can  place  the  "for- 
eign" label  on  some  U.S.  income  (such  as  interest  and  insurance 
premiums)  by  routing  it  through  a  foreign  corporation.  This  foreign 
corporation  distributes  foreign  dividends  to  its  U.S.  owners.  This 
newly  foreign  income  may  escape  U.S.  (and  foreign)  tax. 

The  bill  prevents  re-labelling  of  U.S.  income  as  foreign  income. 
Under  the  bill,  if  a  corporation,  10  percent  (or  more)  of  whose  gross 
income  is  U.S.  income  (including  U.S.  business  income),  pays  inter- 
est or  dividends  to  a  U.S.  taxpayer,  a  pro  rata  portion  of  the  pay- 
ment is  U.S.  income.  The  bill  applies  only  to  50-percent  U.S-owned 
corporations.  Generally,  it  applies  with  respect  to  income  earned  by 
paying  corporations  after  the  date  of  enactment. 
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d.  Recharacterization  of  interest  income  as  dividend  income 

Under  present  law,  a  U.S.  taxpayer's  foreign  interest  income 
cannot  escape  both  U.S.  and  foreign  tax  (under  the  United  States' 
separate  foreign  tax  credit  limitation  that  prevents  foreign  taxes 
on  non-interest  income  from  offsetting  U.S.  tax  on  foreign  interest 
income).  U.S.  taxpayers  seek  to  circumvent  this  rule  by  creating 
foreign  subsidiaries  to  earn  foreign  interest  income  (for  example, 
by  depositing  money  in  foreign  banks).  When  the  U.S.  taxpayer  is 
taxable  on  the  earnings  of  its  foreign  subsidiary,  its  income  is  divi- 
dend income,  not  interest  income.  Thus,  newly  recharacterized 
"non-interest"  income  may  totally  escape  both  U.S.  and  foreign 
tax. 

The  bill  treats  foreign  dividends  as  interest  to  the  extent  that  the 
paying  corporation's  earnings  and  profits  arise  from  interest.  This 
rule  applies  only  if  10  percent  or  more  of  the  paying  corporation's 
earnings  and  profits  for  the  three  taxable  years  preceding  the  tax- 
able year  in  which  the  dividend  is  paid  arise  from  interest.  The 
provision  generally  applies  to  income  earned  by  paying  corpora- 
tions after  the  date  of  enactment. 

e.  Use  of  territories  to  avoid  U.S.  tax 

Under  present  law,  payments  of  U.S.  source  interest,  dividends, 
and  other  passive  income  to  foreign  investors  are  generally  subject 
to  a  30-percent  U.S.  withholding  tax.  The  United  States  does  not 
tax  payments  of  passive  income  to  corporations  organized  in  Guam, 
the  Northern  Mariana  Islands,  or  the  U.S.  Virgin  Islands.  Some 
argue  that  foreigners  who  wish  to  invest  in  the  United  States  may 
avoid  both  U.S.  and  territorial  tax  by  channeling  their  investments 
through  conduit  corporations  in  these  territories. 

Temporary  Treasury  regulations  subject  dividends  and  interest 
paid  by  territorial  conduit  corporations  to  territorial  withholding 
tax.  Guam  is  contesting  these  regulations  in  court. 

Under  the  bill,  interest,  dividends,  and  other  passive  income  paid 
from  U.S.  sources  to  corporations  organized  in  Guam,  the  Mari- 
anas, or  the  Virgin  Islands  are  subject  to  U.S.  tax  unless  the  bulk 
of  the  recipient's  gross  income  is  from  territories  and  unless  the 
bulk  of  its  beneficial  owners  are  local  residents.  The  provision  ap- 
plies with  respect  to  payments  made  after  March  1,  1984. 

f  Source  of  transportation  income 

Under  present  law,  in  general,  the  United  States  taxes  all  U.S. 
income,  but  not  all  foreign  income,  of  United  States  persons.  In 
general,  the  United  States  does  not  tax  the  foreign  income  of  for- 
eign persons  (such  as  foreign  corporations).  Under  present  law, 
transportation  income  can  be  almost  all  foreign  even  if  the  trans- 
portation is  between  two  U.S.  points,  if  the  route  of  transport  lies 
primarily  outside  the  United  States'  three  mile  territorial  limit. 

Under  the  bill,  income  earned  from  transportation  that  begins 
and  ends  in  the  United  States  (or  U.S.  possessions)  is  treated  as 
U.S.  income.  Income  earned  from  transportation  includes  services 
income  and  leasing  income  from  ships,  airplanes,  and  containers 
used  in  connection  with  ships  and  airplanes.  The  effective  date  is 
the  date  of  enactment. 
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g.  Foreign  collapsible  corporations 

Under  present  law,  sales  of  inventory  yield  ordinary  income,  not 
capital  gain.  ' 'Collapsible"  corporations'  assets  generally  include  in- 
ventory. Generally,  a  shareholder's  gain  on  the  sale  or  liquidation 
of  a  collapsible  corporation  is  ordinary  income  rather  than  capital 
gain.  However,  if  a  collapsible  corporation  consents  under  section 
341(f)  to  recognize  ordinary  income  on  disposition  of  its  inventory 
and  the  like,  the  shareholder  gets  capital  gain  treatment  on  the 
sale  or  liquidation  of  the  corporation.  In  the  case  of  a  consenting 
foreign  corporation,  enforcement  of  the  consent  may  be  impracti- 
cal. 

Under  the  bill,  to  the  extent  provided  in  regulations,  foreign  cor- 
porations are  ineligible  to  make  consents  under  setion  341(f).  The 
effective  date  is  the  date  of  enactment. 


K.  Compliance  Provisions 
/.  Promoter's  customer  lists 

Present  law  does  not  require  promoters  of  potentially  abusive  tax 
shelters  to  keep  customer  lists  available  to  the  Internal  Revenue 
Serivce.  The  bill  requires  promoters  of  investments  having  a  poten- 
tial for  tax  avoidance  or  evasion  to  maintain  customer  lists  in  the 
manner  provided  by  Treasury  regulations.  The  bill  provides  a  $50 
penalty  per  failure  to  list  a  customer,  up  to  $50,000  per  year.  This 
provision  is  effective  on  the  date  of  enactment. 

2.  Mortgage  interest  reporting 

No  informational  reports  are  required  under  present  law  with  re- 
spect to  amounts  deductible  by  individual  taxpayers  who  itemize 
their  deductions.  The  bill  requires  persons  (including  governmental 
units)  who  receive  mortgage  interest  payments  in  the  course  of  a 
trade  or  business  to  report  annually  to  the  Internal  Revenue  Serv- 
ice the  amount  of  the  interest,  and  the  person  from  whom  the  pay- 
ment is  received.  The  payor  must  be  provided  a  copy  of  the  report. 
Payments  aggregating  less  than  $600  are  exempt.  The  bill  general- 
ly provides  for  a  $50  penalty  per  failure  to  comply.  This  provision 
will  apply  to  payments  after  December  31,  1984. 

3.  Foreclosure  reporting 

Under  present  law,  foreclosures  in  satisfaction  of  a  debt  or  for- 
giveness of  a  debt  may  give  rise  to  income  to  the  debtor  which  may 
be  treated  as  ordinary  income  under  the  recapture  rules.  The  bill 
requires  persons  lending  in  the  course  of  a  trade  or  business  to 
report  to  the  Internal  Revenue  Service,  except  in  the  case  of  con- 
sumer loans,  when  a  debt  of  $15,000  or  more  is  satisfied  in  full  or 
in  part  by  a  foreclosure,  an  acquisition  of  property,  or  an  abandon- 
ment of  security  for  a  loan.  The  bill  generally  provides  for  a  $50 
penalty  per  failure  to  comply.  This  provision  will  apply  to  foreclo- 
sures, acquisitions  of  property  and  abandonments  of  security  for  a 
loan  taking  place  after  December  31,  1984. 

4.  Promoter's  penalty 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  provides 
for  a  penalty  on  promoters  of  abusive  tax  shelters  equal  to  the 
greater  of  $1,000  or  10  percent  of  income  from  the  activity.  The  bill 
increases  the  10-percent  penalty  to  20  percent,  effective  the  day 
after  the  date  of  enactment. 

5.  Reporting  of  State  income  tax  refunds 

State  and  local  governments  are  required  under  present  law,  to 
provide  information  to  the  Internal  Revenue  Service  on  refunds  of 
State  or  local  income  tax,  and  to  supply  a  copy  to  the  taxpayer  in 
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January  of  the  following  year.  Under  temporary  regulations,  the 
Treasury  Department  has  provided  that  reporting  is  not  required 
when  the  officer  making  the  refund  determines  that  the  individual 
received  no  Federal  tax  benefit  from  the  tax  payment  to  which  the 
refund  relates.  The  bill  codifies  the  provisions  of  the  temporary 
regulations  providing  exceptions  from  the  reporting  requirement. 
This  provision  of  the  bill  applies  to  refunds,  credits,  and  offsets  al- 
lowed after  December  31,  1982. 

6.  Practice  of  appraisers 

The  Treasury  Department  presently  has  no  authority  to  prevent 
disreputable  appraisers  from  providing  appraisals  for  use  on  tax  re- 
turns or  from  appearing  in  proceedings  before  the  Treasury  De- 
partment. The  bill  provides  that  the  Treasury  Department  may  bar 
appraisers  who  aid  or  assist  in  the  preparation  of  false  returns  or 
other  documents  from  practice  before  it.  This  provision  will  be  ef- 
fective on  the  date  of  enactment. 

7.  IRA  reporting 

Present  law  generally  allows  an  individual  to  deduct  the  amount 
of  qualified  individual  retirement  account  (IRA)  contributions  made 
for  a  year,  either  during  the  year  or  before  the  due  date  of  the 
income  tax  return  for  the  year.  In  the  absence  of  reporting  by  the 
trustee  or  issuer,  the  Internal  Revenue  Service  has  difficulty  veri- 
fying whether  contributions  were  made  and  the  year  to  which  they 
relate.  The  bill  clarifies  the  authority  of  the  Treasury  Deparment 
to  require  reporting  on  contributions  to  IRAs  by  the  trustee  or 
issuer.  Reports  are  to  include  the  amount  and  the  year  to  which  a 
contribution  relates.  The  bill  generally  provides  for  a  $50  penalty 
per  failure  to  comply.  This  provision  will  apply  to  contributions 
made  after  April  15,  1984,  and  relating  to  1984  and  subsequent 
years. 

8.  Disposition  of  partnership  interests 

When  a  partnership  interest  is  sold  or  exchanged,  the  trans- 
ferred partner  may  have  reportable  gain  or  loss  under  present  law. 
In  addition,  if  the  value  received  is  attributable  to  appreciated  in- 
ventory or  unrealized  receivables  that  could  produce  ordinary 
income  if  sold  by  the  partnership,  the  transferor  will  be  treated  as 
having  realized  ordinary  income.  The  bill  requires  a  partnership  to 
inform  the  Internal  Revenue  Service,  the  seller  and  the  buyer  of 
the  fair  market  value  of  the  allocable  share  of  unrealized  receiv- 
ables and  appreciated  inventory  when  partnership  interests  are 
sold  or  exchanged.  A  $50  penalty  generally  is  imposed  for  each  fail- 
ure to  comply.  This  provision  will  apply  to  sales  and  exchanges 
made  after  1984. 

9.  Dividends-received  deduction — compliance 

Under  present  law,  a  broker  who  holds  stock  in  a  street  name  for 
a  customer  may  lend  that  stock  to  another  customer  for  use  in  a 
short  sale.  The  short-seller  sells  the  borrowed  stock  with  the  expec- 
tation that  the  price  of  the  stock  will  decline  and  expects  to  be  able 
to  purchase  stock  to  return  to  the  lending  broker  at  a  price  below 
the  proceeds  of  the  sale.  If  a  dividend  is  paid  on  the  borrowed 
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stock,  the  short-seller  must  pay  the  lender  an  amount  in  lieu  of  the 
dividend.  The  actual  dividend  is  received  by  the  purchaser  in  the 
short  sale.  If  the  borrowed  stock  belonged  to  a  corporate  client  of 
the  broker,  the  corporation  is  not  entitled  to  the  dividends-received 
deduction  on  the  amount  of  the  payment  received  in  lieu  of  the 
dividend. 

Under  the  bill,  the  broker  reporting  rules  are  amended  to  re- 
quire brokers  to  provide  a  statement  to  corporate  customers  of 
amounts  paid  in  lieu  of  dividends  by  reason  of  short  sales.  This  pro- 
vision applies  to  payments  in  lieu  of  dividends  made  after  January 
1,  1985. 


L.  Other  Miscellaneous  Reform  Provisions 

/.  Limitation  on  depreciation  and  investment  tax  credit  for  luxury 
automobiles 

Present  law  allows  an  investment  tax  credit  and  cost  recovery 
deductions  on  the  cost  of  an  automobile  used  for  a  business  or 
income-producing  purpose.  The  bill  limits  the  investment  credit 
and  cost  recovery  deductions  to  the  first  $21,000  of  cost,  effective 
for  automobiles  placed  in  service  after  March  1,  1984.  Also,  it  insti- 
tutes a  rebuttable  presumption  that  at  least  50  percent  of  the  use 
of  any  automobile  during  any  taxable  year  is  personal  use,  effective 
in  taxable  years  beginning  after  1984. 

2.  Investment  income  from  S  corporations 

Under  present  law,  an  individual's  deduction  for  investment  in- 
terest is  generally  limited  to  the  taxpayer's  net  investment  income 
plus  $10,000.  The  bill  provides  that,  for  purposes  of  this  provision, 
the  net  gain  from  a  subchapter  S  corporation  (existing  prior  to  the 
adoption  of  the  Subchapter  S  Revision  Act  of  1982)  will  be  treated 
as  investment  income  if  capital  is  a  material  income-producing 
factor  in  the  S  corporation,  except  for  the  income  that  is  attributa- 
ble to  personal  services  of  the  taxpayer.  The  provision  will  apply  to 
taxable  years  beginning  after  December  31,  1982  and  will  sunset 
December  31,  1984. 

3.  Excise  tax  payments  to  Puerto  Rico  and  the  Virgin  Islands 

Under  present  law,  a  special  excise  tax  is  imposed  on  certain  ar- 
ticles coming  into  the  United  States  from  Puerto  Rico  and  the 
Virgin  Islands.  Revenues  from  the  special  tax  are  paid  to  the 
Puerto  Rico  and  the  Virgin  Islands.  Puerto  Rico  presently  conducts 
a  program  under  which  distilled  spirits  from  the  United  States  are 
redistilled  in  Puerto  Rico  and  reshipped  to  the  United  States, 
thereby  enabling  Puerto  Rico  to  receive  an  excise  tax  payment. 

Under  the  bill,  revenues  from  excise  tax  on  articles  coming  into 
the  United  States  from  Puerto  Rico  and  the  Virgin  Islands  will  be 
paid  to  those  possessions  only  (1)  in  the  case  of  distilled  spirits,  if  at 
least  90  percent  of  the  distilled  spirits  were  originally  distilled  in 
Puerto  Rico  or  the  Virgin  Islands;  (2)  in  the  case  of  any  article  sub- 
ject to  Federal  excise  tax  which  comes  into  the  United  States  from 
Puerto  Rico,  if  50  percent  or  more  of  the  value  of  the  article  is  at- 
tributable to  Puerto  Rican  input;  and  (3)  in  the  case  of  any  article 
subject  to  Federal  excise  tax,  if  the  applicable  possession  provides 
no  subsidy  to  the  industry  involved  of  a  kind  different  from  that 
provided  to  industry  generally.  A  general  exemption  is  provided  for 
rum;  a  limited  exception  from  (2)  and  (3)  is  provided  for  cane  neu- 
tral spirits  meeting  test  (1). 
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This  provision  of  the  bill  generally  will  apply  to  articles  coming 
into  the  United  States  after  February  29,  1984.  However,  a  transi- 
tion rule  permits  payments  of  $130  million  of  tax  with  respect  to 
redistilled  spirits  between  July  1,  1983  and  June  30,  1984;  this 
amount  is  reduced  to  $75  million  for  the  period  July  1,  1984 
through  June  30,  1985. 


Title  II. — Life  Insurance  Tax  Provisions 


/.  Company  taxation 

Under  present  law,  life  insurance  companies  may  be  taxed  on 
different  tax  bases.  As  a  consequence,  different  companies  derive 
varying  degrees  of  benefit  from  the  various  reserve  special  deduc- 
tions generally  allowable  only  to  life  insurance  companies  and  re- 
serve computation  rules  of  present  law. 

In  lieu  of  the  present  law  three-phase  pattern  of  taxation  which 
applies  to  life  insurance  companies,  the  bill  provides  a  new  single- 
phase  tax  structure.  This  structure  embodies  the  tax  rules  applica- 
ble to  corporations  generally  except  that  certain  special  rules  apply 
to  address  issues  unique  to  the  life  insurance  industry. 

a.  Computation  of  the  deduction  for  reserves 

Under  the  bill,  deductions  for  additions  to  reserves  more  closely 
reflect  each  company's  liabilities  to  policyholders  than  do  solvency 
reserves  used  for  State  law  purposes.  Further,  the  deductions  are 
computed  on  the  basis  of  uniform  rules  regardless  of  the  particular 
assumptions  used  for  purposes  of  computing  statutory  reserves. 

Under  these  rules,  a  life  insurance  company  can  deduct  an 
amount  equal  to  the  excess  of  the  higher  of  (1)  the  net  surrender 
value  of  the  contracts  or  (2)  the  Federally  prescribed  reserve,  over 
the  amount  of  the  reserve  for  tax  purposes  at  the  end  of  the  prior 
year.  The  Federally  prescribed  reserve  is  the  reserve  computed 
using  assumptions  that  generally  reflect  the  minimum  assumptions 
permitted  to  be  made  under  most  State  laws. 

b.  Limitation  on  mutual  company  deductions 

A  mutual  life  insurance  company  is  owned  by  its  policyholders. 
These  policyholders  receive  distributions  from  the  company  which 
may  represent  price  reductions  or  other  policyholder  benefits,  in- 
terest, or  returns  on  the  policyholders'  investment  in  the  enter- 
prise.1 Under  the  bill,  amounts  distributed  by  a  mutual  company 
to  policyholders  are,  in  effect,  fragmented,  and  no  deduction  is  al- 
lowed at  the  company  level  for  amounts  distributed  to  policyhold- 
ers in  their  capacity  as  owners  of  the  company.  This  is  accom- 
plished by  means  of  an  ownership  differential  provision.  Under  this 
provision,  each  mutual  company's  deductions  for  payments  and 
credits  to  policyholders  are  reduced  by  the  amount  of  an  imputed 
return  on  the  company's  equity.  There  is  a  special  5-year  transition 
rule  for  certain  high  surplus  mutuals. 


1  In  contrast,  a  stock  life  insurance  company  is  owned  by  shareholders.  Although  a  stock  com- 
pany may  pay  policyholder  dividends  to  its  policyholders,  such  amounts  would  generally  include 
only  price  reductions  and  policyholder  benefits. 
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The  bill  also  mandates  a  study  in  which  the  Treasury  would  ana- 
lyze the  operation  of  the  ownership  differential  provision  in  its  first 
3  years. 

c.  Stock  life  insurance  subsidiaries  of  mutual  companies 

As  a  general  rule,  under  the  bill,  a  stock  life  insurance  subsidi- 
ary of  a  mutual  life  insurance  company  is  treated  as  a  stock  com- 
pany for  tax  purposes.  However,  for  purposes  of  computing  the  lim- 
itation on  mutual  company  deductions,  the  equity  of  a  stock  subsid- 
iary is  included  in  the  mutual  parent. 

d.  Special  rule  for  small  companies 

Under  the  bill,  a  small  life  insurance  company  is  allowed  a  de- 
duction equal  to  60  percent  of  the  first  $3  million  of  its  otherwise 
taxable  income.  This  deduction  phases  out  as  otherwise  taxable 
income  increases  from  $3  million  to  $15  million.  The  amount  of 
this  deduction  is  computed  on  the  basis  of  a  controlled  group  and 
does  not  apply  to  income  related  to  noninsurance  activities.  A 
small  company  is  one  the  assets  of  which  (computed  on  the  basis  of 
an  affiliated  group  including  both  insurance  and  noninsurance 
members)  are  less  than  $500  million. 

e.  Rate  reduction 

All  life  insurance  companies  are  allowed  a  deduction  equal  to  25 
percent  of  their  otherwise  taxable  income.  This  deduction  is  com- 
puted on  the  basis  of  a  controlled  group  and  does  not  apply  to 
income  related  to  noninsurance  activities. 

f  Tax-exempt  income 

Under  present  law,  liabilities  to  policyholders  are  treated  as 
funded  proportionately  out  of  taxable  and  tax-exempt  income.  The 
bill  generally  continues  this  approach. 

g.  Reinsurance 

The  provision  under  which  the  Treasury  is  granted  authority  to 
reallocate  income,  deductions,  assets,  reserves,  credits,  and  other 
items  in  the  case  of  related  party  reinsurance  contracts  is  retained 
and  broadened  in  its  application. 

h.  Definition  of  a  life  insurance  company 

For  purposes  of  determining  whether  a  company  qualifies  as  a 
life  insurance  company,  funds  held  with  respect  to  contracts  that 
do  not  involve  permanent  purchase  rate  guarantees  are  not  to  be 
treated  as  insurance  reserves. 

i.  Effective  date 

Generally,  the  effective  date  for  provisions  dealing  with  the  tax- 
ation of  life  insurance  companies  is  January  1,  1984.  Income  that 
would  otherwise  result  from  recomputation  of  reserves  (including 
section  818(c)  recomputations  and  statutory-to-tax  recomputations) 
and  the  change  in  accounting  for  policyholder  dividends  at  the  be- 
ginning of  1984  is  forgiven  under  the  bill  . 

The  amount  of  deferred  gain  from  operations  held  in  the  policy- 
holder surplus  account  of  the  company  (the  Phase  III  account) 


1064 


would  be  frozen  at  its  1983  year-end  level  and  distributions  from 
such  account  would  be  taxed  when  distributed  under  the  present 
law  rules,  which  are  retained. 

2.  Life  insurance  products 

a.  Definition  of  life  insurance 

Present  law  does  not  contain  a  definition  of  life  insurance  or  of  a 
life  insurance  contract.  It  does,  however,  contain  temporary  rules 
for  purposes  of  determining  whether  benefits  paid  under  certain 
flexible  premium  products  qualify  as  life  insurance  benefits  exempt 
from  income  tax.  The  bill  adopts  a  definition  that  is  based  on  the 
temporary  rules  contained  in  present  law.  A  contract  is  treated  as 
a  life  insurance  contract  if  it  meets  (1)  a  "cash  value  accumula- 
tion" test,  or  (2)  a  "guideline  premium"  test  and  "cash  value  corri- 
dor" test.  Under  the  cash  value  accumulation  test  a  contract  quali- 
fies if  the  cash  value  accumulated  under  the  contract  does  not 
exceed  the  cash  value  which  would  arise  in  a  traditional  whole  life 
policy  assuming  a  reasonable  interest  rate  is  used  in  computing 
cash  value.  Under  the  guideline  premium  limitation,  contracts  are 
disqualified  if  the  amount  of  the  policyholder's  investment  in  the 
contract  exceeds  a  traditional  level  of  investment.  The  cash  value 
corridor  disqualifies  contracts  which  build  up  excessive  amounts  of 
cash  value  relative  to  life  insurance  risk.  Special  transitional  rules 
apply  to  existing  contracts  and  contracts  that  may  be  issued  in 
1984. 

For  contracts  that  fail  to  meet  the  definition  at  any  time,  the 
pure  insurance  portion  of  the  contract  (i.e.,  the  difference  between 
the  face  amount  and  the  cash  surrender  value)  will  be  treated  as 
term  life  insurance.  The  cash  surrender  value  will  be  treated  as  a 
deposit  fund  and  income  earned  on  the  fund  will  be  taxed  current- 

ly. 

b.  Annuities 

Under  the  bill,  the  present  law  exception  from  the  5-percent  pen- 
alty for  distributions  of  income  allocable  to  investments  within  10 
years  is  repealed.  Thus,  the  penalty  generally  will  apply  to  distri- 
butions prior  to  age  59V2.  In  addition,  if  the  owner  of  a  deferred 
annuity  dies  prior  to  annuitization,  the  income  in  the  annuity  will 
be  included  in  the  decedent's  last  income  tax  return. 

c.  Group-term  life  insurance 

The  antidiscrimination  rules  and  the  limitation  on  the  exclusion 
from  income  of  premiums  for  group-term  benefits  are  extended  to 
retired  employees.  These  rules  would  not  apply  to  coverage  in  place 
under  existing  group  plans  on  September  27,  1983. 

d.  Policyholder  loans 

Under  the  bill,  the  deduction  for  interest  paid  on  policy  loans  is 
limited.  The  limitation  for  an  individual  is  $250,000  ($500,000  for  a 
joint  return)  multiplied  by  the  deficiency  interest  rate.  For  busi- 
nesses, the  limitation  is  the  aggregate  of  $500,000  per  individual 
policy  times  the  deficiency  interest  rate.  The  bill  contains  car- 
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ryover  rules  for  unused  deduction  limitation.  The  new  rules  gener- 
ally are  effective  for  policies  issued  after  September  27,  1983. 

3.  Nondeductible  contributions  to  individual  retirement  plans 

Under  present  law,  an  individual  generally  is  entitled  to  deduct 
the  amount  contributed  to  an  individual  retirement  account  or  an- 
nuity or  used  to  purchase  retirement  bonds  (IRAs).  The  maximum 
amount  that  can  be  contributed  is  limited.  Except  for  tax-free  rol- 
lovers, no  nondeductible  contributions  may  be  made  to  an  IRA.  An 
annual  6-percent  excise  tax  applies  to  prohibited  nondeductible 
contributions  (i.e.,  excess  contributions)  held  in  an  IRA.  Under  the 
provision,  certain  nondeductible  IRA  contributions  (up  to  the  non- 
deductible limit)  are  not  treated  as  excess  contributions  subject  to 
the  six  percent  annual  excise  tax.  The  nondeductible  limit  may  not 
exceed  $1,750. 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1983. 


Title  III. — Revision  of  Private  Foundation  Provisions 
/.  Charitable  deduction  rules 

Under  present  law,  contributions  by  individuals  of  cash  or  prop- 
erty to  private  nonoperating  foundations  (and  certain  other  chari- 
table organizations)  generally  are  deductible  up  to  20  percent  of 
the  donor's  adjusted  gross  income  (Code  sec.  170(b)(1)(B)).  The  bill 
raises  this  limitation  to  30  percent  for  gifts  of  cash  and  ordinary- 
income  property,  but  retains  the  20-percent  limitation  for  all  gifts 
of  capital-gain  property. 

The  bill  also  provides  that  contributions  to  private  nonoperating 
foundations  of  certain  appreciated  stock  are  deductible  at  the 
stock's  fair  market  value  (rather  than  at  the  present-law  limitation 
of  the  donor's  basis  plus  60  percent  of  the  appreciation).  The  in- 
creased deduction  applies  only  to  the  extent  that  the  cumulative 
total  of  donations  by  a  donor  (and  family  members)  to  private  non- 
operating  foundations  of  stock  in  a  particular  corporation  is  less 
than  10  percent  of  the  value  of  all  outstanding  stock  of  that  corpo- 
ration. 

In  addition,  the  bill  extends  to  private  nonoperating  foundations 
the  same  rules  on  carryovers  of  charitable  contributions  exceeding 
the  percentage  limitations  as  apply  under  present  law  for  contribu- 
tions by  individuals  to  public  charities  and  private  operating  foun- 
dations (sec.  170(d)). 

These  changes  made  by  the  bill  apply  to  contributions  made  after 
1984.  The  increased  deduction  for  contributions  of  certain  appreci- 
ated stock  will  not  apply  to  contributions  made  after  1994. 

2.  Excise  tax  on  investment  income 

The  bill  reduces  from  two  to  one  percent  the  rate  of  the  excise 
tax  on  net  investment  income  of  private  foundations  (sec.  4940),  ef- 
fective for  post-1984  taxable  years,  but  only  if  the  foundation's 
payout  for  charitable  purposes  (computed  as  a  five-year  average)  is 
increased  by  an  equivalent  amount. 

Also,  the  bill  exempts  from  the  section  4940  excise  tax  any  pri- 
vate operating  foundation  that  previously  had  been  publicly  sup- 
ported for  at  least  10  years  (or  was  in  existence  on  January  1, 
1983),  that  has  a  governing  body  broadly  representative  of  the  gen- 
eral public  (with  at  least  75  percent  consisting  of  persons  unrelated 
to  the  foundation),  and  none  of  whose  officers  otherwise  are  dis- 
qualified persons.  This  amendment  applies  to  post-1984  taxable 
years. 

3.  Mandatory  payout  rules 

The  bill  limits  the  amount  of  grant  administrative  expenses 
which  may  be  counted  as  qualifying  distributions  for  purposes  of 
meeting  the  minimum  payout  requirement  (sec.  4942),  effective  for 
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post-1984  taxable  years,  to  15  percent  of  the  amount  of  grants, 
gifts,  and  contributions  made  by  the  foundation,  computed  on  the 
basis  of  a  five-year  average.  The  limitation  does  not  apply  to  ad- 
ministrative expenses  incurred  directly  for  the  active  conduct  of  an 
exempt  activity. 

4.  Divestiture  of  excess  business  holdings 

The  bill  generally  retains  the  divestiture  rules  of  present  law 
(sec.  4943)  with  respect  to  "grandfathered"  excess  business  holdings 
which  were  held  by  private  foundations  on  May  26,  1969,  with  cer- 
tain modifications. 

In  the  case  of  an  unusually  large  gift  or  bequest  after  1969  of  di- 
verse or  complex  excess  business  holdings,  the  bill  provides  the  In- 
ternal Revenue  Service  with  discretionary  authority  to  permit  an 
additional  five-year  period  for  divestiture  on  a  showing  by  the  foun- 
dation of  good  cause  plus  diligent  efforts  to  dispose  of  the  holdings 
within  the  five-year  period  permitted  under  present  law. 

5.  Expenditure  responsibility  and  reliance  rules 

The  bill  exempts  from  the  expenditure  responsibility  require- 
ments imposed  on  foundation  grantors  (sec.  4945)  grants  to  those 
private  operating  foundations  which  the  bill  exempts  from  the  two- 
percent  excise  tax  on  net  investment  income  (see  above),  effective 
for  post-1984  grants. 

The  Treasury  Department  is  to  review  its  expenditure  responsi- 
bility regulations  for  purposes  of  modifying  requirements  which  are 
found  to  be  unduly  burdensome  or  unnecessary.  Also,  Treasury  reg- 
ulations are  to  be  amended  to  extend  to  five  years  the  advance 
ruling  period  during  which  qualifying  new  organizations  are  con- 
sidered public  charities,  and  to  permit  greater  reliance  on  IRS  clas- 
sifications of  new  charitable  organizations  in  the  first  five  years  of 
their  existence. 

6.  Foundation  support  for  voter  registration  drives 

The  bill  retains  all  requirements  of  present  law  limiting  private 
foundation  support  for  voter  registration  drives  (sec.  4945(f))  except 
the  requirement  that  the  voter  registration  drive  must  be  conduct- 
ed in  five  or  more  States;  the  latter  requirement  is  repealed  effec- 
tive January  1,  1984.  As  under  present  law,  the  registration  drive 
must  be  nonpartisan,  and  cannot  be  confined  to  one  election  period. 

7.  Abatement  of  first-tier  penalty  taxes 

The  bill  provides  the  Internal  Revenue  Service  with  discretion- 
ary authority  to  abate  the  automatic  first-tier  penalty  taxes  (other 
than  the  sec.  4941  tax  on  self-dealing)  if  the  foundation  establishes 
that  the  violation  was  due  to  reasonable  cause  and  not  to  willful 
neglect,  and  corrects  the  violation.  This  provision  applies  to  taxable 
events  occurring  after  1984. 

8.  Definitions 

The  bill  provides  that  the  lineal  descendants  who  are  considered 
members  of  the  family  of  a  substantial  contributor  or  other  dis- 
qualified person,  and  thus  themselves  are  considered  to  be  disquali- 
fied persons  (sec.  4946),  are  limited  to  the  individual's  children, 
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grandchildren,  great-grandchildren,  and  their  spouses,  effective 
January  1,  1985. 

In  addition,  the  bill  provides  rules  under  which  a  person's  status 
as  a  substantial  contributor  (sec.  507(d))  terminates  in  certain  cir- 
cumstances after  10  years  with  no  connection  to  the  foundation,  ef- 
fective for  post-1984  taxable  years.  Also,  the  bill  provides  special 
retroactive  relief  from  the  excise  tax  on  self-dealing  in  a  particular 
case  where  continued  status  as  a  disqualified  person  had  triggered 
tax  on  a  1978  transaction,  provided  that  the  foundation  received 
fair  market  value. 

9.  Public  disclosure  requirements 

The  bill  provides  that,  beginning  in  1985,  private  foundation  no- 
tices which  must  be  published  annually  in  a  newspaper  (sec. 
6104(d))  are  to  include  the  telephone  number  of  the  foundation's 
principal  office.  Also,  the  Internal  Revenue  Service  is  directed  to 
enforce  fully  the  present-law  rules  concerning  Form  990-PF  infor- 
mation returns. 

10.  Games  of  chance 

The  bill  exempts  from  the  unrelated  business  income  tax  (sec. 
513)  income  derived  by  nonprofit  organizations  from  conducting 
certain  games  of  chance,  provided  that  State  or  local  law  as  of  Oc- 
tober 5,  1983,  permits  such  games  to  be  conducted  only  by  nonprof- 
it organizations.  This  provision  applies  retroactively  to  games  of 
chance  conducted  after  June  30,  1981. 


Title  IV. — Tax  Simplification  Provisions 
/.  Estimated  income  tax  for  individuals 

The  individual  estimated  income  tax  rules  of  present  law  are 
simplified  and  clarified  by  the  bill.  Generally,  an  individual  will  be 
required  to  make  estimated  tax  payments  (including  withholding 
payments)  equal  to  the  lesser  of  80  percent  of  the  current  year's 
tax  or  100  percent  of  the  prior  year's  tax;  penalties  will  be  based  on 
the  underpayment  from  this  amount.  Payments  based  on  annua- 
lized income  will  be  allowed.  The  Secretary  may  waive  the  penalty 
for  failure  to  make  payments  by  reason  of  a  casualty,  disaster  or 
other  unusual  circumstance  where  it  would  be  inequitable  to 
impose  the  penalty.  Estimated  tax  payments  of  the  alternative 
minimum  tax  will  be  required. 

The  provision  will  be  effective  for  taxable  years  beginning  after 
1984. 

2.  Domestic  relations 

a.  Transfers  of  property  between  spouses  or  incident  to  divorce 

Under  present  law,  gain  is  recognized  on  certain  transfers  of 
property  in  exchange  for  marital  rights  of  a  spouse  or  former 
spouse.  The  bill  provides  that  property  transfers  between  spouses 
or,  if  incident  to  divorce,  between  former  spouses,  will  not  result  in 
the  recognition  of  gain  or  loss.  The  transferee  will  hold  the  proper- 
ty at  the  transferor's  basis.  Also,  investment  tax  credits  will  not  be 
recaptured. 

The  provision  will  generally  be  effective  for  transfers  after  the 
date  of  enactment  of  the  bill.  The  bill  also  allows  taxpayers  to  elect 
to  have  this  provision  apply  to  transfers  after  December  31,  1983, 
or  to  transfers  on  or  before  the  date  of  enactment. 

b.  Alimony 

Under  present  law,  alimony  is  deductible  by  the  payor  and  in- 
cludible in  the  income  of  the  payee.  The  bill  revises  the  rules  relat- 
ing to  the  definition  of  alimony.  Generally,  only  cash  payments 
that  will  terminate  on  the  death  of  the  payee  spouse  will  qualify  as 
alimony.  The  present  law  requirement  that  the  payment  be  based 
on  a  legal  support  obligation  will  be  repealed.  Payors  will  be  re- 
quired to  furnish  to  the  IRS  the  social  security  number  of  the 
payee  spouse.  A  $50  penalty  for  failure  to  do  so  will  be  imposed. 

The  provision  will  generally  be  effective  for  divorce  or  separation 
agreements  or  orders  executed  after  1984. 

c.  Dependency  exemption 

The  bill  provides  that  the  $1,000  dependency  exemption  for  a 
child  of  divorced  or  separated  parents  generally  will  be  allocated  to 
the  custodial  parent  unless  the  custodial  parent  signs  a  written 
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declaration  that  he  or  she  will  not  claim  the  exemption  for  the 
year.  Each  parent  may  claim  the  medical  expenses  that  he  or  she 
pays  for  the  child,  for  purposes  of  computing  the  medical  deduc- 
tion. 

Income  from  certain  sheltered  workshops  will  not  be  taken  into 
account  in  determining  the  dependency  exemption. 

The  provision  will  be  effective  for  taxable  years  beginning  after 
1984. 

d.  Innocent  spouse  relieved  of  liability  in  certain  cases 

Under  present  law,  a  spouse  may  be  relieved  of  liability  where 
he  or  she  signs  a  joint  return  and  there  was  a  substantial  omission 
of  income  attributable  to  the  other  spouse.  The  bill  extends  these 
rules  to  situations  involving  claims  of  grossly  erroneous  deductions 
and  credits  and  would  replace  the  substantial  omission  of  income 
test  with  a  substantial  understatement  of  tax  test.  Also,  the  bill 
overrides  community  property  laws  in  certain  situations  where  it  is 
equitable  to  do  so. 

e.  Gift  and  estate  tax  treatment  of  certain  property  settle- 

ments 

The  bill  conforms  the  estate  tax  treatment  with  respect  to  trans- 
fers of  property  to  a  former  spouse  under  certain  property  settle- 
ments with  the  present  law  allowing  a  gift  tax  exemption  for  such 
transfers.  The  bill  also  extends  the  period  to  enter  into  a  property 
settlement  agreement  in  order  to  avoid  gift  tax.  The  provision  will 
apply  to  gifts  made  and  to  estates  of  decedents  dying  after  date  of 
enactment  of  the  bill. 

3.  At-risk  rules 

The  bill  amends  the  at-risk  limitation  on  the  investment  tax 
credit  by  providing  that  the  base  for  the  credit  will  be  reduced  by 
nonrecourse  indebtedness  related  to  the  property  (i.e.,  a  loan  on 
which  there  is  no  personal  liability).  Qualified  commercial  financ- 
ing, defined  as  financing  from  an  unrelated  party  regularly  en- 
gaged in  commercial  lending  where  no  more  than  80  percent  of  all 
financing  for  the  property  is  nonrecourse,  will  be  excluded  from 
the  limitation.  In  the  case  of  an  S  corporation,  recourse  financing 
at  the  corporate  level  that  is  provided  by  a  qualified  commercial 
lender  will  be  considered  recourse  financing  at  the  shareholder 
level  if  the  debt  is  related  to  property  used  by  the  corporation  in  an 
active  trade  or  business  with  at  least  3  full-time  non-owner  employ- 
ees. 

The  bill  will  exempt,  from  both  the  loss  limitation  rules  of  sec- 
tion 465  and  the  investment  tax  credit  at-risk  rules,  the  active 
trade  or  business  activities  of  a  regular  closely  held  business  corpo- 
ration. To  qualify,  a  trade  or  business  must  have  3  full-time  non- 
owner  employees  and  its  out-of-pocket  expenses  must  exceed  15 
percent  of  gross  income.  Non-closely  held  corporations  will  contin- 
ue to  be  exempt  from  the  at-risk  rules. 

The  bill  also  requires  that,  for  a  lessee  to  be  eligible  to  claim  the 
full  investment  tax  credit,  the  lessee  must  be  at  risk  for  rental  pay- 
ments the  present  value  of  which  is  equal  to  at  least  30  percent  of 
the  fair  market  value  of  the  property. 
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The  investment  tax  credit  provisions  generally  will  generally 
apply  to  property  placed  in  service  in  taxable  years  ending  after 
the  date  of  enactment  of  the  bill.  At  the  taxpayer's  election,  these 
provisions  will  apply  as  if  included  in  the  Economic  Recovery  Tax 
Act  of  1981.  The  changes  to  the  general  at-risk  rules  will  apply  to 
taxable  years  beginning  after  December  31,  1983. 

4.  Estate  tax  revisions 

a.  Permanent  rules  for  reforming  governing  instruments  creat- 

ing charitable  remainder  trusts  and  other  charitable  in- 
terests 

Under  the  rules  adopted  by  the  Tax  Reform  Act  of  1969,  a  chari- 
table interest  in  a  split-interest  trust  (i.e.,  a  trust  which  is  part 
charitable  and  part  noncharitable)  must  be  in  certain  specified 
forms  to  be  deductible  for  Federal  income,  gift,  and  estate  tax  pur- 
poses. Present  law  permits  defective  governing  instruments  of 
charitable  split-interest  trusts  which  were  created  pursuant  to  wills 
executed  before  January  1,  1979,  to  be  amended  to  conform  to  the 
1969  Act  rules  by  December  31,  1981. 

The  bill  provides  a  permanent  rule  permitting  reformation  of 
governing  instruments  of  charitable  split-interest  trusts  which  do 
not  meet  the  requirements  of  the  1969  Act  rules  where  the  instru- 
ment evidences  an  intent  to  comply  with  the  1969  Act  rules  (or  the 
reformation  begins  within  a  specified  period)  and  the  actuarial 
values  and  durations  of  the  charitable  and  noncharitable  interests 
in  the  trust  generally  remain  the  same  before  and  after  the  refor- 
mation. 

This  provision  will  be  effective  with  respect  to  reformations 
made  after  December  31,  1978. 

b.  Alternate  valuation  date  election 

Under  present  law,  the  value  of  property  includible  in  the  dece- 
dent's gross  estate  for  Federal  estate  tax  purposes  generally  is  de- 
termined on  the  date  of  the  decedent's  death.  However,  the  execu- 
tor of  the  decedent's  estate  may  elect  to  have  the  value  of  all  prop- 
erty included  in  the  gross  estate  determined  as  of  the  alternate  val- 
uation date  (which  generally  is  six  months  after  the  decedent's 
death).  The  election  to  use  the  alternate  valuation  date  may  be 
made  only  on  a  timely  filed  Federal  estate  tax  return.  Also,  under 
present  law,  the  Federal  income  tax  basis  of  property  acquired 
from  a  decedent  generally  is  its  value  for  Federal  estate  tax  pur- 
poses. 

The  bill  provides  that  the  election  to  use  the  alternate  valuation 
date  may  be  made  only  where  both  the  total  value  of  all  property 
in  the  gross  estate  and  the  Federal  estate  tax  liability  of  the  estate 
are  reduced  by  making  the  election.  The  bill  would  also  allow  the 
alternate  valuation  election  to  be  made  on  the  first  estate  tax 
return  filed  (whether  filed  timely  or  late). 

This  provision  will  be  effective  with  respect  to  estates  of  dece- 
dents dying  after  the  date  of  enactment  of  the  bill. 
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5.  Foreign  tax  provisions 

a.  Resident  aliens 

The  bill  makes  several  changes  in  the  tax  provisions  affecting 
foreign  income  and  foreign  taxpayers.  It  provides  standards  for  de- 
termining whether  an  alien  individual  is  a  resident  of  the  United 
States.  Under  these  standards,  an  individual  who  spends  substan- 
tial time  in  the  United  States  in  any  year  or  over  a  three-year 
period  will  generally  be  a  U.S.  resident.  A  permanent  resident  for 
immigration  purposes  will  be  a  U.S.  resident,  also.  The  bill  pre- 
vents married  nonresident  aliens  from  using  the  community  prop- 
erty laws  of  their  home  country  to  split  income  for  U.S.  tax  pur- 
poses. These  provisions  are  generally  effective  for  taxable  yars  be- 
ginning after  1984. 

b.  Foreign  personal  holding  company  attribution  rules 

The  bill  clarifies  the  family  attribution  rules  for  determining 
when  a  foreign  corporation  is  a  foreign  personal  holding  company. 
It  also  prevents  avoidance  of  U.S.  tax  by  interposition  of  a  foreign 
trust  or  another  foreign  entity  between  a  foreign  personal  holding 
company  and  a  U.S.  taxpayer.  These  provisions  generally  apply  to 
taxable  years  beginning  after  1983. 

c.  Ordinary  income  treatment  under  section  1248 

The  bill  clarifies  the  rules  that  tax  the  previously  untaxed  earn- 
ings and  profits  of  a  controlled  foreign  corporation  at  ordinary 
income  rates  when  its  U.S.  owner  disposes  of  the  shares  or  liqui- 
dates the  corporation.  It  prevents  later  double  taxation  of  those 
earnings  and  profits  and  double  crediting  of  associated  foreign 
taxes.  It  also  treats  direct  ownership  of  a  controlled  foreign  corpo- 
ration like  indirect  ownership  for  the  purpose  of  these  rules.  These 
provisions  are  generally  effective  for  transactions  occurring  after 
the  date  of  enactment. 

d.  Coordination  of  subpart  F  with  foreign  personal  holding 

company  provisions 

The  bill  coordinates  the  foreign  personal  holding  company  rules 
with  the  controlled  foreign  corporation  rules.  It  provides  that 
shareholders  of  a  controlled  foreign  corporation  (that  is  also  a  for- 
eign personal  holding  company)  are  subject  to  the  controlled  for- 
eign corporation  rules  to  the  extent  that  income  taxable  under 
those  rules  exceeds  income  taxable  under  the  foreign  personal 
holding  company  rules.  This  provision  applies  to  taxable  years  be- 
ginning after  the  date  of  enactment. 

e.  Stapled  stock 

The  bill  contains  provisions  regarding  so-called  stapled  stock.  It 
provides  generally  that  if  a  foreign  and  a  domestic  corporation  are 
stapled  entities,  the  foreign  corporation  generally  will  be  treated  as 
domestic.  In  addition,  if  two  domestic  corporations  are  stapled  enti- 
ties, each  will  be  treated  as  owning  the  other.  These  provisions  are 
generally  effective  on  the  date  of  enactment. 
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6.  Miscellaneous  Treasury  administrative  provisions 

The  bill  makes  a  number  of  minor  amendments  relating  to 
Treasury  administrative  provisions.  The  bill  simplifies  certain  re- 
quirements of  the  Treasury  Department  to  make  reports  to  the 
Congress,  removes  the  $1  million  limitation  of  the  Treasury  work- 
ing capital  fund,  increases  the  authorization  limit  from  $1  million 
to  $10  million  on  the  revolving  fund  for  the  redemption  of  real 
property,  allows  the  Secretary  of  the  Treasury  to  accept  gifts  and 
bequests  for  the  Treasury  Department,  allows  an  extension  of  time 
for  court  review  of  a  jeopardy  assessment  where  the  government  is 
not  promptly  served,  removes  the  $1  million  limitation  on  the  Sec- 
retary of  the  Treasury's  special  authority  to  dispose  of  obligations, 
allows  the  Internal  Revenue  Service  a  minimum  of  60  days  to 
assess  unpaid  taxes  shown  on  an  amended  return,  provides  the  gov- 
ernment a  lien  on  the  assets  of  all  financial  institutions  which 
issue  an  unpaid  guaranteed  draft  for  the  payment  of  taxes,  and 
allows  the  disclosure  of  windfall  profit  tax  returns  to  State  tax 
agencies. 

The  bill  also  repeals  the  occupational  tax  on  manufacturers  of 
stills  and  condensors,  allows  drawback  claims  for  distilled  spirits 
excise  taxes  in  certain  cases,  provides  for  disclosure  of  alcohol  fuel 
producers  to  administrators  of  State  alcohol  laws,  and  repeals  the 
stamp  requirement  for  distilled  spirits  containers. 

7.  Tax  Court  provisions 

The  bill  allows  certified  public  accountants  and  enrolled  agents 
authorized  to  practice  before  the  Internal  Revenue  Service  to  rep- 
resent taxpayers  in  small  claim  cases  before  the  Tax  Court  and  in- 
creases the  small  claims  case  dollar  limit  from  $5,000  to  $10,000. 
The  title  of  the  Tax  Court  "commissioners"  will  be  changed  to 
"special  trial  judges".  The  bill  provides  that  the  Tax  Court  may 
prevent  public  disclosure  of  trade  secrets  or  other  confidential  in- 
formation. Finally,  Tax  Court  judges  will  no  longer  be  required  to 
retire  at  age  70. 

8.  Simplification  of  income  tax  credits 

In  general,  the  bill  groups  existing  income  tax  credits  into  logical 
categories  and  provides  uniform  tax  liability  limitations  and  car- 
ryover rules.  The  business  credits  (i.e.,  investment  tax  credit,  tar- 
geted jobs  credit,  alcohol  fuels  credit,  and  ESOP  credit)  will  be  com- 
bined into  one  credit  and  allowed  up  to  100  percent  of  the  first 
$25,000  of  tax  liability  and  85  percent  of  the  remainder.  The  re- 
search credit  will  continue  to  be  allowable  against  100  percent  of 
tax  liability.  A  3-year  carryback  and  15-year  carryforward  period 
on  a  FIFO  basis  will  be  allowed  for  the  business  credits. 

This  provision  will  apply  to  taxable  years  beginning  after  1983. 

9.  Miscellaneous  tax  provisions 

a.  Rollover  of  certain  partial  distributions  from  qualified 
plans 

Under  the  bill,  distributions  of  less  than  the  balance  to  the  credit 
of  an  employee  under  a  qualified  pension,  profit  sharing,  or  stock 
bonus  plan  or  a  tax-sheltered  annuity  contract  can  be  rolled  over, 


1074 


tax-free,  by  the  employee  (or  the  surviving  spouse  of  the  employee) 
to  an  IRA.  A  rollover  of  a  partial  distribution  will  be  permitted 
only  if  (1)  the  distribution  equals  at  least  50  percent  of  the  balance 
to  the  credit  of  the  employee,  (2)  the  distribution  is  not  one  of  a 
series  of  periodic  payments,  and  (3)  the  employee  elects  tax-free 
rollover  treatment  as  prescribed  by  the  Secretary  of  the  Treasury. 

The  provision  will  be  effective  for  distributions  made  after  the 
date  of  enactment  of  the  bill,  in  taxable  years  ending  after  that 
date. 

b.  Treatment  of  certain  related  party  transactions 

The  bill  amends  the  related  party  rules  (sec.  267)  so  that  a  tax- 
payer would  generally  be  placed  on  the  cash  method  of  accounting 
for  purposes  of  deducting  business  expenses  and  interest  owed  to  a 
related  party  cash  basis  taxpayer.  These  rules  will  be  extended  to 
amounts  accrued  by  a  partnership  to  its  partners  and  vice  versa. 

Also,  the  bill  extends  the  loss  disallowance  and  accrual  provi- 
sions to  transactions  between  corporations  which  are  members  of  a 
controlled  group  of  corporations,  using  a  50-percent  control  test. 
This  provision  will  not  apply  to  transactions  with  a  controlled 
DISC. 

These  provisions  generally  will  apply  to  taxable  years  beginning 
after  1983.  However,  the  provision  will  not  apply  to  (1)  interest  on 
indebtedness  incurred  on  or  before  September  29,  1983,  or  incurred 
pursuant  to  a  contract  binding  on  that  date  and  all  times  thereaf- 
ter and  (2)  other  expenses  made  pursuant  to  a  contract  which  was 
binding  on  September  29,  1983,  and  at  all  times  thereafter. 

c.  Preferred  stock  eligible  for  small  business  corporation  stock 

treatment 

Under  present  law,  a  taxpayer  is  allowed  to  deduct,  as  an  ordi- 
nary loss,  up  to  $50,000  ($100,000  in  the  case  of  a  joint  return)  of 
loss  on  the  disposition  of  certain  common  stock  of  a  domestic  small 
business  corporation.  The  bill,  which  applies  to  stock  issued  after 
the  date  of  enactment,  extends  ordinary  loss  treatment  to  preferred 
stock  of  qualified  small  business  corporations. 

d.  Medical  expense  deduction  for  certain  lodging 

Under  present  law,  individuals  who  itemize  deductions  may 
deduct  certain  expenses  paid  for  medical  care  to  the  extent  the  ex- 
penses exceed  5  percent  of  adjusted  gross  income.  Amounts  paid  for 
transportation  primarily  for  and  essential  to  medical  care  are 
treated  as  expenses  paid  for  medical  care.  Amounts  paid  for  lodg- 
ing while  away  from  home,  however,  do  not  qualify  for  the  deduc- 
tion. 

Under  the  bill,  certain  expenses  for  lodging  while  away  from 
home  to  receive  medical  care  as  an  outpatient  at  a  hospital  or  cer- 
tain similar  medical  care  facilities  are  treated  as  expenses  paid  for 
medical  care,  up  to  a  limit  of  $50  per  eligible  person  per  day.  This 
provision  is  effective  for  taxable  years  beginning  after  1983. 
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e.  Study  of  gross  income  tax 

The  bill  provides  for  a  study  by  the  Treasury  Department  of  a 
simplified  gross  income  tax,  to  be  submitted  to  the  Congress  within 
6  months  after  date  of  enactment  of  the  bill. 

10.  Repeal  of  certain  obsolete  provisions  (deadwood) 

Three  provisions  (Code  sections  405,  409,  and  1251)  are  repealed 
as  deadwood. 


Title  V. — Fringe  Benefit  Provisions 

The  Code  defines  gross  income  for  income  tax  purposes  as  includ- 
ing "all  income  from  whatever  source  derived"  and  specifies  that  it 
includes  "compensation  for  services"  (sec.  61).  Similarly,  the  social 
security  and  unemployment  insurance  payroll  taxes  (FICA  and 
FUTA)  and  income  tax  withholding  generally  apply  to  all  remu- 
neration for  employment,  including  noncash  remuneration. 

Under  present  law,  specific  statutory  exclusions  are  provided  for 
income  and  employment  tax  purposes  for  certain  types  of  employee 
benefits,  such  as  health  benefits.  However,  the  Economic  Recovery 
Tax  Act  of  1981  (P.L.  97-34)  extended  through  December  31,  1983,  a 
moratorium  on  the  issuance  of  Treasury  regulations  relating  to  the 
income  tax  treatment  of  nonstatutory  fringe  benefits. 

Under  the  bill,  certain  fringe  benefits  provided  by  an  employer 
are  excluded  from  the  recipient  employee's  gross  income  for  Feder- 
al income  tax  purposes  and  from  the  wage  and  benefit  base  for  pur- 
poses of  social  security  and  other  employment  taxes.  The  excluded 
fringe  benefits  are  those  that  qualify  under  one  of  the  following 
five  categories  as  defined  in  the  bill:  (1)  a  no-additional-cost  service, 
(2)  a  qualified  employee  discount,  (3)  a  working  condition  fringe,  (4) 
a  de  minimis  fringe,  or  (5)  a  qualified  tuition  reduction.  Special 
rules  apply  with  respect  to  certain  parking  or  eating  facilities  pro- 
vided to  employees,  on-premises  athletic  facilities,  and  demonstra- 
tion use  of  an  employer-provided  car  by  auto  salespersons. 

In  the  case  of  a  no-additional-cost  service,  a  qualified  employee 
discount,  employee  parking,  a  subsidized  eating  facility,  or  a  quali- 
fied tuition  reduction,  the  exclusion  applies  with  respect  to  benefits 
provided  to  officers,  owners,  or  highly  compensated  employees  only 
if  the  benefits  are  also  made  available  to  other  employees  on  a  non- 
discriminatory basis. 

Any  fringe  benefit  that  does  not  qualify  for  exclusion  under  the 
bill  or  under  another  specific  statutory  provision  is  includible  in 
gross  income,  and  subject  to  employment  taxes,  at  the  excess  of  its 
fair  market  value  over  any  amount  paid  by  the  employee  for  the 
benefit. 

The  provisions  of  the  bill  generally  take  effect  on  January  1, 
1984,  except  that  the  tuition  reduction  exclusion  applies  with  re- 
spect to  education  furnished  after  June  30,  1984. 

Title  VI. — Technical  Corrections 

This  title  contains  technical,  clerical,  conforming  and  clarifying 
amendments  to  provisions  enacted  by  the  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982,  the  Subchapter  S  Revision  Act  of  1982, 
the  Highway  Revenue  Act  of  1982,  the  Social  Security  Amend- 
ments of  1983  and  other  recently  enacted  tax  legislation. 
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Title  VII. — Tax-Exempt  Bond  Provisions 
/.  Mortgage  subsidy  bonds 

a.  Extension  of  qualified  mortgage  bond  authority 

The  bill  extends  the  tax  exemption  for  qualified  mortgage  bonds 
to  bonds  issued  prior  to  January  1,  1989.  State  mortgage  bond 
volume  caps  are  to  be  reduced,  in  any  year,  by  the  volume  of  quali- 
fied veterans'  mortgage  bonds  issued  in  the  prior  year.  (An  excep- 
tion is  provided  for  veterans'  mortgage  bonds  issued  pursuant  to 
certain  authorizations  made  prior  to  1984.)  Veterans'  mortgage 
bonds  are  also  to  be  subject  to  the  January  1,  1989,  sunset  date.  Ad- 
ditionally, the  bill  makes  mortgage  subsidy  bonds  (including  veter- 
ans' mortgage  bonds)  subject  to  a  reporting  requirement. 

b.  Mortgage  credit  certificates 

The  bill  allows  State  and  local  governments,  for  any  year,  to  ex- 
change qualified  mortgage  bond  authority  for  authority  to  issue 
mortgage  credit  certificates  (MCCs).  MCCs  will  entitle  homeowners 
to  credits  not  exceeding  50  percent  (but  not  less  than  10  percent)  of 
interest  on  indebtedness  incurred  with  respect  to  qualifying  resi- 
dences. The  credits  are  to  be  subject  to  the  existing  eligibility  re- 
quirements for  qualified  mortgage  bonds.  Credits  not  usable  in  any 
year  by  a  homeowner  may  be  carried  over  against  a  later  year's 
tax  liability. 

Under  the  bill,  the  amount  of  MCCs  distributable  by  a  State  or 
local  government  is  equal  to  15  percent  of  the  principal  amount  of 
exchanged  mortgage  subsidy  bond  authority.  The  amount  of  ex- 
changed authority  cannot  exceed  9  percent  of  the  average  volume 
of  single-family  mortgages  in  the  State  during  the  prior  three 
years.  For  States  and  localities  which  issued  less  than  their  statu- 
tory ceiling  of  qualified  mortgage  bonds  in  1983,  a  5-year  phase-in 
of  MCC  authority  is  to  apply. 

MCCs  are  subject  to  the  January  1,  1989,  sunset  for  qualified 
mortgage  bonds. 

2.  Limited  equity  cooperatives 

The  bill  provides  that  limited  equity  housing  cooperatives  may 
elect  to  be  eligible  for  either  mortgage  subsidy  bond  or  industrial 
development  bond  (IDB)  financing.  If  a  cooperative  elects  to  be  eli- 
gible for  IDB  financing,  the  members  of  the  cooperative  may  not 
receive  deductions  for  interest  and  taxes  on  the  property. 

3.  Industrial  development  bonds 

a.  Volume  caps  on  private  activity  bonds 

Under  the  bill,  private  activity  tax-exempt  bonds  are  subject  to 
statewide  volume  caps.  The  caps  are  applicable  to  certain  industri- 
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al  development  bonds  (IDBs)  and  student  loan  bonds  issued  within 
the  State.  Bonds  used  to  finance  projects  for  multifamily  residen- 
tial rental  property  are  exempted  from  the  caps.  Additionally,  IDBs 
used  to  finance  convention  or  trade  show  facilities,  airports,  docks, 
wharves,  and  certain  mass  commuting  facilities  are  exempted  from 
the  caps  where  the  facilities  are  owned  for  tax  purposes  by  a  State 
or  local  governmental  unit. 

The  caps  are  to  be  set  at  $150  for  each  resident  of  the  State  (ac- 
cording to  the  most  recent  census  estimates).  The  amount  of  the 
caps  will  be  reduced  to  $100  per  capita  after  1986  to  reflect  the 
sunset  for  small  issue  IDBs.  Within  each  State,  the  cap  is  to  be  al- 
located among  State  and  local  issuers  according  to  rules  similar  to 
those  used  for  allocation  of  mortgage  subsidy  bond  authority. 

The  bill  provides  for  a  three-year  carryover  (six  years  in  the  case 
of  pollution  control  bonds)  of  a  State's  volume  cap  to  finance  specif- 
ic projects  or  for  student  loan  bonds.  The  carryover  is  not  applica- 
ble for  small  issue  IDBs.  Additionally,  for  States  whose  1983 
volume  exceeds  the  statewide  cap,  a  two-year  phase-in  is  applica- 
ble. 

b.  Restrictions  on  cost-recovery  for  IDB-financed  property 

The  bill  repeals  three  of  the  four  present  law  exceptions  to  the 
rule  requiring  straight-line  cost  recovery  deductions  (over  ACRS  pe- 
riods) for  IDB-financed  property.  However,  the  bill  allows  projects 
for  multifamily  residential  rental  property  to  continue  to  receive 
full  accelerated  cost  recovery  over  ACRS  periods. 

c.  Limitations  on  IDBs  for  land  or  existing  facilities 

The  bill  eliminates  the  use  of  IDBs  to  purchase  agricultural  land 
or  existing  facilities  in  most  cases.  Exceptions  are  provided  for  sub- 
stantial rehabilitations  and  up  to  $250,000  of  IDB  financing  for 
first-time  farmers  or  ranchers.  Use  of  IDB  proceeds  to  purchase 
land  for  nonagricultural  purposes  is  limited  to  25  percent  of  bond 
proceeds. 

d.  Restrictions  on  small  issue  IDBs 

The  bill  allows  small  issue  IDBs  only  to  the  extent  that  not  more 
than  $40  million  in  IDB  financing  is  outstanding  for  each  benefici- 
ary of  the  small  issue. 

Under  the  bill,  the  capital  expenditure  limits  applicable  to  small 
issue  IDBs  are  to  be  applied  to  an  entire  project  rather  than  to  in- 
dividual users  (as  under  present  law).  For  example,  a  multi-story 
office  building  is  to  be  treated  as  a  single  project  and  the  limita- 
tions applied  to  the  entire  building. 

The  bill  increases  from  $20  million  to  $25  million  the  size  of  proj- 
ects receiving  Urban  Development  Action  Grants  (UDAGs)  which 
qualify  for  small  issue  IDB  financing. 

e.  Federally  guaranteed  bonds 

The  bill  denies  a  tax  exemption  for  obligations  guaranteed  direct- 
ly or  indirectly  by  the  Federal  Government,  including  bonds  issued 
in  connection  with  Federal  deposit  insurance.  Exceptions  are  pro- 
vided for  guarantees  by  various  housing-related  agencies  and  stu- 
dent loan  guarantees,  and  for  guarantees  of  pollution  control  bonds 
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by  the  Small  Business  Administration.  Bonds  used  to  finance  mul- 
tifamily  residential  rental  property  are  exempt  from  the  Federal 
guarantee  rule. 

f.  Non-Code  tax  exemptions 

The  bill  requires  bonds  issued  pursuant  to  tax  exemptions  out- 
side the  Internal  Revenue  Code  (including  bonds  issued  by  U.S.  pos- 
sessions) to  meet  the  requirements  of  the  tax-exempt  bond  provi- 
sions of  the  Code,  including  the  volume  limitation  and  other  re- 
strictions applicable  to  industrial  development  bonds. 

g.  Arbitrage 

The  bill  extends  the  arbitrage  rules  applicable  under  present  law 
to  mortgage  subsidy  bonds  to  all  private  activity  bonds  other  than 
bonds  used  to  finance  multifamily  residential  rental  property. 

h.  Advance  refundings 

The  bill  eliminates  the  rule  allowing  advance  refundings  of 
bonds  used  to  finance  certain  convention  and  trade  show  facilities, 
airports,  docks,  wharves,  mass  commuting  facilities  and  parking 
facilities. 

i.  Further  tax-exempt  bond  provisions 

The  bill  denies  tax  exemption  where  bonds  are  used  by  a  princi- 
pal user  of  the  facility  being  financed  or  a  partner  of  the  principal 
user.  The  bill  permits  IDB  financing  for  the  multifamily  residential 
rental  property  portion  of  a  mixed-use  project.  The  bill  prohibits 
the  use  of  IDBs  to  finance  liquor  stores,  sky  boxes,  private  air- 
planes, and  gambling  establishments.  Further,  under  the  bill,  the 
public  approval  requirements  for  private  activity  bonds  are  modi- 
fied in  the  case  of  certain  airports  located  in  more  than  one  juris- 
diction. The  bill  provides  a  tax  exemption  for  obligations  issued  by 
the  Pennsylvania  State  University  and  makes  certain  other 
changes  in  the  rules  regarding  IDBs. 

4.  Effective  dates 

The  provisions  regarding  mortgage  subsidy  bonds  and  industrial 
development  bonds  are  generally  effective  for  obligations  issued 
after  December  31,  1983.  In  the  case  of  bonds  issued  in  connection 
with  Federal  deposit  insurance,  the  denial  of  tax  exemption  applies 
to  obligations  issued  after  April  14,  1983.  The  bill  provides  appro- 
priate transition  rules  for  purposes  of  certain  of  the  limitations  on 
industrial  development  bonds. 


Title  VIII. — Miscellaneous  Revenue  Matters 

1.  Capital  gain  treatment  for  portion  of  gain  on  sale  of  condomin- 

ium units  converted  from  existing  structures 

Under  present  law,  the  entire  gain  on  the  conversion  of  property 
into  condominiums  and  the  individual  sale  of  those  condominiums 
generally  is  treated  as  ordinary  income  to  the  seller.  As  a  result, 
owners  of  property  who  wish  to  convert  it  into  condominiums  often 
sell  the  entire  property  to  another  person  who  converts  the  proper- 
ty and  sells  the  individual  condominium  units.  If  the  entire  proper- 
ty is  sold  in  one  sale  prior  to  conversion,  the  owner  generally  will 
receive  capital  gain  treatment  with  respect  to  the  gain  on  the  sale 
of  the  property. 

In  general,  the  bill  provides  that  a  taxpayer  can  elect  to  treat  a 
portion  of  the  gain  realized  on  the  sale  or  exchange  of  the  condo- 
minium units  acquired  in  the  conversion  of  qualified  real  property 
into  condominium  units  as  capital  gain.  The  amount  treated  as 
capital  gain  will  be  the  excess  of  the  fair  market  value  of  the  prop- 
erty over  the  property's  adjusted  basis  at  the  time  of  the  conver- 
sion. Any  additional  gain  on  the  disposition  of  the  units  will  be 
treated  as  ordinary  income.  The  provision  will  apply  to  conversions 
after  the  date  of  enactment  of  the  bill  in  taxable  years  ending  after 
such  date. 

2.  No  gain  recognized  from  net  gifts  made  before  March  4,  1981 

Present  law  taxes  income  "from  whatever  source  derived,"  in- 
cluding the  benefit  resulting  from  the  discharge  of  one's  indebted- 
ness by  another  party  (Code  sec.  61(a)(12)).  Present  law  also  imposes 
a  gift  tax  on  certain  transfers  for  less  than  adequate  consideration 
(sec.  2501).  Liability  for  the  gift  tax  is  on  the  donor  of  the  trans- 
ferred property. 

A  donor  may  transfer  property  pursuant  to  an  agreement  with 
the  donee  that  the  donee  will  pay  any  gift  tax  arising  from  the 
transfer  (i.e.,  make  a  "net  gift").  On  June  15,  1982,  the  U.S.  Su- 
preme Court  ruled  in  Diedrich  v.  Commissioner,  that  the  discharge 
of  a  donor's  liability  for  gift  tax  by  the  donee  of  a  net  gift  gives  rise 
to  income  to  the  donor  to  the  extent  that  the  gift  taxes  exceeded 
the  donor's  adjusted  basis  in  the  transferred  property. 

The  bill  would  provide  that  no  income  would  be  recognized  to 
donors  who  made  net  gifts  before  March  4,  1981  (the  date  on  which 
an  initial  decision  by  the  Court  of  Appeals  held  that  the  donor  in 
the  Diedrich  case  recognized  income). 

3.  Disaster  loss  deduction  where  taxpayer  ordered  to  demolish  or  re- 

locate residence  in  disaster  area  because  of  disaster 

Present  law  allows  a  deduction  for  nonbusiness  casualty  losses  to 
the  extent  such  losses  exceed  $100  per  loss  and  10  percent  of  ad- 
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justed  gross  income  for  the  taxable  year.  In  general,  a  deduction  is 
allowed  only  when  the  casualty  (e.g.,  storm,  flood  or  earthquake) 
causes  actual  physical  damage  to  the  taxpayer's  property. 

The  bill  provides  that  certain  taxpayers  whose  residences  are  lo- 
cated in  a  Federally  declared  disaster  area,  and  who  are  ordered  by 
a  State  or  local  government  to  demolish  or  relocate  their  resi- 
dences, may  deduct  any  loss  attributable  to  the  demolition  or  evac- 
uation order  as  a  casualty  loss.  The  provision  applies  to  taxpayers 
whose  residences  have  been  rendered  unsafe  for  use  as  a  residence 
as  a  proximate  result  of  the  disaster.  This  provision  is  retroactive 
to  January  1,  1982. 

4.  Foreign  investment  companies 

a.  Offshore  commodity  funds 

Under  present  law,  taxpayers  contend  that  a  foreign  corporation 
that  is  widely  held  by  U.S.  persons  may  establish  a  subsidiary  to 
invest  in  U.S.  commodities  markets  without  any  of  the  parties  in- 
curring U.S.  tax.  They  also  contend  that  when  the  U.S.  sharehold- 
ers eventually  dispose  of  their  shares  in  the  foreign  corporation 
they  will  be  subject  to  tax  at  only  the  capital  gains  rate.  This  provi- 
sion applies  generally  to  sales  or  exchanges  on  or  after  September 
29,1983. 

The  bill  will,  in  certain  cases,  apply  the  accumulated  earnings 
tax  to  earnings  from  U.S.  investments,  even  after  those  earnings 
pass  through  corporate  solution  as  dividends  or  interest.  It  will  also 
generally  treat  gains  of  U.S.  shareholders  from  those  investments 
as  ordinary  income.  This  provision  applies  generally  to  distribu- 
tions received  on  or  after  May  23,  1983. 

b.  Corporations  formed  to  straddle 

Taxpayers  may  attempt  to  avoid  the  tax  straddle  rules  by  form- 
ing corporations,  typically  foreign  corporations,  to  take  positions  to 
offset  their  own.  The  bill  will  treat  such  stock  ownership  as  a  posi- 
tion for  the  purposes  of  the  straddle  rules.  This  treatment  will  pre- 
vent a  taxpayer  from  recognizing  losses  when  the  taxpayer  uses  a 
corporation  for  straddling  purposes.  This  provision  applies  to  posi- 
tions established  on  or  after  May  23,  1983. 

5.  Application  of  cash  or  deferred  arrangement  rules  to  pre-ERISA 

money  purchase  plans 

The  Employee  Retirement  Income  Security  Act  of  1974  (ERISA) 
provided  that  amounts  deferred  by  an  employee  pursuant  to  a  cash 
or  deferred  arrangement  or  a  salary  reduction  arrangement  under 
a  tax-qualified  profit-sharing,  stock  bonus,  or  money  purchase  pen- 
sion plan  are  excluded  from  the  employee's  income  if  (1)  the  plan 
was  in  existence  on  June  27,  1974,  and  (2)  the  applicable  require- 
ments of  prior  law  were  satisfied.  This  tax  treatment  for  then  ex- 
isting plans  was  preserved,  pending  study  by  the  Congress  of  the 
appropriate  treatment  for  cash  or  deferred  and  salary  reduction  ar- 
rangements. 

Under  the  Revenue  Act  of  1978,  amounts  deferred  by  an  employ- 
ee after  1979  pursuant  to  a  cash  or  deferred  arrangement  under  a 
tax-qualified  profit-sharing  or  stock  bonus  plan  are  excluded  from 
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the  employee's  income  only  if  certain  requirements  added  by  the 
Act  are  met.  No  new  rules  were  provided  by  the  1978  Act  for 
salary  reduction  arrangements  under  money  purchase  pension 
plans. 

Under  the  bill,  amounts  deferred  by  an  employee  pursuant  to  a 
salary  reduction  arrangement  under  a  money  purchase  pension 
plan  are  excluded  from  the  employee's  income  if  the  plan  was  in 
existence  on  June  27,  1974,  and  contributions  by  employees  and  the 
employer  do  not  exceed  the  levels  permitted  under  the  plan's  con- 
tribution formula  on  that  date.  In  addition,  the  plan  must  satisfy 
rules  added  by  the  1978  Revenue  Act  with  respect  to  employee  par- 
ticipation and  prohibited  discrimination  in  favor  of  officers,  share- 
holders, or  highly  compensated  employees. 

The  bill  will  apply  to  plan  years  beginning  after  the  date  of  en- 
actment. The  rules  in  effect  prior  to  ERISA  will  apply  for  plan 
years  beginning  after  December  31,  1979,  and  before  the  date  of  en- 
actment. 

6.  Extension  of  PIK  rules  to  1984  wheat  program 

Present  law  provides  special  tax  treatment  for  commodities  re- 
ceived by  a  producer  under  a  1983  PIK  program  for  withdrawing 
land  from  production.  Under  these  rules,  producers  may  defer  rec- 
ognition of  income  on  PIK  commodities  until  the  commodities  are 
sold;  PIK  participants  are  not  disqualified  from  various  special  tax 
provisions  available  to  taxpayers  engaged  in  the  business  of  farm- 
ing; and  the  applicability  of  income  income,  employment  and  estate 
tax  provisions  is  not  affected  solely  as  a  result  of  a  taxpayer's  par- 
ticipation in  the  PIK  program.  The  bill  generally  extends  these  spe- 
cial PIK  tax  rules  to  the  1984  wheat  program. 

7.  Unemployment  compensation  for  pre-1978  periods 

The  bill  amends  the  Revenue  Act  of  1978  to  provide  that  the  pro- 
visions of  that  statute  which  make  includible  in  income  a  portion 
of  unemployment  compensation  benefits  apply  to  payments  of  un- 
employment compensation  made  after  1978  except  payments  for 
weeks  of  unemployment  ending  before  December  1,  1978.  The  bill 
also  extends  until  one  year  after  enactment  the  period  for  claiming 
any  credit  or  refund  attributable  to  this  amendment. 

8.  Traveling  expenses  at  Nekoma  ABM  site 

Under  the  bill,  traveling  expenses  in  connection  with  employ- 
ment at  the  Nekoma,  North  Dakota,  antiballistic  missile  project 
are  deductible  if  (1)  the  expenses  are  otherwise  deductible  as  busi- 
ness expenses;  (2)  the  expenses  were  paid  or  incurred  after  1969 
and  before  1975;  and  (3)  the  expenses  were  claimed  on  a  tax  return 
filed  for  any  taxable  year  which  includes  any  portion  of  the  period 
described  in  (2).  In  addition,  the  bill  extends  the  period  of  limita- 
tions for  obtaining  refunds  due  as  a  result  of  the  provisions  of  the 
bill. 

9.  Retirement  plans  for  airline  pilots 

Present  law  imposes  limits  on  contributions  and  benefits  under 
tax-qualified  pension  plans.  Under  these  limits,  the  annual  benefit 
payable  under  a  defined  benefit  plan  generally  cannot  exceed 
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$90,000  for  1984.  The  $90,000  limit  is  reduced  if  a  benefit  is  payable 
before  age  62.  Under  the  bill,  in  the  case  of  commercial  airline 
pilots  who  are  required,  under  Federal  regulations,  to  retire  at  age 
60,  the  limits  on  benefits  under  qualified  defined  benefit  pension 
plans  will  not  be  reduced  for  early  retirement  at  age  60. 

10.  Treatment  of  tip  income  under  FUTA 

The  bill  provides  that  all  tip  income  accounted  for  by  an  employ- 
ee to  an  employer  will  be  treated  as  taxable  wages  for  purposes  of 
the  Federal  Unemployment  Tax  Act  (FUTA). 

//.  Taxation  of  regulated  investment  companies 

a.  Stock  ownership  of  regulated  investment  companies 

Under  present  law,  a  regulated  investment  company  (RIC)  is 
treated,  in  essence,  as  conduit  for  tax  purposes.  If  a  corporation  is  a 
RIC,  it  is  allowed  a  deduction  for  dividends  paid  to  its  shareholders. 
One  of  the  requirements  that  a  corporation  must  meet  in  order  to 
be  a  RIC  is  that  it  cannot  be  a  personal  holding  company. 

The  bill  modifies  the  definition  of  a  regulated  investment  compa- 
ny (RIC)  to  permit  a  personal  holding  company  (PHC)  to  qualify  as 
a  RIC.  In  the  case  of  a  RIC  which  is  a  PHC,  any  undistributed  in- 
vestment company  taxable  income  of  the  RIC  will  be  at  the  highest 
corporate  rate. 

The  committee  bill  would  allow  a  RIC  to  elect  to  include  discount 
income  on  short-term  government  securities  as  it  accrues.  This  pro- 
vision is  effective  for  taxable  years  beginning  after  1978. 

12.  Installment  payment  of  estate  tax  attributable  to  closely  held 
corporations 

The  bill  amends  the  estate  tax  installment  payment  provision  to 
permit  consideration  of  the  value  of  certain  active  business  stock 
owned  indirectly  through  ownership  of  an  interest  in  a  passive 
holding  company  in  determining  whether  an  estate  qualifies  for  in- 
stallment payments.  The  special  4-percent  interest  rate  and  5-year 
deferral  of  principal  payments  will  not  apply  to  estates  electing 
this  provision. 

13.  Cooking  wine 

The  bill  expands  the  circumstances  in  which  distilled  spirits  can 
be  withdrawn  from  bond  without  payment  of  tax  to  permit  tax-free 
withdrawal  of  such  spirits  for  use  in  production  of  nonbeverage 
wines  (e.g.,  cooking  wine). 

14.  Nonprofit  dependent  care  organizations 

The  bill  provides  that  nonprofit  day  care  centers  qualify  for  tax- 
exempt  status  (under  sec.  501(c)(3)),  and  eligibility  to  receive  tax-de- 
ductible contributions,  if  both  (1)  substantially  all  of  the  dependent 
care  provided  to  children  by  the  organization  is  for  the  purpose  of 
enabling  individuals  to  be  gainfully  employed,  and  (2)  the  services 
provided  by  the  organization  are  available  to  the  general  public. 
This  provision  is  effective  for  taxable  years  beginning  after  the 
date  of  enactment. 
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15.  Home  for  handicapped  person  won  as  prize 

The  bill  provides  that  no  interest  or  penalties  will  be  payable  on 
the  Federal  income  tax  liability  attributable  to  receipt  of  a  resi- 
dence won  as  a  prize,  and  specially  designed  for  a  handicapped 
foster  child  of  the  taxpayer,  where  certain  conditions  apply,  but 
only  if  the  tax  liability  is  paid  within  one  year  after  the  date  of 
enactment. 


Title  IX. — Social  Security  Disability  Benefits 

1.  Standards  of  disability 

a.  Standard  of  review  for  terminations  of  disability  benefits 

(medical  improvement) 

Section  901  of  the  bill  requires  the  continuation  of  benefits  for 
those  individuals  whose  conditions  have  not  medically  improved  to 
the  point  of  ability  to  perform  SGA,  with  the  following  exceptions: 

(1)  benefits  may  be  terminated  if  new  evidence  shows  the  benefi- 
ciary has  benefited  from  advances  in  medical  therapy  or  technol- 
ogy or  from  any  vocational  therapy  to  the  point  of  ability  to  per- 
form SGA;  and 

(2)  benefits  may  be  terminated  if  new  evidence  (including  new  di- 
agnostic or  evaluation  techniques  not  available  or  used  at  the  origi- 
nal determination)  shows  the  impairment  or  impairments  to  be  less 
severe  than  originally  thought. 

Section  901  also  provides  for  termination  of  benefits  whether  or 
not  the  impairment  has  improved  if  the  person  is  currently  work- 
ing at  the  substantial  gainful  activity  (SGA)  level,  or  if  the  prior 
determination  of  entitlement  to  benefits  was  either  clearly  errone- 
ous at  the  time  it  was  made,  or  was  fraudulently  obtained.  SSA 
would  be  authorized  to  secure  additional  medical  evidence  to  recon- 
struct initial  decisions  in  cases  where  there  is  no  medical  evidence 
supporting  the  initial  decision. 

b.  Study  on  evaluation  of  pain 

Section  902  requires  the  Secretary,  in  conjunction  with  the  Na- 
tional Academy  of  Sciences,  to  conduct  a  study  concerning  the 
questions  of  using  subjective  evidence  of  pain  in  determining 
whether  a  person  is  under  a  disability,  and  the  state  of  the  art  of 
preventing,  reducing  or  coping  with  pain.  A  report  is  to  be  submit- 
ted to  the  Committee  on  Ways  and  means  and  the  Senate  Commit- 
tee on  Finance  by  April  1,  1985. 

c.  Multiple  impairments 

Section  903  provides  that  in  determinations  of  disability,  the  Sec- 
retary must  consider  the  combined  effect  of  all  of  an  individual's 
impairments  whether  or  not  each  or  any  impairment  would  alone 
be  severe  enough  to  qualify  the  person  for  benefits. 

2.  Disability  determination  process 

a.  Temporary  moratorium  on  mental  impairment  reviews 

Section  904  provides  for  a  temporary  delay  on  reviews  of  all 
mental  impairment  disabilities  until  the  listings  for  mental  impair- 
ments have  been  revised  in  consultation  with  the  Advisory  Council, 
and  are  published  in  final  form  in  regulations.  Regulations  must  be 
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published  no  later  than  nine  months  after  the  date  of  enactment. 
The  delay  also  would  be  imposed  on  review  of  all  CDI  mental  im- 
pairment cases  after  June  7,  1983. 

b.  Face-to-face  evidentiary  hearing 

Section  905  provides  for  the  implementation,  no  later  than  Janu- 
ary 1,  1985,  of  face-to-face  evidentiary  interviews  at  the  State 
agency  level  for  medical  termination  cases.  Under  this  provision, 
the  State  agency  would  send  the  beneficiary  a  preliminary  notice 
of  an  unfavorable  decision  and  the  claimant  would  have  30  days  in 
which  to  request  a  face-to-face  meeting  before  a  formal  determina- 
tion is  made.  The  reconsideration  level  would  be  abolished  for  all 
initial  CDI  decisions  completed  after  January  1,  1985. 

Section  905  also  requires  the  Secretary  to  initiate  demonstration 
projects  with  respect  to  face-to-face  evidentiary  meetings  at  the  ini- 
tial level  of  State  agency  determination  for  new  applicants  and 
report  to  the  Congress  by  April  1,  1985. 

c.  Payments  of  benefits  during  appeal 

Section  906  provides  on  a  permanent  basis  for  the  continuation 
of  benefits  during  appeal  in  all  CDI  cases  through  the  decision  of 
the  Administrative  Law  Judge.  Where  the  ALJ's  decision  is  ad- 
verse to  the  beneficiary,  such  benefit  payments  would  be  subject  to 
recoupment  as  under  present  law.  The  provision  also  requires  the 
Secretary  to  report  to  Congress  on  the  impact  of  the  provision  by 
July  1,  1986. 

d.  Qualifications  of  medical  professionals 

Section  907  provides  that  no  determination  that  a  person  is  not 
under  a  disability  be  made  with  respect  to  mental  impairments 
until  a  psychiatrist  or  psychologist  employed  by  the  State  agency 
has  completed  the  medical  portion  of  the  case  review  as  well  as  the 
assessment  of  residual  functional  capacity. 

e.  Consultative  examinations 

Section  908  provides  that  regulations  be  promulgated  regarding 
consultative  examinations. 

3.  Miscellaneous  provisions 

a.  Application  of  uniform  standards  for  disability  determina- 

tions 

Section  909  provides  that  the  notice  and  comment  provisions  of 
Section  553  of  the  Administrative  Procedures  Act  would  apply  to 
benefit  programs  under  Title  II.  The  provision  leaves  in  place  the 
existing  exceptions  in  Section  553  of  the  APA  referring  to  the  issu- 
ance of  interpretive  rulings,  as  well  as  purely  administrative  proce- 
dures. 

b.  SSA  compliance  with  certain  Federal  court  decisions 

Section  910  requires  SSA  to  either  apply  the  decisions  of  circuit 
courts  of  appeal  to  at  least  all  beneficiaries  residing  within  States 
within  the  circuit,  or  appeal  the  decision  to  the  Supreme  Court. 
This  provision  applies  to  circuit  court  opinions  issued  after  the  date 
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of  enactment  as  well  as  to  those  opinions  which  the  Secretary  still 
has  the  opportunity  to  appeal  to  the  Supreme  Court  as  of  the  date 
of  enactment. 

c.  Payment  from  trust  funds  for  costs  of  rehabilitation  serv- 

ices 

Section  911  repeals  the  requirement  in  those  cases  where  there  is 
a  medical  recovery  that  a  disabled  beneficiary  must  perform  9 
months  of  SGA  to  qualify  the  vocational  rehabilitation  provider  for 
reimbursement.  In  addition,  payment  for  services  to  VR  providers 
would  be  authorized  for  beneficiaries  who  without  good  cause 
refuse  to  continue  to  accept  services  or  fail  to  cooperate  with  the 
rehabilitation  process. 

d.  Advisory  Council  on  Medical  Aspects  of  Disability 

Section  912  creates  an  Advisory  Council  on  Medical  Aspects  of 
Disability  composed  of  independent  medical  and  vocational  experts 
to  provide  advice  and  recommendations  to  the  Secretary  on  disabil- 
ity standards,  policies  and  procedures.  The  Council  would  include 
10  members  to  be  appointed  by  the  Secretary  (with  the  Commis- 
sioner of  Social  Security  an  ex  officio  member)  and  must  include  at 
least  one  psychiatrist,  one  rehabilitation  psychologist  and  one 
medical  social  worker. 

The  Council  would  be  authorized  to  periodically  convene  a  larger 
representative  group  to  assure  the  input  of  appropriate  profession- 
al and  consumer  organizations,  and  would  also  be  authorized  to  set 
up  temporary  short-term  task  forces  to  examine  some  specialized 
issues. 

Section  912  further  provides  that  the  Council  must  be  appointed 
no  later  than  60  days  after  the  enactment  (to  assure  the  timely 
participation  of  the  Council  in  the  review  of  the  mental  impair- 
ment listings)  and  would  expire  on  December  31,  1985. 

e.  Staff  attorneys 

Section  913  requires  the  Secretary  of  HHS  to  establish  higher 
grade  attorney  positions  to  enable  staff  attorneys  to  achieve  quali- 
fying experience  necessary  to  be  appointed  to  ALJ  positions. 

4.  Effective  date 

Except  as  otherwise  provided,  these  provisions  will  apply  only 
with  respect  to  cases  involving  disability  determinations  pending  in 
HHS  or  in  court  on  or  after  the  date  of  enactment. 


Title  X.— Medicare  Budget  Reconciliation  Amendments  (Title  X) 
1.  Payment  and  coverage — related  changes 

a.  Payment  for  outpatient  diagnostic  laboratory  tests 

A  fee  schedule  would  be  established  for  all  clinical  laboratory 
services  provided  to  medicare  beneficiaries  except  for  hospital  inpa- 
tients. The  schedule  may  initially  be  established  on  a  carrier  or  re- 
gional basis.  A  national  fee  schedule  would  be  required  to  be  estab- 
lished within  three  years. 

The  initial  fee  schedule  would  be  set  at  a  level  no  higher  than  60 
percent  of  prevailing  charges  and  would  be  updated  annually  by 
the  same  percentage  increase  as  the  Consumer  Price  Index.  The 
clinical  laboratory  would  be  required  to  bill  the  program  directly 
and  would  be  required  to  accept  medicare  assignment.  For  these 
services  the  laboratory  would  be  reimbursed  100  percent  of  the  fee 
schedule  amount  (or,  if  lower,  the  billed  charge),  with  the  deduct- 
ible and  coinsurance  waived. 

Where  the  physician  directly  provides,  or  supervises  the  provi- 
sion of  clinical  laboratory  services,  and  where  he  agrees  to  accept 
medicare  assignment,  the  physician  would  be  reimbursed  at  100 
percent  of  the  fee  schedule  amount  (or,  if  lower,  the  billed  charge) 
with  deductible  and  coinsurance  waived.  Physicians  not  accepting 
assignment  would  continue  to  be  reimbursed  at  80  percent  of  the 
fee  schedule  amount  or  (if  lower,  80  percent  of  the  billed  charge) 
with  the  usual  deductible  and  coinsurance  applying. 

b.  Coverage  of  hepatitis  B  vaccine 

Medicare  would  cover  hepatitis  B  vaccine  furnished  to  medicare 
patients  in  hospitals  and  renal  dialysis  facilities.  The  part  B  de- 
ductible and  coinsurance  would  be  waived. 

c.  Pacemaker  reimbursement  review  and  reform 

The  Secretary  would  be  required  to  issue  guidelines  on  the  indi- 
cations for,  and  frequency  of,  transtelephonic  monitoring  of  pace- 
makers. If  guidelines  are  not  established  by  October  1,  1984,  the 
proposal  would  establish  a  frequency  schedule  for  certain  types  of 
pacemakers,  with  exceptions  for  medically  documented  cases. 

The  Secretary  would  be  required  to  study  reimbursement  rates 
for  physicians'  services  with  respet  to  pacemakers,  taking  into  con- 
sideration changes  in  surgical  procedures  that  have  taken  place 
over  the  years. 

The  Food  and  Drug  Administration  (FDA)  is  to  establish  a  regis- 
try of  all  implanted  pacemakers. 
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d.  Payment  for  debridement  of  mycotic  toenails 

Medicare  would  cover  debridement  of  mycotic  toenails  no  more 
frequently  than  every  60  days,  unless  medical  necessity  is  docu- 
mented. 

e.  Payment  for  costs  of  hospital-based  mobile  intensive  care 

units 

Certain  services  of  mobile  intensive  care  units  could  be  covered 
under  medicare  part  A  under  specified  circumstances  in  States 
with  Statewide  prospective  payment  systems. 

f  Payment  for  physicians '  services  furnished  to  hospital  inpa- 
tients 

The  committee  agreed  to  to  the  following  committee  amendment 
to  the  committee  bill: 

Prevailing  charges  for  physicians'  services  provided  to  hospital 
inpatients  would  be  frozen  at  the  June  30,  1984  level,  effective  July 

1,  1984  through  June  30,  1985.  There  would  be  no  provision  for  a 
catch-up  in  subsequent  years. 

Physicians  would  be  required  to  accept  medicare  assignment  for 
all  services  provided  to  medicare  hospital  inpatients  until  six 
months  after  the  Congress  receives  the  Secretary's  report  on  in- 
cluding physician  payments  under  the  diagnostic  related  group 
(DRG)  prospective  payment  system,  which  under  the  bill  would  be 
due  by  July  1,  1985. 

To  participate  in  medicare,  each  hospital  would  be  required  to 
obtain  from  each  doctor  on  its  medical  staff  an  agreement  to  accept 
assignment  for  any  medicare  inpatient  services  rendered  in  the 
hospital. 

2.  Miscellaneous  administrative  changes 

a.  Presidential  appointment  of  and  pay  level  for  the  Adminis- 

trator of  the  Health  Care  Financing  Administration 

The  bill  would  provide  for  the  Presidential  appointment  of  the 
Administrator  of  the  Health  Care  Financing  Administration  with 
the  advice  and  consent  of  the  Senate.  The  position  and  pay  of  the 
Administrator  would  be  increased  to  Level  IV  of  the  Executive 
Schedule. 

b.  Permit  limited  representation  on  peer  review  organization 
(PRO's) 

One  person  who  is  a  governing  body  member,  officer  or  manag- 
ing employee  of  a  health  care  facility  would  be  permitted  to  be  a 
member  of  the  governing  board  of  a  PRO  with  less  than  15  mem- 
bers; in  the  case  of  a  PRO  with  more  than  15,  two  such  members 
would  be  permitted. 

c.  Access  to  home  health  services 

The  bill  would  permit  a  physician,  who  has  a  financial  interest 
in  a  home  health  agency  that  is  sole  community  provider,  to  carry 
out  the  certification  and  plan-of-care  functions  for  patients  who  re- 
ceive services  from  the  agency,  and  to  delete  from  the  list  of  dis- 
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qualified  physicians  uncompensated  officers  or  directors  of  incorpo- 
rated home  health  agencies. 

d.  Repeal  of  Special  tuberculosis  treatment  requirements 

The  bill  would  repeal  the  special  tuberculosis  requirements 
under  medicare  and  medicaid. 

e.  Indirect  payment  of  supplementary  medical  insurance  bene- 

fits 

The  bill  would  permit  part  B  payments  to  be  made  to  a  health 
benefits  plan  where  payment  is  accepted  by  the  physician  or  other 
supplier  as  payment  in  full. 

f  Including  podiatrists  and  dentists  in  the  definition  of  phy- 
sician for  certain  purposes 

A  podiatrist  (acting  within  the  scope  of  his  practice)  would  be 
considered  a  physician  for  purposes  of  coverage  of  outpatient  physi- 
cal therapy,  which  requires  that  the  patient  be  ' 'under  the  care  of 
a  physician."  A  podiatrist  or  dentist  (acting  within  the  scope  of  his 
practice)  would  be  considered  a  physician  for  purposes  of  coverage 
of  outpatient  ambulatory  surgery  in  a  surgeon's  office. 

g.  Establishment  by  physical  therapist  of  plans  for  physical 

therapy 

Either  a  physical  therapist  or  a  physician  would  be  permitted  to 
establish  a  plan  of  treatment  for  physical  therapy  services.  The 
physician  would  still  be  required  to  review  the  plan  periodically,  as 
under  existing  law. 

h.  Access  to  records  of  subcontractors 

The  bill  would  increase  from  $10,000  to  $50,000  the  minimum 
value  of  the  agreement  between  a  medicare  provider  and  a  subcon- 
tractor for  purposes  of  requiring  access  to  subcontractor  records. 

i.  Medicare  recovery  against  certain  third  parties 

The  bill  would  establish  the  right  of  medicare  to  recover  directly 
from  certain  third  parties,  such  as  workers  compensation,  auto  and 
liability  insurance. 

j.  Use  of  accrediting  organizations  for  certain  entities  furnish- 
ing services 

The  bill  would  authorize  the  Secretary  to  rely  on  certain  accred- 
iting organizations  in  determining  whether  rural  health  clinics, 
laboratories,  clinics,  rehabilitation  agencies,  including  outpatient 
rehabilitation  facilities,  psychiatric  hospitals  and  public  health 
agencies  meet  medicare  requirements  (and  clarify  the  Secretary's 
authority  with  respect  to  ambulatory  surgical  centers). 

k.  Confidentiality  of  accreditation  surveys 

The  bill  would  extend  to  surveys  by  the  American  Osteopathic 
Association  and  other  national  accreditation  organizations  the 
same  disclosure  protections  given  JCAH  surveys. 


1091 

/.  Thirty-day  coverage  for  services  furnished  by  a  home  health 
agency  after  agreement  has  been  terminated 


The  bill  would  change  from  the  end  of  the  calendar  year  to  30 
days  after  termination  of  a  home  health  agency  agreement,  the 
ending  of  coverage  for  services  provided  under  a  plan  of  care  estab- 
lished prior  to  the  termination  date  of  the  participation  agreement. 

m.  Termination  of  agreements  with  entities  where  owners  and 
certain  individuals  have  been  convicted  of  certain  of- 
fenses 

The  bill  would  authorize  the  Secretary  to  exclude  from  medicare 
participation  any  entity  in  which  ownership  or  controlling  interest 
is  held  by  a  person  convicted  of  a  program-related  criminal  offense, 
or  in  which  an  officer,  director,  agent  or  managing  employee  was 
convicted  of  such  a  criminal  offense. 

n.  Elimination  of  the  Health  Insurance  Benefits  Advisory 
Council 

The  bill  repeals  section  1867  of  the  Social  Security  Act,  thus 
eliminating  the  Health  Insurance  Benefits  Advisory  Council. 

o.  Open  enrollment  for  health  maintenance  organizations  and 
competitive  medical  plans 

The  Secretary  would  be  directed  to  designate  one  30-day  period 
each  year  in  which  all  of  the  medicare  participating  HMO's  in  a 
geographic  area  must  have  an  open  enrollment  period. 

p.  Date  for  report  on  physician 's  payments 

The  bill  would  specify  the  date  on  which  the  Secretary  of  Health 
and  Human  Services  is  required  by  present  law  to  report  to  Con- 
gress recommendations  on  the  advisability  and  feasibility  of 
making  payments  for  physician's  services  furnished  to  hospital  in- 
patients based  on  a  DRG  system  and  legislative  recommendations 
thereon.  The  report  would  be  due  July  1,  1985. 

q.  Flexible  sanctions  for  noncompliance  with  requirements  for 
end-stage  renal  dialysis  facilities 

The  bill  would  allow  the  Secretary  to  apply  intermediate  sanc- 
tions to  ESRD  facilities  when  noncompliance  does  not  justify  decer- 
tification of  such  facilities. 

r.  Removing  costs  of  nurse  anesthetists  from  DRG-based  pay- 
ments 

For  a  temporary  period,  hospitals  employing  certified  registered 
nurse  anesthetists  (CRNAs)  would  be  reimbursed  on  a  reasonable 
cost  basis,  as  determined  by  the  Secretary,  for  services  of  CRNAs. 
The  Secretary  would  be  required  to  report  with  recommendations 
on  payments  to  CRNAs  under  the  prospective  payment  system. 

s.  Determination  of  hospital  area  wage  index 

The  Secretary  would  be  directed  to  establish  criteria  under 
which  a  hospital  could  demonstrate,  for  purposes  of  medicare  pro- 
spective payment,  that  the  area  wage  index  inaccurately  reflects 
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the  labor  market  conditions  it  actually  faces;  adjustments  in  pay- 
ment could  be  made  where  the  Secretary  deems  appropriate.  The 
Secretary  would  also  be  directed  to  consult  with  the  Department  of 
Labor  and  BLS  to  develop  an  improved  area  wage  index. 

t.  Definition  of  bona  fide  emergency  services 

Existing  law  provides  for  reduced  payment  for  physicians'  serv- 
ices in  hospital  outpatient  departments  except  for  "bona  fide  emer- 
gency services."  The  bill  would  establish  the  following  statutory 
definition  of  emergency  services. 

Services  provided  in  hospital  emergency  rooms  after  the  onset  of 
a  medical  condition  manifesting  itself  by  symptoms  of  sufficient  se- 
verity that  the  absence  of  immediate  medical  attention  could  rea- 
sonably be  expected  by  a  prudent  layperson  possessing  an  average 
knowledge  of  health  and  medicine  to  result  in  (a)  placing  the  pa- 
tient's health  in  jeopardy;  (b)  serious  impairment  to  bodily  func- 
tions; (c)  serious  dysfunction  of  any  bodily  organ  or  part;  or  (d)  de- 
velopment or  continuance  of  severe  pain. 

u.  Delay  of  effective  date  for  single-rate  for  skilled  nursing 
facilities 

The  single-rate  for  hospital-based  freestanding  skilled  nursing 
facilities  would  be  delayed  from  October  1,  1983,  until  April  1,  1984. 


Title  XI.— Trade  Adjustment  Assistance  Programs 

Title  XI  contains  three  amendments  to  the  trade  adjustment  as- 
sistance (TAA)  programs  for  workers  and  firms  under  the  Trade 
Act  of  1974,  as  amended  under  the  Omnibus  Budget  Reconciliation 
Act  of  1981.  These  programs  were  reauthorized  for  a  two-year 
period  until  September  30,  1985,  under  Public  Law  98-120.  The 
amendments  become  effective  on  the  date  of  enactment  of  the  bill. 

Title  XII. — Highway  Use  and  Diesel  Fuel  Tax  Provisions 
/.  Heavy  vehicle  use  tax 

Under  present  law,  the  highway  use  tax  is  scheduled  to  increase 
beginning  July  1,  1984,  reaching  a  maximum  rate  of  $1,900  per 
year  on  the  heaviest  vehicles  by  July  1,  1988.  The  bill  restructures 
the  use  tax  to  eliminate  tax  on  vehicles  under  55,000  pounds  and 
provide  a  maximum  tax  rate  of  $500  per  year,  effective  July  1, 
1984.  Rules  applicable  to  small  owner-operators  are  amended  effec- 
tive July  1,  1984.  The  Department  of  Transportation  is  instructed 
to  study  improvements  in  the  application  of  the  use  tax  to  vehicles 
over  80,000  pounds. 

2.  Diesel  fuel  tax 

The  bill  increases  the  excise  tax  on  diesel  fuel  sold  for  use  in 
highway  vehicles  by  5.5  cents  per  gallon  to  14.5  cents  per  gallon.  In 
addition,  owners  of  recent  model  year  diesel  vehicles  (having  a 
gross  vehicle  weight  under  10,000  pounds)  and  purchasers  of  new 
diesel  vehicles  (having  a  gross  vehicle  weight  under  10,000  pounds) 
receive  a  one-time  advance  repayment  reflecting  the  amount  of 
extra  diesel  fuel  taxes  expected  to  be  paid  over  the  normal  useful 
life  of  the  vehicle.  This  provision  is  effective  on  July  1,  1984,  for 
vehicles  purchased  before  January  1,  1988. 
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III.  GENERAL  REASONS  FOR  THE  BILL 


Despite  the  recovery  of  the  U.S.  economy  in  1983,  there  is  now 
widespread  concern  that  the  massive  budget  deficits  projected  by 
both  the  Office  of  Management  and  Budget  and  the  Congressional 
Budget  Office  will  threaten  continued  economic  growth  and  invest- 
ment. The  first  objective  of  the  bill  is  to  reduce  these  budget  defi- 
cits in  order  to  safeguard  the  economic  recovery.  The  second  objec- 
tive of  the  bill  is  to  prevent  further  erosion  of  the  tax  base  as  a 
result  of  tax  sheltering  activity.  The  budget  deficit  has  been  aggra- 
vated by  the  growth  of  tax  shelter  partnerships  and  the  creative 
use  of  structural  tax  rules  to  achieve  tax  benefits  far  in  excess  of 
those  intended  by  Congress.  The  third  objective  of  the  bill  is  to 
ensure  that  all  taxpayers  pay  a  fair  share  of  the  tax  burden.  The 
fourth  principal  objective  of  the  bill  is  to  improve  the  administra- 
tion and  efficiency  of  the  tax  system  and  certain  spending  pro- 
grams. 

Deficit  Reduction 

In  February  1984,  the  Congressional  Budget  Office  estimated 
that  current  fiscal  policy  would  produce  a  substantial  growth  in 
the  Federal  deficit  from  $195  billion  in  fiscal  year  1983  to  $326  bil- 
lion in  1989.  Furthermore,  an  increasing  portion  of  the  budget  defi- 
cit is  attributable  to  structural  features  of  tax  and  spending  pro- 
grams rather  than  adverse  cyclical  conditions.  The  Congressional 
Budget  Office  estimates  that  the  structural  budget  deficit  will  more 
than  double  relative  to  national  product,  from  2.4  percent  in  1983 
to  5.5  percent  of  gross  national  income  in  1989.  This  rising  stream 
of  deficits  is  projected  to  add  more  than  $1.5  trillion  to  the  national 
debt  over  the  1984-89  period,  increasing  Federal  borrowing  from 
one-third  to  one-half  of  gross  national  product.  The  cost  of  servicing 
the  debt  is  projected  to  increase  from  11  percent  to  16  percent  of 
Federal  budget  outlays  from  1983  to  1989,  which  will  make  it  even 
more  difficult  to  cut  the  deficit  in  future  budget  cycles  if  nothing  is 
done  this  year. 

Unless  some  some  action  is  taken  to  reduce  these  budget  deficits, 
there  is  widespread  concern  that  it  may  be  difficult  to  sustain  real 
economic  growth  and  price  stability.  If  monetary  policy  continues 
to  be  anti-inflationary,  the  competition  between  public  and  private 
borrowing  as  the  economy  approaches  full  employment  will  put 
upward  pressure  on  interest  rates.  High  real  interest  rates  harm 
private  capital  formation  and  contribute  to  the  appreciation  of  the 
dollar,  relative  to  foreign  currencies,  which  adversely  affects  the 
merchandise  trade  balance.  The  ill  effects  of  mounting  budget  defi- 
cits and  high  real  interest  rates  are  already  apparent  in  the  dete- 
riorating trade  balance,  which  recorded  a  deficit  in  1983  exceeding 
$60  billion. 
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In  recognition  of  the  deficit  problem,  the  President  has  called  for 
a  $100  billion  "downpayment"  on  the  budget  deficit  over  the  next 
three  years.  The  bill  includes  revenue  measures  which  raise  $2.0 
billion  in  fiscal  1984,  $9.2  billion  in  1985,  $16.7  billion  in  1986,  and 
$21.3  billion  in  1987,  for  a  total  revenue  increase  of  $49.2  billion 
over  the  four-year  period.  Thus,  the  bill  achieves  half  of  the  deficit 
reduction  target  through  revenue  increases. 

The  bill  contains  numerous  provisions  which  are  designed  to 
reduce  the  budget  deficit  in  a  fair  and  equitable  manner.  The  prin- 
cipal deficit-reducing  measure  in  the  bill  is  a  tax  freeze  which  post- 
pones eleven  tax  reductions  scheduled  to  take  effect  in  this  and 
subsequent  years.  This  tax  freeze,  which  does  not  raise  any  taxes 
above  their  level  at  the  end  of  1983,  is  the  least  painful  way  to 
reduce  the  deficit,  and  causes  far  less  disruption  than  the  imposi- 
tion of  new  tax  increases. 

Insofar  as  possible,  the  committee  has  attempted  to  meet  its  defi- 
cit reduction  target  without  harming  the  average  taxpayer  or  aver- 
age program  beneficiary.  When  provisions  do  affect  the  average 
taxpayer,  this  has  been  because  the  committee  believed  that 
present  law  provided  unnecessary  benefits.  For  example,  the  bill 
modifies  the  income  averaging  formula  because  use  of  this  provi- 
sion has  expanded  dramatically  in  recent  years  and  need  not  be  as 
generous  in  view  of  the  tax  rate  cuts  enacted  in  1981.  On  the 
outlay  side,  the  committee  has  acted  to  reduce  the  costs  of  the 
Medicare  program  while  protecting  its  integrity  for  present  and 
future  beneficiaries. 

Prevention  of  Tax  Base  Erosion 

The  committee  believes  that  the  proliferation  of  tax  shelters  has 
seriously  eroded  the  tax  base  and  has  adversely  affected  the  effi- 
ciency and  equity  of  the  tax  system.  The  increase  in  tax  shelter  ac- 
tivity has  aggravated  the  nation's  deficit  problem,  particularly  in 
the  case  of  "abusive"  shelters  where  the  tax  write-offs  are  several 
times  larger  than  the  equity  investment.  The  proliferation  of  tax 
sheltered  investments  shifts  the  tax  burden  to  those  taxpayers  who 
do  not  or  cannot  participate  in  such  investments,  and  the  organiza- 
tion and  promotion  of  tax  shelters  diverts  thousands  of  skilled  pro- 
fessionals from  more  productive  activities.  Accordingly,  the  com- 
mittee bill  contains  a  number  of  provisions  designed  to  eliminate 
unintended  tax  results  achieved  in  certain  partnership  transac- 
tions. 

Many  tax  shelter  transactions  derive  unintended  tax  benefits  by 
exploiting  the  Code's  failure  to  take  into  account  the  time  value  of 
money.  For  example,  the  tax  law  has  been  slow  to  require  econom- 
ic accrual  of  interest  on  obligations  issued  at  a  discount.  The  bill 
requires  the  economic  accrual  of  interest  on  deferred  payments 
made  in  connection  with  the  sale  or  exchange  of  property  and  serv- 
ices in  certain  transactions  that  are  excluded  under  current  law. 
This  will  limit  the  extent  to  which  taxpayers  can  achieve  substan- 
tial reductions  in  tax  liability  merely  by  changing  the  form  in 
which  property  is  sold.  A  second  example  of  how  the  tax  base  is 
being  eroded  by  inadequate  accounting  for  the  time  value  of  money 
is  the  current  deduction  that  some  employers  claim  for  future  em- 
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ployee  benefit  costs.  The  bill  generally  would  limit  such  deductions 
to  the  amount  paid  in  the  current  year  whether  through  a  funded 
or  unfunded  arrangement. 

Another  area  where  the  tax  base  has  been  seriously  eroded  is  the 
use  of  tax/exempt  bonds  for  private  purposes.  In  recent  years,  the 
growth  of  such  bonds  has  proceeded  far  beyond  what  was  originally 
intended  by  Congress  and  has  significantly  raised  interest  rates  on 
the  general  obligation  bonds  that  State  and  local  governments 
issue  to  finance  their  operations.  The  committee  bill  places  certain 
limits  on  the  use  of  private  purpose  tax-exempt  bonds  in  order  to 
curb  the  uncontrolled  Federal  tax  expenditure  for  private  property 
financed  with  these  bonds. 

The  committee  is  also  concerned  about  the  use  of  leasing  and 
sale-leaseback  arrangements  by  Federal  agencies,  State  and  local 
governments,  and  other  tax-exempt  entities  in  order  to  obtain  the 
advantage  of  accelerated  depreciation  and  other  tax  benefits.  In 
these  lease  transactions,  a  portion  of  the  tax  benefit  available  to 
the  lessor  is  passed  through  to  the  nontaxable  lessee  in  the  form  of 
lower  rents.  Thus,  the  leasing  arrangement  allows  certain  tax 
benefits  to  flow  through  to  nontaxable  entities  which  are  not  eligi- 
ble for  them  on  their  own  account.  The  difference  between  the  cost 
of  leasing  and  purchasing  property  is  a  benefit  which  is  effectively 
paid  by  the  Federal  government  to  the  tax-exempt  entity.  More- 
over, the  cost  to  the  Federal  government  is  more  than  the  benefit 
received  by  the  tax-exempt  entity — some  of  the  benefits  go  to  the 
owner  of  property  and  to  financial  and  other  intermediaries.  The 
committee  bill  eliminates  the  excessive  tax  benefits  for  property 
used  by  tax-exempt  entities. 

Tax  Equity 

The  committee  is  concerned  that  the  tax  system  be  as  equitable 
as  possible  and,  equally  important,  perceived  by  taxpayers  as  fair. 
Compliance  with  the  tax  law  is  likely  to  decline  if  taxpayers  be- 
lieve that  the  burden  is  unfairly  distributed  as  a  result  of  inequi- 
ties in  the  tax  system.  One  area  where  there  appears  to  be  in- 
creased inequity  is  the  ability  of  employers  to  compensate  their  em- 
ployees tax-free  by  using  the  goods  and  services  they  sell  to  the 
general  public  instead  of  cash.  The  widespread  use  of  such  fringe 
benefits  not  only  threatens  to  shrink  the  base  of  the  income  and 
payroll  taxes,  but  also  shifts  a  disproportionate  share  of  the  tax 
burden  to  those  individuals  whose  compensation  is  paid  entirely  in 
cash.  The  committee  believes  that  it  is  unfair  to  provide  tax-free 
treatment  for  such  noncash  compensation  that  is  furnished  only  to 
corporate  officers  and  highly  paid  executives.  Under  the  bill,  these 
fringe  benefits  would  be  available  tax-free  to  highly  compensated 
employees  only  if  the  benefits  are  provided  on  substantially  equal 
terms  to  other  employees. 

A  similar  inequity  arises  where  employers  provide  employee 
benefits  through  the  establishment  of  a  tax-exempt  employees'  ben- 
eficiary association  (VEBA).  Some  VEBAs  are  currently  being  used 
to  allow  employees  to  earn  tax-exempt  interest  on  excessive  re- 
serves. The  bill  would  limit  the  extent  to  which  investment  income 
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in  such  funds  could  be  earned  tax-free,  and  thus  provide  for  more 
uniform  taxation  of  employers. 

The  committee  believes  that  the  structure  of  the  taxation  of  life 
insurance  companies  should  be  fundamentally  revised  to  ensure 
similar  tax  treatment  of  different  segments  of  the  industry.  The 
Life  Insurance  Company  Tax  Act  of  1959  (on  which  present  law  is 
based)  was  designed  to  ensure  that  the  life  insurance  industry  as  a 
whole  paid  a  target  amount  of  tax  and  that  the  distribution  of  this 
tax  burden  within  the  industry  was  balanced.  The  three-phase 
structure  of  present  law  is  extremely  complex,  and  in  the  past  few 
years  the  presence  of  high  interest  rates  and  new  investment-ori- 
ented life  insurance  products  has  substantially  redistributed  the  in- 
dustry's tax  burden.  The  committee  believes  that  a  simpler  single- 
phase  tax,  more  like  that  imposed  on  corporations  in  other  indus- 
tries, will  ensure  that  life  insurance  companies  face  comparable 
tax  burdens. 

The  committee  has  also  recommended  changes  in  the  heavy  vehi- 
cle use  tax  provisions  of  the  Surface  Transportation  Act  of  1982. 
These  changes  are  designed  to  more  equitably  distribute  the 
burden  of  such  taxes  among  users  of  the  nation's  highway  system 
while  maintaining  adherence  to  cost  allocation  principles  adopted 
in  earlier  legislation. 

Improved  Administration  and  Simplification 

The  committee  has  examined  numerous  provisions  of  the  tax 
law,  as  well  as  the  the  social  security  disability  program  and  the 
Medicare  program,  and  has  recommended  simplification  or  admin- 
istrative improvements  in  several  areas.  On  the  spending  side,  the 
bill  provides  for  needed  reforms  in  the  administration  of  the  dis- 
ability determination  process.  The  current  review  process  has  in 
some  cases  resulted  in  an  unwarranted  termination  of  benefits. 
The  bill  establishes  a  standard  of  medical  improvement  for  evalua- 
tion of  continuing  eligibility  as  well  as  a  standard  regarding  multi- 
ple impairments.  It  provides  for  a  temporary  delay  of  mental  im- 
pairment reviews  until  new  criteria  are  established.  The  bill  re- 
quires uniform  public  policy  for  all  levels  of  adjudication,  continu- 
ation of  benefit  payments  while  cases  are  under  appeal,  compliance 
with  circuit  court  decisions,  and  certain  other  changes. 

In  the  area  of  medicare,  the  committee  has  made  substantial 
spending  reductions  over  the  next  three  years.  In  addition,  it  has 
adopted  several  amendments  to  improve  the  adequacy  of  the  pro- 
gram and  to  increase  its  administrative  efficiency.  In  making  these 
reductions  in  spending,  the  committee  has  made  every  effort  to 
assure  that  there  will  be  no  harmful  reductions  in  coverage  to 
beneficiaries  nor  any  increased  costs  to  the  elderly. 

On  the  tax  side,  the  committee  has  recommended  changes  in  re- 
porting requirements  and  penalties  in  order  to  improve  compliance 
with  the  tax  system.  The  committee  believes  that  unless  continued 
efforts  are  made  to  reverse  the  rising  trend  of  noncompliance,  the 
integrity  of  the  tax  system  will  be  severely  eroded.  The  provisions 
in  this  bill  complement  and  strengthen  the  compliance  measures 
enacted  in  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982. 
The  committee  also  believes  that  efforts  to  simplify  the  tax  code 
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are  also  likely  to  improve  compliance.  The  bill  contains  a  number 
of  provisions,  such  as  the  simplification  of  income  tax  credits, 
which  are  primarily  designed  to  make  the  tax  rules  easier  to  un- 
derstand and  use. 


IV.  REVENUE  AND  OUTLAY  EFFECTS  OF  THE  BILL 


Revenue  effects 

The  revenue  provisions  of  the  committee  bill  involving  statutory 
changes  are  estimated  to  increase  net  budget  receipts  by  $2.0  bil- 
lion in  fiscal  year  1984,  $9.2  billion  in  fiscal  year  1985,  $16.7  billion 
in  fiscal  year  1986  and  $21.3  billion  in  fiscal  year  1987.  Thus,  the 
total  revenue  raised  during  the  fiscal  years  1984  through  1987, 
equals  $49.2  billion. 

Table  IV- 1  is  a  summary  of  the  estimated  revenue  effects  of  the 
tax  provisions  of  the  committee  bill  for  fiscal  years  1984-1989  for 
the  major  tax  categories  of  the  bill  (Titles  I- VIII  and  XII). 

Table  IV-2  shows  the  estimated  revenue  effects  of  each  specific 
tax  provision  of  the  committee  bill  (Titles  I- VIII  and  XII)  for  fiscal 
years  1984-1989. 

Outlay  effects 

The  outlay  provisions  of  the  committee  bill  are  estimated  to  have 
no  budget  impact  in  fiscal  year  1984  and  to  decrease  outlays  by 
$269  million,  $438  million,  $608  million,  and  $—  million  for  fiscal 
years  1984-1987,  respectively.  The  total  outlay  savings  for  fiscal 
years  1984-1987  is  $1,315  million.  The  impact  of  each  provision  is 
shown  in  greater  detail  in  Part  VI  of  this  explanation. 
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V.  EXPLANATION  OF  PROVISIONS 


TITLE  I— TAX  FREEZE;  TAX  REFORMS  GENERALLY 

A.  Deferral  of  Certain  Tax  Reductions 

1.  Postpone  Increase  in  Amount  of  Used  Property  Eligible  for  In- 
vestment Tax  Credit  (sec.  12  of  the  bill  and  sec.  48(c)(2)  of  the 
Code) 

Present  Law 

The  maximum  amount  of  a  taxpayer's  investment  in  used  prop- 
erty that  is  eligible  for  the  regular  investment  tax  credit  in  a  tax- 
able year  is  $125,000.  In  the  case  of  a  married  individual  who  files 
a  separate  return,  the  limit  is  $62,500.  These  limits  are  scheduled 
to  increase  to  $150,000  and  $75,000,  respectively,  for  taxable  years 
beginning  after  1984. 

Reasons  for  Change 

The  committee  believes  that  delaying  a  relatively  small  increase 
in  the  amount  of  used  property  eligible  for  the  investment  credit 
can  have  no  important  effect  on  overall  investment  in  the  econo- 
my, but  will  make  a  certain  contribution  in  reducing  budget  defi- 
cits. 

Explanation  of  Provision 

The  bill  holds  the  maximum  amount  of  used  property  eligible  for 
the  investment  credit  at  its  current  level  of  $125,000  per  year  until 
taxable  years  beginning  after  1987,  when  this  limit  is  increased  to 
$150,000. 

Effective  Date 

The  provision  is  effective  with  respect  to  taxable  years  ending 
after  1983. 

Revenue  Effect 

This  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $44  million  in  1985,  $104  million  in  1986,  $112  million  in  1987, 
and  $65  million  in  1988. 
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2.  Postpone  Finance  Lease  Provisions  (sec.  13  of  the  bill  and  sees. 
168(f)(8)  and  168(i)  of  the  Code) 

Present  Law 

Overview 

Prior  to  the  enactment  of  the  Economic  Recovery  Tax  Act  of 
1981  (ERTA),  the  law  contained  rules  (pre-safe  harbor  lease  rules) 
to  determine  who  owns  an  item  of  property  for  tax  purposes  when 
the  property  is  subject  to  an  agreement  which  the  parties  charac- 
terize as  a  lease.  Such  rules  are  important  because  the  owner  of 
the  property  is  the  person  entitled  to  claim  cost  recovery  deduc- 
tions and  investment  tax  credits  with  respect  to  the  property.  The 
pre-safe  harbor  lease  rules  attempted  to  distinguish  between  true 
leases,  in  which  the  lessor  owned  the  property  for  tax  purposes, 
and  conditional  sales  or  financing  arrangements,  in  which  the  user 
of  the  property  owned  the  property  for  tax  purposes.  These  rules 
generally  were  not  written  in  the  Internal  Revenue  Code.  Instead 
they  evolved  over  the  years  through  a  series  of  court  cases  and  rev- 
enue rulings  and  revenue  procedures  issued  by  the  Internal  Reve- 
nue Service.  Essentially,  the  law  was  that  the  economic  substance 
of  a  transaction,  not  its  form,  determined  who  was  the  owner  of 
property  for  tax  purposes.  Thus,  if  a  transaction  was,  in  substance, 
simply  a  financing  arrangement,  it  would  be  treated  that  way  for 
tax  purposes,  regardless  of  how  the  parties  chose  to  characterize  it. 
Lease  transactions  could  not  be  used  solely  for  the  purpose  of 
transferring  tax  benefits.  They  had  to  have  nontax  economic  sub- 
stance. The  pre-safe  harbor  lease  rules  are  discussed  below. 

ERTA  provided  a  new  set  of  rules  which  represented  a  major  de- 
parture from  the  prior  law.  These  provisions  were  intended  to  be  a 
means  of  transferring  tax  benefits  rather  than  a  means  of  deter- 
mining which  person  is  in  substance  the  owner  of  the  property. 
Under  these  rules  (safe-harbor  lease  rules),  certain  transactions  in- 
volving tangible  personal  property  were  treated  as  leases  for  Feder- 
al income  tax  purposes  regardless  of  their  nontax  economic  sub- 
stance. If  a  transaction  met  the  safe  harbor  requirements,  the 
lessor  in  the  agreement  was  treated  as  the  owner  for  Federal 
income  tax  purposes,  entitled  to  cost  recovery  deductions  and  in- 
vestment credits.  Under  these  rules,  by  entering  into  a  nominal 
sale  and  safe-harbor  leaseback,  a  person  who  acquired  and  used  the 
property  could  have,  in  effect,  sold  tax  benefits  associated  with  the 
property,  while  retaining  all  other  economic  benefits  and  burdens 
of  ownership.  The  pre-safe  harbor  leasing  rules  continued  to  apply 
for  transactions  not  qualifying  under  the  safe-harbor  lease  rules  or 
when  safe  harbor  was  not  elected. 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1983  (TEFRA) 
generally  repealed  safe-harbor  leasing.  In  its  place,  TEFRA  substi- 
tuted a  modified  form  of  safe-harbor  leasing  called  finance  leasing. 
Under  the  finance  leasing  provisions,  taxpayers  are  still  to  some 
extent  able  to  sell  tax  benefits  with  respect  to  property  while  re- 
taining economic  benefits  and  burdens  of  ownership.  The  pre-safe 
harbor  lease  rules  continue  to  apply  for  transactions  as  to  which 
the  finance  lease  rules  are  unavailable  or  not  elected. 
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Pre-safe  harbor  leasing  rules 
Underlying  principles 

In  general,  the  determination  of  lease  treatment  under  the  pre- 
safe  harbor  leasing  rules  required  a  case-by-case  analysis  based  on 
all  facts  and  circumstances.  Although  the  determination  of  wheth- 
er a  transaction  was  a  lease  was  inherently  factual,  a  series  of  gen- 
eral principles  was  embodied  in  court  cases,  revenue  rulings,  and 
revenue  procedures.  Those  principles  are  still  used  in  determining 
the  character  of  transactions  not  eligible  for  the  safe-harbor  or  fi- 
nance lease  rules  and  for  which  the  safe-harbor  or  finance  lease 
election  is  not  made. 

For  a  transaction  to  be  a  lease  under  those  rules,  the  lessee  could 
not  hold  title  to  or  have  an  equity  interest  in  the  property.  Howev- 
er, the  fact  that  the  lessor  had  title  did  not  guarantee  that  the 
lessor  was  the  owner  for  Federal  income  tax  purposes.  Both  the 
courts  and  the  IRS  looked  to  additional  criteria  in  determining 
whether  a  transaction  was  a  lease.  These  criteria  focused  on  the 
substance  of  the  transaction  rather  than  its  form.  The  courts  did 
not  disregard  the  form  of  a  transaction  simply  because  tax  consid- 
erations were  a  significant  motive  so  long  as  the  transaction  also 
had  a  bona  fide  business  purpose  and  the  lessor  retained  sufficient 
burdens  and  benefits  of  ownership. 1 

To  be  entitled  to  depreciation  deductions  as  the  owner  of  the 
property,  the  lessor  had  to  show  that  the  property  was  being  used 
for  a  business  or  other  income-producing  purpose.  To  have  had  a 
business  purpose,  the  person  claiming  ownership  (i.e.,  the  lessor)  at 
least  had  to  have  a  reasonable  expectation  that  he  would  derive  a 
profit  from  the  transaction  independent  of  tax  benefits.2  This  re- 
quirement precluded  lease  treatment  for  a  transaction  intended 
merely  to  reduce  the  user's  costs  by  utilizing  the  lessor's  tax  base. 
For  a  sale-leaseback,  other  nontax  business  motives  were  consid- 
ered in  determining  the  substance  of  the  transaction. 

The  fact  that  the  lessor  in  a  lease  financing  transaction  could 
show  a  profit  or  business  purpose,  however,  did  not  automatically 
result  in  lease  treatment  under  pre-safe-harbor  lease  rules,  since  a 
profit  or  business  motive  could  also  exist  in  a  financing  arrange- 
ment. In  addition,  the  lessor  had  to  retain  meaningful  benefits  and 
burdens  of  ownership.3  Thus,  lease  treatment  was  denied  under 
pre-safe-harbor  lease  rules  if  the  user  had  the  option  to  acquire  the 
property  at  the  end  of  the  lease  for  a  price  that  either  was  nominal 
in  relation  to  the  value  of  the  property  at  the  time  when  the  option 
could  be  exercised  (as  determined  at  the  time  the  parties  entered 
into  the  agreement)  or  which  was  relatively  small  when  compared 
with  the  total  payments  required  to  be  made.4 

Where  the  residual  value  of  the  property  to  the  lessor  was  nomi- 
nal, the  lessor  was  viewed  as  having  transferred  full  ownership  of 


1  See,  Hilton  v.  Commissioner,  74  T.C.  305  (1980),  affd  671  F.2d  316  (9th  Cir.  1982);  Frank  Lyon 
Co.  v.  United  States,  435  U.S.  561  (1978),  rev'g.  536  F.2d  746  (8th  Cir.  1976);  and  Rev.  Rul.  55-540, 
1955-2  C.B.  39  (and  cases  cited  therein);  See  generally,  Gregory  v.  Helvering,  293  U.S.  465  (1935). 

2  See,  Hilton  v.  Commissioner,  74  T.C.  305  (1980),  affd,  671  F.2d  316  (9th  Cir.  1982). 

3  See,  Frank  Lyon  Co.  v.  United  States,  435  (U.S.  561  (1978),  rev'g.  536  F.2d  746  (8th  Cir.  1976); 
and  Rev.  Rul.  55-540,  1955-2  C.B.  39  (and  cases  cited  therein). 

4See,  Rev.  Rul.  55-540,  1955-2  C.B.  39  (and  cases  cited  therein). 
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the  property  for  the  rental  fee.  Where  the  purchase  option  was 
more  than  nominal  but  relatively  small  in  comparison  with  fair 
market  value,  the  lessor  was  viewed  as  having  transferred  full 
ownership  because  of  the  likelihood  that  the  lessee  would  exercise 
the  bargain  purchase  option.5  Furthermore,  if  the  lessor  could 
force  the  lessee  to  purchase  the  property  at  the  end  of  the  lease  (a 
put),  the  transaction  might  also  be  denied  lease  treatment  under 
pre-safe  harbor  lease  rules  because  the  put  eliminated  the  risk 
borne  by  owners  of  property  that  there  would  be  no  market  for  the 
property  at  the  end  of  the  lease. 

Objective  guidelines  used  in  structuring  transactions 

The  question  of  exactly  what  burdens  and  benefits  of  ownership 
had  to  be  retained  by  the  lessor  under  pre-safe  harbor  lease  rules 
created  some  confusion  and  difficulty  for  people  trying  to  structure 
leases  that,  at  least  in  part,  were  motivated  by  tax  considerations. 
To  give  taxpayers  guidance  in  structuring  leveraged  leases  (i.e., 
where  the  property  is  financed  by  a  nonrecourse  loan  from  a  third 
party),  the  Internal  Revenue  Service  in  1975  issued  Revenue  Proce- 
dure 75-21,  1975-1  C.B.  715,  and  a  companion  document,  Revenue 
Procedure  75-28,  1975-1  C.B.  752  (the  guidelines).  If  the  require- 
ments of  the  guidelines  were  met  and  if  the  facts  and  circum- 
stances did  not  indicate  a  contrary  result,  the  Service  issued  (and 
continues  to  issue)  an  advance  letter  ruling  under  the  pre-safe 
harbor  lease  rules  that  the  transaction  was  a  lease  and  that  the 
lessor  was  the  owner  for  Federal  income  tax  purposes. 

The  guidelines  applied  only  to  leveraged  leases  of  equipment. 
The  general  principles  described  above  continued  to  govern  nonle- 
veraged  leases  and  leases  of  real  property.  The  guidelines  were  not 
by  their  terms  a  definitive  statement  of  legal  principles  and  were 
not  intended  for  audit  purposes.  If  less  than  all  requirements  of  the 
guidelines  were  met,  a  transaction  might  still  be  considered  a  lease 
if,  after  considering  all  facts  and  circumstances,  the  transaction 
was  a  lease  under  the  general  principles  discussed  previously.  How- 
ever, in  practice,  many  taxpayers  took  into  account  the  guidelines' 
requirements  in  structuring  transactions.  The  guidelines  may  be 
viewed  as  a  type  of  safe-harbor. 

The  specific  requirements  for  obtaining  a  ruling  under  the  guide- 
lines are  as  follows: 

1.  Minimum  investment. — The  lessor  must  have  a  minimum  20 
percent  unconditional  at-risk  investment  in  the  property.  This  rule 
represents  an  attempt  to  ensure  that  the  lessor  suffers  some  signifi- 
cant loss  if  the  property  declines  in  value. 

2.  Purchase  options. — In  general,  the  lessee  may  not  have  an 
option  to  purchase  the  property  at  the  end  of  the  lease  term  unless, 
under  the  lease  agreement,  the  option  can  be  exercised  only  at  fair 
market  value  (determined  at  the  time  of  exercise).  This  rule  pre- 
cludes fixed  price  purchase  options,  even  at  a  bona  fide  estimate  of 
the  projected  fair  market  value  of  the  property  at  the  option  date. 
In  addition,  when  the  property  is  first  placed  in  service  by  the 
lessee,  the  lessor  cannot  have  a  contractural  right  to  require  the 


sSee,  M&WGear  Co.  v.  Commissioner,  446  F.2d  841  (7th  Cir.  1971). 
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lessee  or  any  other  party  to  purchase  the  property,  even  at  fair 
market  value. 

The  fair  market  value  purchase  option  requirement  fulfills  three 
purposes  related  to  the  determination  of  the  economic  substance  of 
the  transaction.  First,  it  ensures  that  the  lessor  bears  the  risk  im- 
plicit in  ownership  that  no  market  will  exist  at  the  end  of  the 
lease.  The  owner  of  depreciable  property  is  the  person  who  bears 
any  decline  in  value  of  the  asset.  Second,  it  ensures  that  the  lessor 
has  retained  an  equity  interest  in  the  property.  Any  fixed  price 
option  represents  a  limitation  on  the  lessor's  right  of  full  enjoy- 
ment of  the  property's  value.  Third,  it  limits  the  ability  of  the  par- 
ties to  establish  an  artificial  rent  structure  to  avoid  the  cash  flow 
test  (described  below).  However,  several  courts  have  held  that  the 
mere  existence  of  a  fixed  price  purchase  option  does  not  prevent 
lease  treatment  so  long  as  the  lessor  retains  other  significant  bur- 
dens and  benefits  of  ownership.6 

3.  Lessee  investment  precluded. — Neither  the  lessee  nor  a  party 
related  to  the  lessee  may  furnish  any  part  of  the  cost  of  the  proper- 
ty. The  rationale  is  that  a  lessee  investment  may  suggest  that  the 
lessee  is  in  substance  a  co-owner  of  the  property. 

4.  No  lessee  loans  or  guarantees. — As  a  corollary  to  the  prior  rule, 
the  lessee  must  not  loan  to  the  lessor  any  of  the  funds  necessary  to 
acquire  the  property.  In  addition,  the  lessee  must  not  guarantee 
any  lessor  loan. 

5.  Profit  and  cash  flow  requirements. — The  lessor  must  expect  to 
receive  a  profit  from  the  transaction  and  have  a  positive  cash  flow 
from  the  transaction  independent  of  tax  benefits.  As  mentioned 
previously,  a  profitability  requirement  is  based  on  the  requirement 
that  lease  transactions  must  have  a  business  purpose  independent 
of  tax  benefits. 

6.  Limited  use  property. — Under  Revenue  Procedure  76-30,  1976-2 
C.B.  647,  property  that  can  be  used  only  by  the  lessee  (limited  use 
property)  is  not  eligible  for  lease  treatment.  The  rationale  is  that  if 
the  lessee  is  the  only  person  who  could  realistically  use  the  proper- 
ty, the  lessor  has  not  retained  any  significant  ownership  interest. 

Recent  developments  in  the  case  law 

There  have  been  several  recent  decisions  by  the  courts  relating 
to  the  characterization  of  transactions  as  leases  under  pre-safe 
harbor  lease  rules.  The  first  of  these  cases  is  the  Supreme  Court 
decision  in  Frank  Lyon  v.  United  States,7  which  deals  with  a  sale- 
leaseback  of  real  property  financed  by  the  lessor  with  cash  and  re- 
course debt.  In  Frank  Lyon,  the  Supreme  Court  held  that  the  trans- 
action was  a  lease  and  stated  that  where  there  is  a  genuine  multi- 
ple-party transaction  with  economic  substance  which  is  compelled 
or  encouraged  by  business  or  regulatory  realities,  is  imbued  with 
tax-independent  considerations,  and  is  not  shaped  solely  by  tax- 
avoidance  features  that  have  meaningless  labels  attached,  the  Gov- 
ernment should  honor  the  allocation  of  rights  and  duties  effectuat- 
ed by  the  parties.  Among  the  many  factors  the  court  cited  for  its 


6  See,  e.g.,  Northwest  Acceptance  Corp.  v.  Commissioner,  58  T.C.  836  (1972),  affd,  500  F.  2d 
1222  (9th  Cir.  1974). 

7  435  U.S.  561  (1978),  rev'g,  536  F.2d  746  (8th  Cir.  1976). 
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decision  was  the  fact  that  there  was  a  business  purpose  for  the 
sale-leaseback,  as  evidenced  by  the  fact  that  State  and  Federal  reg- 
ulations prohibited  the  lessee-bank  from  borrowing  a  sufficient 
amount  to  finance  construction,  that  diversification  was  the  lessor's 
principal  motive,  and  that  the  depreciation  deductions  would  have 
been  equally  available  to  the  lessee-bank  had  it  retained  title.  The 
court  also  held  that  the  lessee's  option  to  purchase,  though  fixed, 
was  for  a  reasonable  amount,  and  that  the  lessor  bore  the  risk  that 
the  lessee  would  not  exercise  that  option.  The  facts  in  Frank  Lyon 
indicated  that  the  lessor  would  realize  an  overall  profit  from  the 
transaction  independent  of  tax  benefits  if  the  lessee  exercised  its 
option  to  purchase.  8 

Another  important  decision  of  dealing  with  pre-safe  harbor  lease 
rules  is  Swift-Dodge  v.  Commissioner.  9  In  Swift  Dodge,  an  auto- 
mobile dealership  operated  a  separate  leasing  business.  The  compa- 
ny acquired  most  of  its  cars  for  lease  from  amounts  borrowed  from 
banks  on  a  recourse  basis.  The  auto  dealer-lessor  obtained  a  profit 
from  the  leases  independent  of  tax  benefits.  The  leases  contained  a 
downward  adjustment  in  rent  to  make  up  for  any  difference  be- 
tween the  projected  value  of  the  property  at  the  end  of  the  lease 
and  the  actual  value  of  the  property  upon  lease  termination. 

The  Tax  Court  held  that  these  nonleveraged  transactions  were 
leases  and  not  conditional  sales.  It  cited  the  general  rule  that  eco- 
nomic substance  prevails  over  form  and  cited  Frank  Lyon  for  its 
statements  regarding  the  necessity  of  the  lessor  retaining  signifi- 
cant and  genuine  attributes  of  the  traditional  lessor  form.  It  stated 
that  a  transaction  is  a  lease  if  the  lessor  assumes  burdens  other 
than  those  of  a  lender  and  is  subject  to  significant  risk  not  ordinar- 
ily incident  to  a  secured  loan. 

Safe  harbor  leasing  rules 

Overview 

The  safe-harbor  leasing  provisions  of  ERTA  were  intended  to 
permit  owners  of  property  who  were  unable  to  use  depreciation  de- 
ductions and  investment  credits  to  transfer  those  benefits  to  per- 
sons who  were  able  to  use  them,  without  having  to  meet  the  pre- 
safe  harbor  lease  requirements  for  characterizing  the  transaction 
as  a  lease.  The  safe-harbor  leasing  provisions  operated  by  guaran- 
teeing that,  for  Federal  income  tax  purposes,  qualifying  transac- 
tions were  treated  as  leases,  and  that  the  nominal  lessor  was  treat- 
ed as  the  owner  of  the  property,  even  though  the  lessee  was  in  sub- 
stance the  owner  of  the  property  and  the  transaction  otherwise 
would  not  have  been  considered  a  lease.10 


8  In  Hilton  v.  Commissioner,  74  T.C.  305,  348-49  (1980),aff  d.,  671  F.2d  316  (9th  Cir.  1982),  the 
court,  in  applying  the  Frank  Lyon  test  to  deny  lease  treatment,  stated  that  the  taxpayers  must 
show  not  only  that  their  participation  in  a  sale-leaseback  was  not  motivated  by  tax  avoidance 
features  that  have  meaningless  labels  attached  but  also  that  there  is  economic  substance  to  the 
transaction  independent  of  the  apparent  tax  shelter  potential. 

9  76  T.C.  547  (1981),  rev'd,  82-2  USTC  para.  9675  (9th  Cir.  1982).  After  the  enactment  of  the 
Tax  Equity  and  Fiscal  Rsponsibility  Act  of  1982,  the  ninth  circuit  reversed  the  Tax  Court,  hold- 
ing that  the  transaction  was  in  substance  a  conditional  installment  sale  with  a  lump-sum  final 
payment.  The  court  concluded  that  the  only  risk  borne  by  the  lessor  was  the  risk  of  default  by 
the  lessee,  the  same  risk  that  would  be  assumed  by  the  holder  of  a  security  interest. 

10  For  a  discussion  of  the  safe-harbor  lease  eligibility  requirements,  see  the  General  Explana- 
tion of  the  Revenue  Provisions  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982,  prepared 
by  the  Staff  of  the  Joint  Committee  on  Taxation  (December  31,  1982). 
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Finance  leasing  rules 

Under  TEFRA's  finance  leasing  rules,  an  agreement  with  respect 
to  certain  property  may  be  treated  as  a  lease  notwithstanding  the 
fact  that  (i)  the  lessee  has  a  right  to  purchase  the  property  at  a 
fixed  price  not  less  than  10  percent  of  its  original  cost  to  the  lessor 
or  (ii)  the  property  is  of  a  type  not  readily  usable  by  a  person  other 
than  the  lessee.  No  regulations  have  been  issued  under  the  finance 
leasing  provisions. 

Except  for  certain  farm  property,  the  finance  lease  rules  apply  to 
agreements  entered  into  after  December  31,  1983.  However,  three 
transitional  rules  generally  apply.  First,  no  more  than  40  percent 
of  certain  property  placed  in  service  by  the  lessee  during  any  calen- 
dar year  beginning  before  January  1,  1986  may  qualify  for  finance 
lease  treatment.  Second,  except  for  property  placed  in  service  after 
September  30,  1985,  in  taxable  years  beginning  after  that  date,  a 
lessor  may  not  use  the  finance  lease  rules  to  reduce  its  tax  liability 
for  any  taxable  year  by  more  than  50  percent.  Third,  except  for 
property  placed  in  service  after  September  30,  1985,  the  investment 
credit  for  finance  lease  property  is  allowable  ratably  over  5  years 
only  rather  than  entirely  in  the  year  the  property  is  placed  in  serv- 
ice. 

With  respect  to  certain  farm  property,  the  finance  lease  rules 
apply  to  agreements  entered  into  after  July  1,  1982,  and  before 
January  1,  1984.  Furthermore,  the  40  percent  lessee  cap,  50  percent 
lessor  cap,  and  5-year  spread  of  investment  credit  described  in  the 
preceding  paragraph  are  generally  inapplicable  to  such  farm  prop- 
erty. 

Reasons  for  Change 

The  committee  believes  that  delaying  the  effective  dates  of  most 
of  the  finance  lease  provisions  for  4  years  will  contribute  to  reduc- 
ing budget  deficits  without  having  an  adverse  effect  on  the  econo- 
my. 

Moreover,  the  committee  reaffirms  its  belief  that  transactions 
treated  as  leases  for  Federal  income  tax  purposes  should  have  eco- 
nomic substance  independent  of  the  associated  tax  benefits,  as  de- 
termined by  the  pre-safe  harbor  lease  rules  embodied  in  existing 
revenue  rulings  and  revenue  procedures  of  the  Internal  Revenue 
Service.  The  committee  also  reaffirms  its  belief  that  the  tax  system 
exists  fundamentally  to  collect  tax  from  taxable  entities.  It  is  not 
meant  to  be  used  as  a  mechanism  for  making  payments  to  parties, 
as  could  happen  if  transactions  structured  essentially  for  the  pur- 
pose of  transferring  the  benefits  of  income  tax  credits  and  deduc- 
tions were  freely  recognized  as  leases  for  income  tax  purposes. 

Explanation  of  Provisions 

In  general,  the  effective  dates  of  the  finance  lease  provisions  are 
postponed  for  4  years.  Thus,  except  for  certain  farm  property,  the 
finance  lease  rules  will  apply  only  to  agreements  entered  into  after 
December  31,  1987.  The  three  transitional  rules  currently  sched- 
uled to  apply  during  1984  and  1985  will  apply  during  1988  and 
1989.  First,  no  more  than  40  percent  of  certain  property  placed  in 
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service  by  the  lessee  during  any  calendar  year  beginning  before 
January  1,  1990  will  qualify  for  finance  lease  treatment.  Second, 
except  for  property  placed  in  service  after  September  30,  1989,  in 
taxable  years  beginning  after  that  date,  a  lessor  will  not  be  able  to 
use  the  finance  lease  rules  to  reduce  its  tax  liability  for  any  tax- 
able year  by  more  than  50  percent.  Third,  except  for  property 
placed  in  service  after  September  30,  1989,  the  investment  credit 
for  finance  lease  property  will  be  allowable  ratably  over  5  years 
only  rather  than  entirely  in  the  year  the  property  is  placed  in  serv- 
ice. 

The  rules  applicable  with  respect  to  farm  property  covered  by 
agreements  entered  into  after  July  1,  1982  and  before  January  1, 
1984  are  extended  for  4  years,  to  agreements  entered  into  before 
January  1,  1988. 

The  Treasury  is  prohibited  from  issuing,  before  January  1,  1988, 
any  regulations  generally  distinguishing  leases  from  conditional 
sales  agreements  or  other  financing  arrangements.  However,  the 
Treasury  is  not  prohibited  from  issuing  regulations  which  may  be 
appropriate  under  section  210  of  TEFRA  (relating  to  agreements 
covering  certain  motor  vehicles,  or  under  Subtitle  B  of  Title  I  of 
the  bill  (relating  to  tax-exempt  entity  leasing). 

Effective  Date 

These  provisions  are  effective  March  2,  1984.  However,  the  post- 
ponements of  the  finance  lease  provisions  are  not  applicable  to 
agreements  with  respect  to  property  which  the  lessee  had  entered 
into  a  binding  contract  to  acquire  or  construct  before  March  2, 
1984.  Nor  are  they  applicable  to  agreements  covering  property  if 
the  property  was  acquired  by,  or  if  construction  of  the  property 
was  begun  by  or  for,  the  lessee  before  March  2,  1984. 

Revenue  Effect 

The  provisions  will  increase  fiscal  year  budget  receipts  by  $63 
million  in  1984,  $351  million  in  1985,  $875  million  in  1986,  $1,404 
million  in  1987,  $1,445  million  in  1988,  and  $739  million  in  1989. 

3.  Postpone  Increases  in  Amount  of  Property  Eligible  for 
Expensing  (sec.  14  of  the  bill  and  sec.  179  of  the  Code) 

Present  Law 

A  taxpayer  (other  than  a  trust  or  estate)  may  elect,  in  lieu  of 
capital  cost  recovery  under  the  Accelerated  Cost  Recovery  System 
(ACRS),  to  deduct  the  cost  of  qualifying  property  in  the  taxable 
year  it  is  placed  in  service.  In  general,  qualifying  property  must  be 
acquired  by  purchase  for  use  in  a  trade  or  business  and  must  other- 
wise be  eligible  for  the  investment  tax  credit.  No  investment  credit 
is  allowable  for  the  portion  of  the  cost  of  property  expensed  under 
this  rule. 

For  taxable  years  beginning  in  1983,  the  dollar  limitation  on  the 
amount  that  can  be  expensed  is  $5,000  a  year.  This  limitation  is 
scheduled  to  increase  to  $7,500  for  taxable  years  beginning  in  1984 
and  1985,  and  to  $10,000  for  taxable  years  beginning  after  1985.  In 
each  case,  the  limitation  that  applies  to  a  married  individual  who 
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files  a  separate  return  is  one-half  the  dollar  limitation  described 
above. 

Reasons  for  Change 

The  committee  believes  that  postponement  of  the  scheduled  in- 
creases will  contribute  to  deficit  reduction  and  will  not  have  ad- 
verse economic  effects,  because  the  benefits  to  the  taxpayer  of 
claiming  the  investment  credit  and  recovering  costs  under  ACRS 
are  generally  the  same  in  present  value  as  actual  expensing. 

Explanation  of  Provision 

The  bill  postpones  for  four  years  the  scheduled  increases  in  the 
maximum  amount  of  property  that  can  be  expensed.  Thus,  the 
dollar  limitation  on  the  amount  that  can  be  expensed  will  remain 
at  $5,000  for  taxable  years  beginning  before  1988,  increase  to  $7,500 
for  taxable  years  beginning  in  1988  and  1989,  and  increase  to 
$10,000  for  taxable  years  beginning  after  1989. 

Effective  Date 

The  provision  is  effective  with  respect  to  taxable  years  ending 
after  1983. 

Revenue  Effect 

This  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $230  million  in  1984,  $399  million  in  1985,  $433  million  in  1986, 
and  $386  million  in  1987,  and  to  decrease  fiscal  year  budget  re- 
ceipts by  $118  million  in  1988  and  $427  in  1989. 

4.  Employee  Stock  Ownership  Plans  (sec.  15  of  the  bill  and  sec. 
44G  of  the  Code) 

Present  Law 

Under  present  law,  an  employee  stock  ownership  plan  ("ESOP") 
is  a  tax-qualified  plan  under  which  employer  stock  is  held  for  the 
benefit  of  employees.  An  ESOP  under  which  an  employer  contrib- 
utes stock  or  cash  in  order  to  qualify  for  a  credit  against  income 
tax  liability  is  referred  to  as  a  tax  credit  ESOP. 

Present  law  permits  an  electing  employer  to  take  an  income  tax 
credit  for  contributions  to  a  tax  credit  ESOP  limited  to  a  prescribed 
percentage  of  the  aggregate  compensation  of  all  employees  under 
the  plan.  For  compensation  paid  or  accrued  in  calendar  years  1983 
and  1984,  the  tax  credit  is  limited  to  one-half  of  one  percent.  With 
respect  to  compensation  paid  or  accrued  in  1985,  1986,  and  1987, 
the  limit  is  three-quarters  of  one  percent.  No  credit  is  provided 
with  respect  to  compensation  paid  or  accrued  after  December  31, 
1987. 

Reasons  for  Change 

The  committee  believes  it  is  appropriate  to  maintain  the  current 
level  of  the  maximum  tax  credit  for  employer  contributions  to  tax 
credit  ESOPs  in  light  of  the  budget  situation. 
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Explanation  of  Provision 

Under  the  provision,  with  respect  to  compensation  paid  or  ac- 
crued in  1985  through  1987,  the  tax  credit  for  contributions  to  a 
tax  credit  ESOP  is  limited  to  one-half  of  one  percent. 

Effective  Date 

This  provision  of  the  bill  is  effective  on  enactment. 

Revenue  Effect 

The  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $304  million  in  1985,  $626  million  in  1986,  $749  million  in  1987, 
$365  million  in  1988,  and  $64  million  in  1989. 

5.  Limits  on  Contributions  and  Benefits  under  Qualified  Pension 
Plans  (sec.  16  of  the  bill  and  sec.  415(d)  of  the  Code) 

Present  Law 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA) 
reduced  the  overall  limits  on  contributions  and  benefits  under 
qualified  pension,  profit-sharing,  and  stock  bonus  plans  0 'qualified 
pension  plans"),  tax-sheltered  annuity  programs,  and  simplified 
employee  pensions  (SEPs).  The  dollar  limit  on  the  annual  addition 
under  a  defined  contribution  plan  is  $30,000,  and  the  dollar  limit 
on  the  annual  benefit  payable  under  a  defined  benefit  plan  is 
$90,000. 

TEFRA  suspended  all  cost-of-living  adjustments  to  these  dollar 
limits  until  1986.  Beginning  in  1986,  the  limits  will  be  adjusted  for 
post-1984  cost-of-living  increases  under  the  formula  then  in  effect 
to  provide  cost-of-living  increases  in  social  security  benefits. 

Reasons  for  Change 

The  committee  believes  it  is  appropriate  to  delay  further  the 
cost-of-living  adjustments  to  the  dollar  limits  on  contributions  and 
benefits  under  qualified  pension  plans,  tax-sheltered  annuity  pro- 
grams, and  SEPs. 

Explanation  of  Provision 

Under  the  provision,  the  cost-of-living  increases  to  the  dollar 
limits  on  contributions  and  benefits  under  qualified  pension  plans, 
tax-sheltered  annuity  programs,  and  SEPs  would  be  postponed 
until  1988. 

Effective  Date 
This  provision  of  the  bill  is  effective  on  enactment. 

Revenue  Effect 

The  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $17  million  in  1986,  $64  million  in  1987,  $106  million  in  1988, 
and  $115  million  in  1989. 
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6.  Repeal  of  Net  Interest  Exclusion  (sec.  17  of  the  bill  and  sec.  128 

of  the  Code) 

Present  Law 

Background 

In  the  Economic  Recovery  Tax  Act  of  1981  (ERTA),  Congress  re- 
pealed the  $200  ($400  on  a  joint  return)  interest  and  dividend  ex- 
clusion for  taxable  years  beginning  after  1981. 11  Congress  also  es- 
tablished a  temporary  program  of  tax-exempt  certificates  (general- 
ly known  as  All-Savers  Certificates).  All-Savers  Certificates  were  is- 
suable by  qualified  savings  institutions  from  September  30,  1981, 
through  December  31,  1982.  A  lifetime  exclusion  from  gross  income 
of  $1,000  ($2,000  in  the  case  of  a  joint  return)  of  interest  earned  on 
qualified  tax-exempt  certificates  was  provided. 

ERTA  also  liberalized  the  requirements  governing  eligibility  for 
and  deductibility  of  contributions  to  individual  retirement  accounts 
(IRAs).12 

Net  interest  exclusion 

For  taxable  years  beginning  after  1984  (i.e.,  one  year  after  the  ex- 
piration of  the  All-Savers  Certificate  program),  ERTA  provided  for 
an  exclusion  of  15  percent  of  net  interest  received  up  to  $3,000  of 
net  interest  ($6,000  on  a  joint  return).  Net  interest  is  generally  de- 
fined as  eligible  interest  received  by  the  taxpayer  in  excess  of  the 
amount  of  interest  payments  by  the  taxpayer  for  which  an  income 
tax  deduction  is  allowed. 

Reasons  for  Change 

Congress  enacted  the  net  interest  exclusion  for  taxable  years  be- 
ginning after  1984  because  it  believed  that  a  permanent  savings  in- 
centive based  on  net  savings  should  replace  the  temporary  All- 
Savers  Certificate  program.  However,  in  light  of  present  fiscal  re- 
straints the  committee  believes  it  would  be  inappropriate  to  allow 
the  net  interest  exclusion  to  take  effect. 

The  committee  continues  to  believe  that  savings  in  the  country 
should  be  encouraged  by  tax  incentives.  On  the  other  hand,  rev- 
enues lost  by  those  tax  incentives  will  have  the  effect  of  increasing 
Federal  deficits.  In  this  regard,  revenue  losses  from  the  ERTA  lib- 
eralization of  the  IRA  tax  rules  have  been  significantly  larger  than 
was  originally  projected.  In  light  of  these  unexpectedly  large  reve- 
nue losses,  the  committee  believes  that  present  fiscal  restraints 
counsel  against  additional  tax  incentives  for  savings. 

A  further  problem  with  the  net  interest  exclusion  is  that,  be- 
cause it  only  applies  to  interest  income,  it  may  distort  savings  in- 
centives away  from  equity  investment  and  towards  debt.  In  view  of 
the  existing  incentives  for  debt  finance  that  result  from  the  deduct- 
ibility of  interest,  such  a  further  skewing  of  investment  incentives 
would  be  undesirable. 


11  For  subsequent  years,  the  $100  dividend  exclusion  previously  in  effect  was  reinstated, 
amended  to  permit  an  exclusion  of  up  to  $200  to  be  claimed  on  a  joint  return  without  regard  to 
which  spouse  actually  receives  the  dividend. 

12  See  ERTA,  section  311;  H.R.  Rep.  No.  201,  97th  Cong.,  1st  Sess.  132-37  (1981);  S.  Rep.  No. 
144,  97th  Cong.,  1st  Sess.  111-15  (1981). 
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Accordingly,  the  committee  believes  that  the  net  interest  exclu- 
sion scheduled  to  take  effect  in  1984  should  be  repealed. 

Explanation  of  Provision 

The  bill  repeals  the  net  interest  exclusion  enacted  in  ERTA  for 
taxable  years  beginning  after  1984. 

Effective  Date 

This  provision  of  the  bill  is  effective  on  the  date  of  enactment. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $1,024 
million  in  1985,  $2,858  million  in  1986,  $3,100  million  in  1987, 
$3,366  million  in  1988,  and  $3,637  million  in  1989. 

7.  Postpone  Increase  in  Foreign  Earned  Income  Exclusion  (sec.  18 
of  the  bill  and  sec.  911  of  the  Code) 

Present  Law 

Certain  U.S.  citizens  and  resident  aliens  who  live  abroad  were  al- 
lowed to  exclude  from  taxable  income  up  to  $80,000  of  foreign 
earned  income  in  1983.  Under  the  Economic  Recovery  Tax  Act  of 
1981,  this  amount  is  scheduled  to  increase  to  $85,000  in  1984,  to 
$90,000  in  1985,  and  to  $95,000  in  1986  and  thereafter.  These  indi- 
viduals also  are  allowed  to  exclude  or  deduct  certain  foreign  hous- 
ing expenses.  The  excludable  amount  does  not  apply  to  amounts  of 
foreign  income  for  which  the  taxpayer  elects  to  claim  a  foreign  tax 
credit. 

Reasons  for  Change 

The  committee  believes  that  Americans  working  abroad  help  pro- 
mote the  export  of  U.S.  manufactured  goods  and  services.  Conse- 
quently, the  committee  wishes  to  retain  an  exclusion  from  taxable 
income  for  a  substantial  amount  of  foreign  earned  income.  Howev- 
er, the  committee  believes  that  delaying  increases  in  the  amount  of 
the  foreign  earned  income  exclusion  will  have  no  important  effect 
on  U.S.  exports,  but  will  make  a  contribution  in  reducing  Federal 
budget  deficits.  Reducing  budget  deficits  should  improve  the  United 
States'  balance  of  trade. 

Explanation  of  Provision 

The  bill  holds  the  maximum  foreign  earned  income  exclusion  at 
its  1983  level  of  $80,000  per  year  until  taxable  years  beginning  in 
1988,  when  this  limit  increases  to  $85,000.  The  limit  will  increase 
to  $90,000  in  taxable  years  beginning  in  1989  and  to  $95,000  in  tax- 
able years  beginning  in  1990  and  thereafter. 

Effective  Date 

The  provision  is  effective  on  the  date  of  enactment  and  will 
reduce  the  excludable  amount  to  $80,000  for  the  entire  calendar 
year  1984. 
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Revenue  Effect 

This  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $4  milion  in  1984,  $31  million  in  1985,  $80  million  in  1986,  $106 
million  in  1987,  $107  million  in  1988,  and  $79  million  in  1989. 

8.  Defer  scheduled  reductions  in  maximum  gift  and  estate  tax 
rates  (sec.  21  of  the  bill  and  sees.  2001  and  2502  of  the  Code) 

Present  Law 

The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  enacted  reduc- 
tions in  the  maximum  gift  and  estate  tax  rates,  to  take  effect  over 
a  four-year  period.  The  maximum  rate  before  ERTA  was  70  per- 
cent. Under  ERTA,  the  maximum  rates  are  60  percent  for  gifts 
made  and  decedents  dying  in  1983;  55  percent,  in  1984;  and  50  per- 
cent thereafter. 

Reasons  for  Change 

The  committee  believes  that  current  budgetary  contraints  render 
it  appropriate  to  postpone  reductions  in  the  maximum  gift  and 
estate  tax  rates  beyond  the  level  reached  in  1983  until  1988. 

Explanation  of  Provision 

Under  the  bill,  the  maximum  gift  and  estate  tax  rate  will  be  60 
percent  for  gifts  made  and  individuals  dying  in  1984  through  1987. 
The  rate  will  be  reduced  to  55  percent  in  1988  and  to  50  percent  in 
1989. 

Effective  Date 

This  provision  of  the  bill  is  effective  for  gifts  made,  and  estates  of 
individuals  dying,  after  December  31,  1983. 

Revenue  Effect 

The  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  less  than  $5  million  in  1984,  $129  million  in  1985,  $399  million 
in  1986,  $503  million  in  1987,  $578  million  in  1988,  and  $439  million 
in  1989. 

9.  Windfall  Profit  Tax  on  Newly  Discovered  Oil  (sec.  25  of  the  bill 
and  sec.  4987(b))3)  of  the  Code) 

Present  Law 

Present  law  imposes  an  excise  tax  on  the  production  of  domestic 
crude  oil.  Differing  tax  rates  and  base  prices  apply  to  oil,  generally 
depending  upon  its  classification  on  one  of  three  tiers. 

Tier  1  oil  (previously  controlled  oil)  generally  is  taxed  at  a  70-per- 
cent rate;  tier  2  oil  generally  is  taxed  at  a  60-percent  rate.  A  fifty- 
percent  rate  applies  to  up  to  1,000  barrels  a  day  of  tier  1  oil  produc- 
tion by  independent  producers.  In  the  case  of  tier  2  oil  (stripper 
oil),  production  by  independent  producers  generally  is  exempt  from 
tax. 
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Tier  3  oil  is  newly  discovered  oil,  heavy  oil,  and  incremental  ter- 
tiary oil.  Prior  to  1982,  all  tier  3  oil  was  subject  to  tax  at  a  30-per- 
cent rate.  Starting  in  1982,  the  rate  on  newly  discovered  oil  was  re- 
duced to  27  Vfe  percent  and  to  25  percent  in  1983.  Under  present 
law,  the  rate  of  windfall  profit  tax  on  newly  discovered  oil  is  22-1/2 
percent  for  1984,  20  percent  for  1985,  and  15  percent  for  1986  and 
later  years.  At  current  price  levels,  the  windfall  profit  tax  on  a 
typical  barrel  of  newly  discovered  oil  would  be  approximately  $1.25 
at  the  25  percent  rate. 

Reasons  for  Change 

The  committee  believes  that  the  rate  of  tax  on  newly  discovered 
oil  should  be  frozen  at  its  1983  level  in  connection  with  its  general 
freeze  on  other  tax  reductions. 

Explanation  of  Provision 

Under  the  bill,  the  rate  of  windfall  profit  tax  on  newly  discov- 
ered oil  would  not  be  reduced  to  22  V2  percent  in  1984.  Instead,  the 
rule  would  remain  at  25  percent  through  1987  and  then  be  reduced 
to  22  V2  percent  for  1988,  20  percent  for  1989,  and  15  percent  for 
1990  and  later  years. 

Effective  Date 

This  provision  of  the  bill  applies  with  respect  to  domestic  crude 
oil  removed  from  the  premises  on  which  it  was  produced  after  De- 
cember 31,  1983. 

Revenue  Effect 

The  provision  is  expected  to  increase  fiscal  year  budget  receipts 
by  $15  million  in  1984  and  $15  million  in  1985. 

10.  Percentage  depletion  for  Secondary  and  Tertiary  Production 
after  1983  (sec.  of  the  bill  and  sec.  613A(c)  of  the  Code) 

Present  law 

In  the  Tax  Reduction  Act  of  1975,  Congress  retained  the  percent- 
age depletion  allowance  for  limited  quantities  of  oil  and  gas  pro- 
duction. For  oil  production,  effective  January  1,  1984,  the  rate  has 
declined  to  a  permanent  level  of  15  percent  and  is  limited  to  1,000 
barrels  per  day. 

The  1975  amendment  continued  this  percentage  depletion  allow- 
ance for  secondary  and  tertiary  production  at  a  22  percent  rate  but 
(because  of  an  error  that  all  parties  agree  was  not  intended)  only 
through  1983.  Also,  a  special  rule  reduces  the  depletable  oil 
amount  by  any  secondary  or  tertiary  production.  Therefore,  a  pro- 
ducer's depletable  quantity  of  primary  production  will  be  reduced 
by  any  secondary  or  tertiary  production  even  though  percentage 
depletion  is  not  available  for  such  production.. 

Under  the  1975  amendments,  if  an  interest  in  any  proven  oil  or 
gas  property  is  transferred  to  another  owner  after  1974,  no  percent- 
age depletion  allowance  applies  to  the  property  after  the  transfer. 
The  proposed  Treasury  regulations,  published  in  1977,  stated  that 
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the  transfer  restrictions  would  not  apply  to  percentage  depletion 
for  secondary  and  tertiary  production.  This  exception  to  the  trans- 
fer rule  resulted  from  the  same  1975  drafting  error  that  caused  ter- 
mination of  that  percentage  depletion  after  1983. 

Reasons  for  Change 

The  committee  wishes  to  correct  the  technical  errors  made  in  the 
Tax  Reform  Act  of  1975. 

Explanation  of  Provision 

The  bill  would  correct  the  technical  errors  that  occurred  in  the 
Tax  Reform  Act  of  1975  with  respect  to  depletion  on  secondary  and 
tertiary  depletion.  The  bill  would  eliminate  the  distinction  be- 
tween primary  and  secondary  or  tertiary  production  after  1983. 
Thus,  independent  producers  could  claim  percentage  depletion  in 
1984  at  a  rate  of  15  percent  on  up  to  1,000  barrels  of  all  their  pro- 
duction. In  addition,  starting  in  1984,  percentage  depletion  on  sec- 
ondary and  tertiary  production  would  not  be  available  after  1983 
for  production  from  properties  transferred  since  1974. 

Revenue  Effect 
The  amendment  would  have  no  effect  on  revenues. 

11.  Modification  of  Excise  Tax  Rates  on  Cigarettes  and  Distilled 
Spirits  (sec.  27  of  the  bill  and  sees.  5001  and  5701  of  the  Code) 

Present  Law 

Cigarette  excise  tax 

An  excise  tax  is  imposed  on  cigarettes  manufactured  in  or  im- 
ported into  the  United  States  (sec.  5701).  The  tax  is  determined 
when  the  cigarettes  are  removed  from  the  factory  or  released  from 
customs  custody.  The  present  rate  of  tax  on  small  cigarettes  is  $8 
per  thousand  (i.e.,  16  cents  per  pack  of  20  cigarettes).  The  tax  rate 
on  large  cigarettes  generally  is  $16.80  per  thousand;  proportionate- 
ly higher  rates  apply  to  large  cigarettes  that  exceed  6.5  inches  in 
length.  Small  cigarettes  are  cigarettes  weighing  no  more  than  3 
pounds  per  thousand;  large  cigarettes  are  cigarettes  weighing  more 
than  3  pounds  per  thousand.  Nearly  all  taxable  cigarettes  are 
small  cigarettes. 

On  October  1,  1985,  the  present  cigarette  excise  tax  rates  are 
scheduled  to  decrease  to  $4  per  thousand  (i.e.,  8  cents  per  pack  of 
20  cigarettes)  and  to  $8.40  per  thousand  for  large  cigarettes. 

Distilled  spirits  excise  tax 

An  excise  tax  is  imposed  on  distilled  spirits  manufactured  in  or 
imported  into  the  United  States  (sec.  5001).  The  tax  is  determined 
when  the  distilled  spirits  are  removed  from  the  distillery  or  re- 
leased from  customs  custody. 

The  present  rate  of  tax  on  distilled  spirits  is  $10.50  per  proof 
gallon.  A  proof  gallon  of  distilled  spirits  is  defined  as  a  U.S.  gallon 
of  liquid  one-half  of  the  volume  of  which  consists  of  ethyl  alcohol  of 
a  specified  gravity.  The  present  distilled  spirits  tax  rate  produces  a 
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tax  of  $2.10  on  a  fifth  of  100-proof  spirits  and  a  tax  of  $1.68  on  a 
fifth  of  86-proof  spirits. 

Reasons  for  Change 

Before  1982,  the  excise  tax  on  cigarettes  had  not  been  increased 
since  1951.  The  present  tax  on  distilled  spirits  has  not  been  in- 
creased since  1951.  These  taxes  are  imposed  as  flat,  set  amounts; 
therefore,  their  effective  rates  diminish  as  a  result  of  inflation. 
Congress  believed  in  1982  that  doubling  the  cigarette  tax  would  not 
unduly  burden  that  industry  because  of  the  decrease  in  the  effec- 
tive tax  rate  that  had  occurred  since  1951.  However,  the  increased 
rate  was  made  effective  only  through  September  30,  1985,  to  permit 
a  review  of  the  impact  of  the  higher  rates. 

The  committee  believes  that  the  present  budgetary  situation  re- 
quires continuation  of  the  revenues  produced  from  increased  ciga- 
rette excise  tax  rate  for  an  additional  two  years.  However,  after  re- 
viewing the  1982  increase  in  the  cigarette  excise  tax  rates,  the  com- 
mittee determined  that  the  cigarette  tax  should  be  extended  at  a 
lower  rate  than  that  enacted  for  the  period  1982  through  1985. 
Therefore,  the  committee  has  included  a  12-cents-per-pack  rate  for 
the  period  October  1,  1985  through  December  31,  1987. 

The  committee  further  determined  that  it  is  appropriate  to  in- 
crease the  excise  tax  on  distilled  spirits  by  $3.75  per  proof  gallon. 
The  distilled  spirits  tax  is  increased  only  by  an  amount  which  re- 
sults in  this  provision  of  the  bill  being  revenue  neutral  when  com- 
pared to  an  extension  of  the  full  increase  in  the  cigarette  tax  that 
was  enacted  in  1982.  This  increase  produces  less  than  a  36-percent 
increase  over  the  present  level  of  the  distilled  spirits  tax,  a  percent- 
age below  the  50-percent  increase  that  will  continue  to  be  paid  over 
the  pre-1983  rate  applicable  to  cigarettes.  Further,  because  of  the 
effect  of  inflation  since  1951,  the  new  effective  tax  rate  for  distilled 
spirits  will  remain  substantially  below  the  effective  rate  immedi- 
ately after  the  last  increase  in  that  tax  in  1951. 

Explanation  of  Provision 
1,  Cigarette  excise  tax 
Tax  rate 

The  bill  provides  an  excise  tax  rate  of  $6  per  thousand  on  small 
cigarettes,  which  is  equal  to  a  tax  rate  of  12  cents  per  pack  of  20 
cigarettes.  The  tax  rate  on  large  cigarettes  not  exceeding  6.5  inches 
in  length  will  be  $12.60  per  thousand.  (Proportionately  higher  rates 
will  apply  to  large  cigarettes  that  exceed  6.5  inches  in  length.) 
These  new  rates  will  be  effective  for  the  period  October  1,  1985 
through  December  31,  1987. 

Floor  stocks  refunds 

In  general. — The  bill  also  includes  provisions  generally  providing 
for  refunds  of  tax  with  respect  to  cigarettes  held  for  sale  on  Octo- 
ber 1,  1985,  on  which  tax  at  the  higher  rate  imposed  before  that 
date  is  paid.  These  floor  stocks  refunds  will  be  equal  to  the  reduc- 
tion in  tax  on  cigarettes  provided  by  the  bill  (e.g.,  4  cents  per  pack 
of  20  cigarettes  for  small  cigarettes).  The  term  cigarettes  held  for 
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sale  includes  promotional  cigarettes,  but  not  cigarettes  in  the  proc- 
ess of  withdrawal  from  the  market  on  October  1,  1985. 

Floor  stocks  refunds  will  be  paid  to  manufacturers  and  importers 
who  originally  paid  tax  on  the  cigarettes  involved.  To  be  eligible 
for  a  refund,  a  manufacturer  (including  an  importer)  must  submit 
a  claim  to  the  Bureau  of  Alcohol,  Tobacco,  and  Firearms  before 
July  1,  1986. 13  The  manufacturer  must  have  commercial  records  to 
substantiate  the  claim  that  he  paid  the  tax  on  the  cigarettes  to 
which  the  claim  relates.14  The  manufacturer  also  must  (1)  reim- 
burse wholesale  distributors  in  an  amount  equal  to  the  amount  of 
the  refund15  with  respect  to  cigarettes  held  on  October  1,  1985,  for 
sale  by  the  wholesale  distributors,  or  (2)  absent  such  a  payment  to 
the  wholesale  distributor,  must  obtain  the  distributor's  written  con- 
sent to  the  manufacturer's  or  importer's  receiving  the  floor  stocks 
refund.  The  manufacturer  or  importer  must  receive  the  written 
consent  or  possess  commercial  records  evidencing  reimbursement 
of  the  wholesale  distributor  before  (or  simultaneous  with)  the  time 
any  payment  is  made  or  credit  granted  by  the  Treasury  Depart- 
ment.16 

1988  floor  stocks  refunds. — The  bill  provides  for  additional  floor 
stocks  refunds  with  respect  to  cigarettes  held  for  sale  on  January  1, 
1988.  These  refunds  will  be  available  under  rules  like  those  that 
apply  to  the  1985  refunds. 

2.  Distilled  spirits  tax 

Tax  rate 

The  bill  increases  the  tax  rate  on  distilled  spirits  from  $10.50  per 
proof  gallon  to  $14.25  per  proof  gallon  for  the  period  after  Septem- 
ber 30,  1985,  and  before  January  1,  1988. 

Floor  stocks  taxes  and  refunds 

In  general. — The  bill  also  includes  provisions  extending  the  in- 
creased rate  of  tax  on  distilled  spirits  to  certain  floor  stocks.  Under 
the  bill,  an  additional  tax  generally  is  imposed  on  distilled  spirits 
held  for  sale  on  October  1,  1985,  which  distilled  spirits  were  re- 
moved from  bonded  premises  before  that  date,  and  a  tax  at  the  pre- 
October  1,  1985  rate  imposed  at  the  time  of  such  removal.  The  addi- 
tional tax  is  equal  to  $3.75  per  proof  gallon.  This  tax  is  to  be  col- 
lected from  the  person  holding  the  distilled  spirits  on  October  1, 
1985,  as  if  the  distilled  spirits  were  removed  from  bonded  premises 
on  that  date.  The  additional  tax  is  treated  as  if  it  were  a  tax  im- 
posed under  Code  section  5001  (or  sec.  7625).  The  tax  will  be  due  on 


13  To  be  eligible  for  a  floor  stocks  refund,  wholesale  distributors  must  file  a  claim  before  April 
1,  1986,  with  manufacturers  and  importers  from  whom  they  purchase  cigarettes.  This  claim 
must  reflect  floor  stocks  refunds  due  to  such  distributors  and  to  customers  of  distributors. 

14  The  committee  intends  that  the  commercial  records  regularly  maintained  by  manufactur- 
ers, importers,  and  wholesale  distributors  generally  will  be  sufficient  record  to  substantiate 
claims  for  floor  stocks  refunds.  However,  the  Bureau  of  Alcohol,  Tobacco,  and  Firearms  is  au- 
thorized to  require  physical  inventories  of  products  held  on  October  1,  1985  in  any  case  where  it 
determines  that  such  an  inventory  is  necessary  to  ensure  compliance  with  the  law. 

15  This  reimbursement  may  be  in  cash,  by  credit  to  a  pre-existing  account,  or  in  kind. 

16  Wholesale  distributors  must  reimburse  their  customers  or  obtain  written  consent  as  a  con- 
dition of  receiving  any  payment  from  a  manufacturer  or  importer  with  respect  to  cigarettes  not 
actually  held  by  the  distributors  on  October  1,  1985. 
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a  date,  not  later  than  March  31,  1986,  to  be  established  under 
Treasury  Department  regulations. 

Exemption  for  certain  on-premises  retail  establishments. — The  bill 
authorizes  the  Treasury  Department,  by  regulation,  to  exempt 
from  the  floor  stocks  tax  limited  quantities  of  distilled  spirits  held 
by  any  person  exclusively  for  sale  and  on-premises  consumption  on 
October  1,  1985.  The  committee  intends  that  this  exemption  not 
apply  in  the  case  of  any  person  holding  400  or  more  liters  of  such 
spirits. 

Effective  Dates 

These  provisions  are  effective  for  the  period  October  1,  1985 
through  December  31,  1987. 

Revenue  Effect 

The  provisions  with  respect  to  cigarette  and  distilled  spirits 
excise  taxes  are  estimated  to  increase  fiscal  year  budget  receipts  by 
$1,773  million  in  1986,  $1,914  million  in  1987,  and  $835  million  in 
1988. 

12.  Extension  of  Telephone  Excise  Tax  (sec.  26  of  the  bill  and  sec. 

4251  of  the  Code) 

Present  Law 

A  3-percent  excise  tax  is  imposed  on  amounts  paid  for  local  tele- 
phone service,  toll  telephone  service,  and  teletypewriter  exchange 
service  (sec.  4251).  The  tax  is  paid  by  the  person  who  pays  for  serv- 
ice to  the  person  rendering  the  service,  who  in  turn  remits  the  tax 
to  the  general  fund  of  the  Treasury. 

Exemptions  from  the  tax  are  provided  for  communications  serv- 
ices furnished  to  news  services  (except  local  telephone  service  to 
news  services),  international  organizations,  the  American  National 
Red  Cross,  servicemen  in  combat  zones,  nonprofit  hospitals  and 
educational  organizations,  and  State  and  local  governments.  Other 
exemptions  include  amounts  paid  for  installation  charges  and  for 
certain  calls  from  coin-operated  telephones  (sec.  4253). 

This  excise  tax  is  scheduled  to  terminate,  effective  with  respect 
to  amounts  paid  pursuant  to  bills  first  rendered  on  or  after  Janu- 
ary 1,  1986. 

Reasons  for  Change 

The  committee  determined  that  continuation  of  the  telephone 
excise  tax  at  the  present  rate  is  appropriate  at  this  time  due  to  the 
existing  budgetary  deficit  situation.  This  excise  tax  has  been  in 
effect  since  1941;  the  tax  rate  was  10  percent  until  1973.  In  the 
past,  the  tax  has  typically  included  an  expiration  date;  however, 
before  each  scheduled  expiration,  Congress  has  found  it  necessary 
to  extend  the  tax  because  of  revenue  needs. 

Explanation  of  Provision 

The  bill  extends  the  current  3-percent  telephone  excise  tax  rate 
for  two  years,  calendar  years  1986  and  1987. 
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Effective  Date 

The  3-percent  rate  is  extended  to  amounts  paid  pursuant  to  tele- 
phone bills  rendered  on  or  after  January  1,  1986,  through  Decem- 
ber 31,  1987. 

Revenue  Effect 

This  provision  will  increase  net  fiscal  year  budget  receipts  by 
$1,168  million  in  1986,  $2,016  million  in  1987,  and  $803  million  in 
1988. 


B.  Tax-Exempt  Entity  Leasing 
A.  Present  Law 

Summary 

Under  present  law,  the  rules  for  determining  who  is  entitled  to 
the  tax  benefits  associated  with  the  ownership  of  property  general- 
ly are  not  written  in  the  Internal  Revenue  Code.  Rather,  they  are 
embodied  in  a  series  of  court  cases  and  revenue  rulings  and  reve- 
nue procedures  issued  by  the  IRS.  Essentially,  these  rules  focus  on 
the  economic  substance  of  a  transaction,  not  its  form,  for  determin- 
ing who  is  entitled  to  the  tax  benefits  of  the  ownership  of  property. 
Thus,  in  a  purported  Jease  or  similar  arrangement,  the  person 
claiming  ownership  for  Federal  income  tax  purposes  must  show 
that  he  has  sufficient  economic  indicia  of  ownership. 

In  general,  the  tax  benefits  of  ownership  of  tangible  property  in- 
clude depreciation  or  accelerated  cost  recovery  deductions  and  in- 
vestment tax  credits.  Generally,  ACRS  or  other  depreciation  deduc- 
tions and  investment  credits  are  allowed  only  for  property  used  for 
a  business  or  income-producing  purpose.  The  accelerated  cost  recov- 
ery system  generally  permits  taxpayers  to  depreciate  qualifying 
property  on  an  accelerated  basis  over  relatively  short  periods.  For 
most  property,  the  ACRS  recovery  period  is  shorter  than  the  actual 
useful  life  of  the  property.  Investment  credits  permit  taxpayers  to 
reduce  their  tax  liability  by  a  percentage  of  their  investment  in  eli- 
gible property.  Eligible  property  includes  certain  depreciable  per- 
sonal property.  Additional  investment  credits  are  available  for  cer- 
tain energy  property  and  to  certain  improvements  to  buildings  at 
least  30  years  old. 

As  a  general  rule,  governmental  units  and  tax-exempt  organiza- 
tions are  not  entitled  to  depreciation  deductions  or  investment 
credits  for  property  owned  by  them.  Moreover,  no  investment 
credit  is  allowed  for  property  used  (though  not  owned)  by  a  tax- 
exempt  organization  in  its  exempt  function  or  by  a  governmental 
unit  (nontaxable  use  restriction).  The  nontaxable  use  restriction 
does  not  affect  the  allowance  of  ACRS  deductions  and  certain  other 
tax  benefits. 

Property  used  by  a  foreign  government  or  person  is  not  subject 
to  the  nontaxable  use  restriction.  However,  if  the  property  is  used 
predominantly  outside  the  United  States  (foreign-use  property), 
then,  in  general,  ACRS  deductions  are  reduced  and  no  investment 
credit  is  allowed. 

The  traditional  reasons  for  leasing  stem  from  tax,  accounting, 
and  a  variety  of  business  considerations.  Tax-exempt  organizations 
and  governmental  units  have  leased  equipment  for  many  of  the 
same  reasons  as  taxable  entities.  The  recent  increase  in  leasing 
and  similar  arrangements  is  due,  in  part,  to  budgetary  limitations 
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on  the  purchase  of  property  and,  in  the  case  of  some  State  and 
local  governments,  limitations  on  their  ability  to  issue  tax-exempt 
bonds.  From  a  tax  perspective,  leasing  allows  certain  tax  benefits 
(such  as  ACRS  deductions)  to  flow  through  (in  the  form  of  reduced 
rents)  to  nontaxable  entities  that  are  not  eligible  for  such  benefits 
on  their  own  account.  In  some  cases,  the  reasons  for  arranging  a 
transaction  with  a  nontaxable  entity  as  a  service  contract  or  in 
some  other  form  stem  from  a  desire  to  avoid  the  nontaxable  use 
restriction  on  the  investment  credit. 

What  follows  is  a  description  of  the  present-law  rules  governing 
the  determination  of  ownership  of  property  for  Federal  income  tax 
purposes,  in  the  context  of  leases  or  similar  arrangements,  and  a 
description  of  the  nontaxable  use  restriction  on  the  investment 
credit.  The  rules  governing  ACRS  and  the  investment  credit  for 
foreign-use  property  are  also  discussed. 

The  ownership  issue 

Overview 

The  determination  of  the  Federal  income  tax  ownership  of  prop- 
erty requires  a  case-by-case  analysis  of  all  facts  and  circumstances. 
Although  the  determination  of  ownership  is  inherently  factual,  a 
number  of  general  principles  have  been  developed  in  court  cases, 
revenue  rulings,  and  revenue  procedures. 

In  general,  both  the  courts  and  the  IRS  focus  on  the  substance  of 
the  transaction  rather  than  its  form.  The  courts  do  not  disregard 
the  form  of  a  transaction  simply  because  tax  considerations  are  a 
significant  motive,  so  long  as  the  transaction  also  has  a  bona  fide 
business  purpose  and  the  person  claiming  tax  ownership  has  suffi- 
cient burdens  and  benefits  of  ownership. 

In  general,  for  Federal  income  tax  purposes,  the  owner  of  proper- 
ty must  possess  meaningful  burdens  and  benefits  of  ownership.  The 
lessor  must  be  the  person  who  suffers,  or  benefits,  from  fluctu- 
ations in  the  value  of  the  property.  Thus,  lease  treatment  is  denied, 
and  the  lessee  is  treated  as  the  owner,  if  the  lessee  has  the  option 
to  obtain  title  to  the  property  at  the  end  of  the  lease  for  a  price 
that  is  nominal  in  relation  to  the  value  of  the  property  at  the  time 
the  option  is  exercisable  (as  determined  at  the  time  the  parties  en- 
tered into  the  agreement)  or  which  is  relatively  small  when  com- 
pared with  the  total  lease  payments  to  be  made. 

Where  the  lessor's  residual  value  in  the  property  is  nominal,  the 
lessor  is  viewed  as  having  transferred  full  ownership  of  the  proper- 
ty for  the  rental  payments.  Where  the  purchase  option  is  more 
than  nominal  but  relatively  small  in  comparison  with  fair  market 
value,  the  lessor  is  viewed  as  having  transferred  full  ownership  be- 
cause of  the  likelihood  that  the  lessee  will  exercise  the  option.  Fur- 
thermore, if  the  lessor  has  a  contractual  right  to  require  the  lessee 
to  purchase  the  property  at  the  end  of  the  lease  (a  put),  the  trans- 
action could  be  denied  lease  treatment  because  the  put  eliminates 
the  lessor's  risk  of  loss  in  value  of  the  residual  interest  and  the  risk 
that  there  will  be  no  market  for  the  property  at  the  end  of  the 
lease. 
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Objective  guidelines  used  in  structuring  transactions 

To  give  taxpayers  guidance  in  structuring  leveraged  leases  (i.e., 
leases  in  which  the  property  is  financed  by  a  nonrecourse  loan 
from  a  third  party)  of  equipment,  the  IRS  issued  Revenue  Proce- 
dure 75-21,  1975-1  C.B.  715,  and  a  companion  document,  Revenue 
Procedure  75-28,  1975-1  C.B.  752  (the  guidelines).  If  the  require- 
ments of  the  guidelines  are  met  and  if  the  facts  and  circumstances 
do  not  indicate  a  contrary  result,  the  IRS  generally  will  issue  an 
advance  letter  ruling  that  the  transaction  is  a  lease  and  that  the 
lessor  is  the  owner  for  Federal  income  tax  purposes. 

The  guidelines  are  not  by  their  terms  a  definitive  statement  of 
legal  principles  and  are  not  intended  for  audit  purposes.  Thus,  if 
all  the  requirements  of  the  guidelines  are  not  met,  a  transaction 
might  still  be  considered  a  lease  if,  after  considering  all  facts  and 
circumstances,  the  transaction  is  a  lease  under  the  general  princi- 
ples described  above. 

The  specific  requirements  for  obtaining  a  ruling  under  the  guide- 
lines are  as  follows: 

1.  Minimum  investment. — The  lessor  must  have  a  minimum  20 
percent  unconditional  at-risk  investment  in  the  property. 

2.  Purchase  options. — In  general,  the  lessee  may  not  have  an 
option  to  purchase  the  property  at  the  end  of  the  lease  term  unless, 
under  the  lease  agreement,  the  option  can  be  exercised  only  at  fair 
market  value  (determined  at  the  time  of  exercise).  That  rule  pre- 
cludes fixed  price  purchase  options,  even  at  a  bona  fide  estimate  of 
the  projected  fair  market  value  of  the  property  at  the  exercise 
date. 

3.  Lessee  investment  precluded. — Neither  the  lessee  nor  a  party 
related  to  the  lessee  may  furnish  any  part  of  the  cost  of  the  proper- 

ty. 

4.  No  lessee  loans  or  guarantees. — As  a  corollary  to  the  prior  rule, 
the  lessee  must  not  loan  to  the  lessor  any  of  the  funds  necessary  to 
acquire  the  property.  In  addition,  the  lessee  must  not  guarantee 
any  loan  to  the  lessor. 

5.  Profit  and  cash  flow  requirements. — The  lessor  must  expect  to 
receive  a  profit  and  have  a  positive  cash  flow  from  the  transaction 
independent  of  tax  benefits. 

6.  Limited  use  property. — Under  Revenue  Procedure  76-30,  1976-2 
C.B.  647,  property  that  can  be  used  only  by  the  lessee  (limited  use 
property)  is  not  eligible  for  leveraged  lease  treatment. 

Nontaxable  use  restriction  on  the  investment  credit 

General  rule 

Property  that  is  "used  by"  a  tax-exempt  organization  in  an 
exempt  function  or  by  a  governmental  unit  generally  is  ineligible 
for  the  investment  credit  (sees.  48(a)(4)  and  48(a)(5)),  including  the 
investment  credit  for  energy  property.  For  this  purpose,  a  govern- 
mental unit  includes  the  United  States  government,  any  State  or 
local  government,  most  international  organizations,  and  any  instru- 
mentality of  the  foregoing.  A  tax-exempt  organization  is  almost 
any  organization  exempt  from  Federal  income  tax,  such  as  a  chari- 
table or  educational  organization. 
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To  determine  whether  property  is  subject  to  the  nontaxable  use 
restriction,  it  is  first  necessary  to  evaluate  the  economic  substance 
of  the  transaction  under  the  general  principles  for  determining 
who  is  the  tax  owner  of  property. 1 

Under  the  nontaxable  use  restriction,  the  investment  credit  is 
unavailable  with  respect  to  property  that  is  treated  for  Federal 
income  tax  purposes  as  being  owned  by  a  governmental  unit  or  a 
tax-exempt  organization  for  use  in  its  exempt  function.  In  addition, 
property  leased  to  a  governmental  unit  or  a  tax-exempt  organiza- 
tion for  use  in  its  exempt  function  is  generally  subject  to  the  non- 
taxable use  restriction.  However,  in  addition  to  several  statutory 
exceptions  to  the  nontaxable  use  restriction,  one  court  has  held 
(and  the  IRS  has  ruled)  that  the  investment  credit  can  be  claimed 
where  the  governmental  unit  essentially  has  contracted  for  a  serv- 
ice, to  be  provided  by  the  owner  of  property,  rather  than  for  the 
use  of  the  property  itself. 

Statutory  exceptions  to  the  nontaxable  use  restriction 

Tax-exempt  organizations. — Under  present  law,  certain  farmers' 
cooperatives  (which  are  considered  exempt  from  tax  even  though 
they  are  subject  to  the  rules  of  subchapter  T,  relating  to  coopera- 
tives and  their  patrons)  are  excluded  from  the  restriction  on  use  by 
a  tax-exempt  organization.  Also,  the  credit  is  allowed  for  property 
used  by  a  tax-exempt  organization  in  a  taxable  unrelated  trade  or 
business. 

Foreign  governmental  units. — Although  international  organiza- 
tions generally  are  subject  to  the  restriction,  property  used  by  the 
International  Satellite  Consortium,  the  International  Maritime  Sat- 
ellite Organization,  and  any  successor  organizations  is  excluded 
from  the  restriction  on  governmental  use.  Foreign  governments 
and  possessions  of  the  United  States  are  not  subject  to  the  restric- 
tion. Thus,  a  computer  leased  to  the  United  States  Government  is 
denied  the  credit,  but  a  computer  leased  to  a  foreign  embassy  locat- 
ed in  the  United  States  is  allowed  the  credit. 

Rehabilitated  buildings. — Under  present  law,  rehabilitation  tax 
credits  are  available  for  qualified  rehabilitation  expenditures  in- 
curred for  older  buildings  leased  to  tax-exempt  organizations  or  to 
governmental  units. 

Foreign  persons. — Property  used  by  foreign  persons  is  not  subject 
to  the  nontaxable  use  restriction.  However,  special  rules  (discussed 
below)  apply  if  the  property  is  used  predominantly  outside  the 
United  States. 

"Casual  or  short-term  lease"  exception 

Under  Treasury  regulations,  there  is  an  exception  to  the  nontax- 
able use  restriction  for  property  that  is  leased  on  a  ' 'casual  or 
short-term  basis"  (Treas.  Reg.  sec.  1.48-l(j)  and  (k)). 


1  Rev.  Rul.  68-590,  1968-2  C.B.  66.  Revenue  Ruling  68-590  involved  arrangements  between  a 
taxable  corporation  and  a  political  subdivision  of  a  State  providing  for  the  tax-exempt  financing, 
construction,  and  operation  of  an  industrial  project.  The  IRS  did  not  apply  the  nontaxable  use 
restriction  even  though  the  governmental  unit  held  legal  title  under  a  sale-and-leaseback. 
Rather,  the  IRS  held  that  the  corporation  was  the  tax  owner  of  the  property.  The  IRS  reasoned 
that,  in  view  of  the  economic  substance  of  the  arrangement,  the  sale-leaseback  arrangement  was 
nothing  more  than  a  security  device  for  the  protection  of  the  holders  of  the  tax-exempt  bonds. 
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Casual  leases. — The  term  "casual  lease"  has  been  interpreted  to 
mean  a  lease  that  lacks  the  formalities  inherent  in  a  written 
lease.2  Another  example  of  a  casual  lease  might  be  the  lease  of  an 
automobile  from  a  car  rental  company  by  a  governmental  employ- 
ee traveling  on  governmental  business.3 

Short-term  leases. — The  exception  for  short-term  leases  has  been 
recognized  as  a  means  of  allowing  the  government  to  fulfill  an  un- 
foreseen or  extraordinary  need  for  obtaining  the  short-term  use  of 
property  from  the  private  sector,  without  causing  the  taxpayer  to 
lose  the  credit.4  Thus,  property  not  ordinarily  intended  for  lease  to 
a  tax-exempt  organization  or  governmental  entity  may  be  leased 
under  the  exception  for  a  short  period  in  unforeseen  or  extraordi- 
nary circumstances. 

In  determining  whether  the  exception  for  short-term  leases  ap- 
plies, the  courts  have  rejected  the  contention  that  the  relevant  con- 
sideration is  whether  the  nonqualifying  use  constitutes  a  substan- 
tial portion  of  the  useful  life  of  the  property.5  The  courts  have  also 
rejected  the  position  that  short-term  use  should  be  determined  on 
the  basis  of  the  minimum  legally  enforceable  period  of  a  lease.6 

"Service  contract"  exception 

Internal  Revenue  Service  rulings. — Under  Treasury  regulations 
(sec.  1.48-l(j)  and  (k)),  property  used  by  a  governmental  unit  or  tax- 
exempt  organization  means  property  owned  by  or  leased  to  one  of 
those  nontaxable  entities.  In  Revenue  Ruling  68-109,  1968-1  C.B.  10, 
the  IRS  ruled  that  property  provided  to  a  governmental  unit  as  an 
integral  part  of  a  service  is  not  "used  by"  the  government  within 
the  meaning  of  section  48(a)(5). 

Revenue  Ruling  68-109  involved  communications  equipment  in- 
stalled by  a  public  utility  on  the  premises  of  governmental  units. 
In  ruling  that  the  taxpayer's  agreements  with  its  customers  were 
not  sales  or  leases,  but  rather  service  contracts,  the  IRS  relied  on 
the  fact  that  the  taxpayer  retained  all  ownership  in  and  possession 
and  control  over  the  equipment.  The  IRS  also  focused  on  the  fact 
that  the  communications  equipment  was  part  of  an  integrated  net- 
work used  to  render  services  to  the  customer,  not  property  placed 
with  a  user  to  allow  it  to  provide  services  to  itself. 

The  IRS  has  issued  a  number  of  other  rulings,  including  private 
rulings,7  interpreting  the  service  contract  exception.  For  example, 
the  investment  credit  has  been  denied  in  situations  involving 
trucks  operated  under  a  service  contract  by  government  employees 
(Rev.  Rul.  72-407,  1972-2  C.B.  10)  and  school  buses  operated  by  a 
private  party  under  contract  with  a  local  school  district  (LTR 
8104001  (February  27,  1980)).  However,  in  LTR  8217040  (January 
27,  1982),  the  IRS  allowed  the  investment  credit  in  a  situation  in- 


2  See,  Xerox  Corporation  v.  United  States,  656  F.2d  659  (Ct.  CI.  1981). 

3  Id. 

4  World  Airways,  Inc.  v.  Commissioner,  564  F.2d  886  (9th  Cir.  1977),  aff'g  62  T.C.  786  (1974). 

5  World  Airways  Inc.  v.  Commissioner,  62  T.C.  786  (1974),  aff'd,  564  F.2d  886  (9th  Cir.  1977). 

6  Thus,  the  mere  fact  that  a  lease  contains  a  cancellation  clause  will  not  result  in  application 
of  this  exception.  Xerox  Corporation  v.  United  States,  656  F.2d  659  (Ct.  CI.  1981);  Stewart  v.  U.S., 
77-2  U.S.T.C.  9648  (D.  Neb.  1977). 

7  Although  a  private  ruling  is  not  binding  as  precedent  on  the  IRS  with  respect  to  taxpayers 
other  than  the  taxpayer  who  received  the  ruling,  or  the  courts,  a  private  ruling  is  helpful  in 
interpreting  the  law  in  the  absence  of  other  authority. 
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volving  a  time  charter  of  a  vessel  to  the  Federal  government.  The 
IRS  ruled  that  the  taxpayer  could  claim  an  investment  credit  for 
the  vessel  based  on  the  taxpayer's  representations  that  the  taxpay- 
er bore  the  risk  of  loss  with  respect  to  the  vessel,  the  taxpayer  had 
to  retain  possession  and  control  over  the  vessel,  the  taxpayer  was 
required  to  provide  maintenance  and  secure  insurance  for  the 
vessel,  the  taxpayer  had  to  furnish  and  control  the  crew  of  the 
vessel,  and  the  time  charter  transferred  no  legal  interest  in  the 
property  to  the  Federal  government. 

The  case  law. — The  only  judicial  decision  dealing  with  the  service 
contract  exception  to  the  nontaxable  use  restriction  is  Xerox  Corpo- 
ration v.  United  States,  656  F.2d  659  (Ct.  CI.  1981).  In  Xerox,  a  man- 
ufacturer provided  duplicating  machines  to  the  Federal  govern- 
ment. The  IRS  had  issued  a  revenue  ruling  involving  the  same 
basic  facts  as  in  Xerox  that  held  that  the  agreements  were  leases 
(Rev.  Rul.  71-397,  1971-2  C.B.  63).  The  Court  of  Claims  rejected  the 
taxpayer's  contention  that  its  agreements  were  short-term  leases, 
which  are  eligible  for  an  exception  to  the  governmental  use  restric- 
tion. However,  the  court  held  that  the  machines  were  eligible  for 
the  investment  credit  because  they  were  provided  as  an  integral 
part  of  a  service  contract. 

Essentially,  the  Court  of  Claims  based  its  decision  on  the  IRS's 
own  formulation  of  the  service  contract  exception,  as  set  forth  in 
the  holdings  of  published  and  private  rulings  (other  than  Rev.  Rul. 
71-397).  The  court  rejected  the  government's  contention  that  the 
service  contract  exception  cannot  ever  apply  where  the  customer's 
own  personnel  operate  the  machines,  because  this  factor  was 
present  in  the  first  ruling  adopting  the  exception  (i.e.,  Rev.  Rul.  68- 
109).  The  court  emphasized  that  Xerox  was  not  a  case  in  which  the 
cost  or  value  of  the  property  dominated  the  price  of  the  total  ar- 
rangement. The  court  also  noted  that,  conceivably,  its  decision 
would  have  been  different  if  the  Treasury  regulations  had  formu- 
lated the  precise  confines  of  the  service  contract  exception. 

Although  the  published  and  private  rulings  do  not  articulate  any 
single  test  for  use  in  determining  whether  an  agreement  is  a  serv- 
ice arrangement  or  a  lease,  the  court  felt  that  the  factors  deemed 
common  to  service  contracts  in  those  rulings  related  to  two  broad 
areas  of  inquiry:  (1)  the  nature  of  the  possessory  interest  retained 
by  the  taxpayer  and  (2)  the  degree  to  which  the  property  supplied 
is  a  component  of  an  integrated  operation  in  which  the  taxpayer 
has  other  responsibilities. 

In  holding  that  the  interest  conveyed  to  the  customer  was  not 
sufficient  to  constitute  a  leasehold  interest,  the  Xerox  court  focused 
on  the  following  factors  drawn  from  the  IRS  rulings  in  which  a 
service  contract  was  held  to  exist:  (1)  the  taxpayer  retained  owner- 
ship of  the  machines,  (2)  the  taxpayer  decided  whether  to  repair, 
replace,  or  alter  the  machines,  and  the  customer  was  prohibited 
from  altering  or  moving  the  machines,  (3)  the  taxpayer  bore  the 
cost  of  adjustments,  repairs,  and  replacements,  (4)  the  taxpayer  was 
responsible  for  loss  or  damage,  except  in  the  case  of  the  customer's 
negligence,  and  (5)  the  customer  could  cancel  upon  15  days  notice. 

Finally,  in  holding  that  the  taxpayer's  contractual  arrangements 
could  reasonably  be  deemed  to  be  within  the  purpose  of  the  invest- 
ment credit,  the  court  focused  on  the  fact  that  the  taxpayer  manu- 
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factured  machines  for  all  customers,  not  just  the  government,  and 
that  governmental  use  represented  only  5  or  6  percent  of  the  tax- 
payer's machines. 

Foreign-use  limitations 

Overview 

Property  "used  predominantly  outside  the  United  States"  is  sub- 
ject to  reduced  ACRS  deductions  and  is  not  allowed  the  investment 
credit  (sees.  168(f)(2)  and  48(a)(2)). 

In  general,  property  "used  predominantly  outside  the  United 
States"  means  property  used  outside  the  United  States  for  more 
than  half  of  the  taxable  year.  However,  there  are  a  number  of  ex- 
ceptions to  this  general  rule.  For  example,  communications  satel- 
lites are  excepted  from  the  rules  for  foreign-use  property.  U.S.-flag 
vessels  operated  in  the  foreign  or  domestic  commerce  of  the  United 
States  are  excepted,  as  are  aircraft  registered  by  the  Federal  Avi- 
ation Agency  and  operated  to  and  from  the  United  States8  or  oper- 
ated under  contract  with  the  United  States,  even  if  operated  by  a 
foreign  airline.  Special  rules  are  also  provided  for  certain  rolling 
stock,  drilling  rigs,  motor  vehicles,  containers,  submarine  cable, 
and  other  property. 

ACRS  deductions 

The  recovery  period  for  computing  ACRS  deductions  for  recovery 
property  used  predominantly  outside  the  United  States  is  equal  to 
the  present  class  life  (mid-point  life)  for  the  property,  as  of  January 
1,  1981,  under  the  prior  law  ADR  system.  For  personal  property  for 
which  there  is  no  ADR  mid-point  life  as  of  January  1,  1981,  a  12- 
year  recovery  period  must  be  used.  The  determination  of  useful 
lives  based  on  facts  and  circumstances  is  not  permitted.  The  owner 
of  foreign-use  personal  property  generally  is  allowed  to  use  the  200- 
percent  declining  balance  method  of  depreciation  for  the  early 
years  of  the  recovery  period  and  the  straight-line  method  for  later 
years. 

For  foreign  real  property  (including  all  components  of  a  build- 
ing), the  recovery  period  is  35  years.  The  owner  of  foreign  real 
property  is  generally  allowed  to  use  the  150-percent  declining  bal- 
ance method  for  the  early  years  of  the  recovery  period,  switching 
to  the  straight-line  method  in  later  years. 

In  the  case  of  foreign-use  personal  property  or  foreign  real  prop- 
erty, the  straight-line  method  of  depreciation  can  be  used  in  lieu  of 
the  prescribed  accelerated  methods.  In  addition,  for  foreign-use  per- 
sonal property,  the  taxpayer  may  elect  the  straight-line  method 
over  one  of  the  longer  recovery  periods  allowed  for  domestic  prop- 
erty (but  the  period  elected  may  not  be  shorter  than  the  ADR  mid- 
point life,  or,  for  property  without  an  ADR  mid-point  life  as  of  Jan- 
uary 1,  1981,  12  years).  For  foreign  real  property,  the  taxpayer  may 
elect  to  use  the  straight-line  method  over  a  recovery  period  of  45 
years  (instead  of  35  years). 


8  The  IRS  has  ruled  that  a  plane  returning  to  the  United  States  only  once  every  two  weeks 
qualifies  as  being  operated  to  and  from  the  United  States.  Rev.  Rul.  73-367,  1973-2  C.B.  Further- 
more, an  airplane  can  be  leased  for  temporary  use  outside  the  United  States  without  any  invest- 
ment credit  recapture.  Under  section  47(aX7XA),  3  1/2  years  qualifies  as  temporary  use  for  this 
purpose. 


B.  Reasons  For  Change 

Overview 

The  committee  believes  that  reform  of  the  tax  law  is  essential, 
insofar  as  it  relates  to  property  used  by  tax-exempt  entities  under  a 
lease,  a  lease  formulated  as  a  service  contract,  or  other  similar  ar- 
rangements. When  tax-exempt  entities  use  property  under  these 
arrangements,  they  pay  reduced  rents  that  reflect  a  pass-through 
of  investment  tax  incentives  from  the  owner  of  the  property.  Tax- 
exempt  entities  thereby  benefit  from  investment  incentives  for 
which  they  do  not  qualify  directly,  and  effectively  gain  the  advan- 
tage of  taking  income  tax  deductions  and  credits  while  having  no 
corresponding  liability  to  pay  any  tax  on  income  from  the  property. 
In  this  way,  investment  incentives  that  were  intended  to  reduce 
the  tax  on  taxable  entities  have  been  turned  into  unintended  bene- 
fits for  tax-exempt  entities,  including  foreign  entities.  The  benefits 
are  equivalent  to  an  open-ended  spending  program,  operated 
within  the  tax  system,  that  increases  the  Federal  deficit,  encour- 
ages tax-exempt  entities  to  dispose  of  the  assets  they  own  and 
forego  control  over  the  assets  they  use,  disorders  public  budgeting 
processes,  and  feeds  a  popular  perception  that  the  tax  system  is 
open  to  manipulation. 

The  committee  is  greatly  concerned  about  these  problems,  the 
scale  of  which  has  been  magnified  by  the  recent  surge  in  leasing  to 
tax-exempt  entities  and  other  arrangements  devised  to  transfer  tax 
benefits  to  them.  In  response,  the  committee  bill  restricts  tax  bene- 
fits for  property  used  by  tax-exempt  entities  so  that  the  Federal  tax 
outflow  will  be  eliminated  and  tax-exempt  entities  will  be  able  to 
lease  property  on  the  same  tax-free  basis  as  they  can  purchase  it. 

Background 

In  1962,  Congress  first  enacted  the  investment  tax  credit  for  cer- 
tain property  used  in  a  trade  or  business  or  for  the  production  of 
income.  The  purpose  of  the  credit  is  to  reduce  the  income  tax  liabil- 
ity of  taxpayers  and  thereby  encourage  their  purchase  and  use  of 
capital  goods.  When  enacting  the  investment  credit,  Congress  ex- 
pressly disallowed  it  for  property  used  by  governmental  units  and 
tax-exempt  organizations,  which  of  course  have  no  income  tax  lia- 
bility to  reduce.  However,  the  provision  was  necessary  to  prevent 
these  tax-exempt  entities  from  indirectly  gaining — through  leasing, 
for  example — the  benefits  of  both  tax-exemption  and  the  income 
tax  credit.  This  policy  has  been  continued  to  the  present.  It  is 
grounded  in  the  fundamental  principle  that  the  tax  system  exists 
to  collect  from  taxable  entities,  not  to  make  payments  to  tax- 
exempt  entities. 

The  committee  believes  that  the  policy  of  providing  tax-reducing 
incentives  to  those  who  are  subject  to  the  income  tax  and  denying 
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them  to  those  who  are  not  subject  to  the  income  tax  should  be 
maintained,  and  that  three  major  amendments  are  needed  to  im- 
prove its  application.  The  amendments  relate  to  (a)  accelerated  de- 
preciation deductions,  (b)  transactions  structured  to  avoid  the 
present  denial  of  the  investment  credit,  and  (c)  the  treatment  of 
foreign  tax-exempt  entities. 

Accelerated  depreciation  deductions 

Over  the  last  two  decades,  Congress  has  acted  to  accelerate  cost 
recovery  (depreciation)  deductions  for  property  used  in  a  trade  or 
business  or  for  the  production  of  income.  The  introduction  of  the 
Asset  Depreciation  Range  System  in  1971  and  the  enactment  of  the 
Accelerated  Cost  Recovery  system  in  1981  were  two  significant 
steps  in  this  direction.  The  purpose  of  accelerating  cost  recovery  de- 
ductions is  to  reduce  the  income  tax  liability  of  taxpayers  in  order 
to  encourage  their  purchase  and  use  of  capital  goods.  Taking  into 
account  the  time  value  of  money,  accelerated  deductions  reduce  the 
present  value  of  tax  to  be  paid  by  deferring  payment  to  later  years. 

The  cumulative  effect  of  legislation  relating  to  cost  recovery  al- 
lowances is  that  these  deductions  currently  operate,  like  the  invest- 
ment credit,  as  a  significant  investment  incentive,  by  reducing  the 
value  of  the  tax  that  would  otherwise  be  imposed  on  the  invest- 
ment. However,  present  law  does  not  generally  deny  the  benefits  of 
accelerated  cost  recovery  for  property  leased  to  tax-exempt  entities. 
As  a  result,  the  transfer  of  benefits  to  these  entities  through  the 
tax  system  that  Congress  acted  to  prevent  with  respect  to  the  in- 
vestment credit  is  now  occurring  due  to  accelerated  depreciation 
deductions.  Therefore,  the  committee  bill  provides  for  less  rapid 
write-offs  of  property  used  by  tax-exempt  entities,  such  that  the 
Federal  tax  outflow  will  be  eliminated  and  tax-exempt  entities  will 
be  able  to  lease  property  on  the  same  tax-free  basis  as  they  can 
purchase  it. 

Transactions  structured  to  avoid  investment  credit  restrictions 

The  committee  understands  that  the  value  of  the  investment 
credit  is  sufficiently  great  to  have  prompted  more  attempts  to 
structure  transactions  in  a  form  other  than  a  lease,  such  that  prop- 
erty used  by  a  tax-exempt  entity  or  dedicated  primarily  to  its  use 
will  nevertheless  qualify  for  the  credit.  The  committee  is  concerned 
that  Congress  has  not  provided  statutory  guidance  for  determining 
when  property  is  in  substance  used  by  a  tax-exempt  entity.  There- 
fore, the  committee  bill  provides  criteria  for  this  purpose,  so  that 
the  economically  insubstantial  restructuring  of  a  lease  as  a  service 
contract  or  similar  arrangement  will  not  result  in  unintended, 
preferential  tax  treatment. 

Foreign  tax-exempt  entities 

The  present  law  denial  of  investment  credit  for  property  used  by 
tax-exempt  entities  is  incomplete  because  it  does  not  apply  to  sub- 
stantial amounts  of  certain  types  of  property  which  are  leased  by 
foreign  governments  and  other  foreign  persons  who  are  not  subject 
to  Federal  income  tax.  As  a  result,  this  property  qualifies  for  great- 
er tax  benefits  than  property  leased  to  the  Federal  government, 
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State  or  local  governments,  or  domestic  organizations  which  also 
are  not  subject  to  Federal  income  tax. 

The  committee  believes  that  tax  benefits  for  property  used  by 
foreign  tax-exempt  entities  should  not  exceed  tax  benefits  for  prop- 
erty used  by  domestic  tax-exempt  entities.  The  committee  is  uncon- 
vinced that  the  current  preferential  treatment  for  foreign  lessees  of 
certain  equipment  should  be  maintained  as  an  export  subsidy. 
First,  the  current  benefits  are  available  without  regard  to  whether 
the  equipment  was  produced  in  the  United  States.  Thus,  the  Feder- 
al government  contributes  to  the  foreign  manufacture  and  use  of 
equipment  which  is  owned  by  a  U.S.  lessor.  Second,  the  impact  of 
the  current  tax  benefits  in  stimulating  exports  is  diluted  to  the 
extent  that  they  are  retained  by  the  lessor,  rather  than  being 
flowed  through  to  the  foreign  lessee  as  reduced  financing  costs. 
Third,  to  the  extent  that  financing  costs  are  reduced  for  the  foreign 
lessee  (which  could  be  tax-exempt  in  its  home  country),  they  pro- 
vide lower  prices  to  foreign  businesses  for  goods  or  services  which 
may  be  in  direct  competition  with  U.S.  businesses.  Fourth,  prefer- 
ential tax  benefits  for  foreign  governments  to  lease  equipment 
would  place  them  in  a  more  favorable  position  than  to  State  and 
local  governments.  Fifth,  the  committee  is  aware  that  direct  credit 
assistance  is  available  for  exporters  of  U.S.-produced  goods  through 
the  Export-Import  Bank.  Therefore,  the  committee  bill  does  not 
except  foreign  lessees  from  the  general  policy  of  subsidy-free  tax 
treatment  for  property  used  by  tax-exempt  entities. 

The  committee  is  aware  that  the  United  States  has  entered  into 
treaties  that,  on  a  reciptocal  basis,  exempt  residents  of  the  treaty 
partner  from  U.S.  tax  on  certain  shipping  and  aircraft  income. 
However,  those  provisions  do  not  in  any  way  guarantee  to  residents 
of  those  countries  the  benefits  of  the  investment  tax  credit  or  any 
accelerated  depreciation  regime. 

Additional  reasons 

The  committee  has  additional  reasons  for  believing  that  the  tax 
benefits  (in  excess  of  tax  exemption  itself)  currently  available  to 
tax-exempt  entities  through  leasing  should  be  eliminated. 

First,  the  Federal  budget  is  in  no  condition  to  sustain  the  sub- 
stantial revenue  loss  resulting  from  leasing  to  tax-exempt  entities, 
which  will  certainly  increase  as  more  tax-exempt  entities,  financial 
entities,  and  tax-oriented  investors  learn  how  to  take  advantage  of 
the  tax  system  in  that  way.  Nothing  is  accomplished  to  reduce 
budget  deficits  when  spending  cuts  are  matched  or  exceeded  by  rev- 
enue losses.  These  losses  are  especially  large  in  transactions  involv- 
ing debt-financed  property.9 

Second,  the  committee  is  concerned  about  possible  problems  of 
accountability  of  governments  to  their  citizens,  and  of  tax-exempt 
organizations  to  their  clienteles,  if  substantial  amounts  of  their 
property  should  come  under  the  control  of  outside  parties  solely  be- 
cause the  Federal  tax  system  makes  leasing  more  favorable  than 
owning.  The  committee  is  convinced  that  the  tax  system  should  not 


9  With  respect  to  tax  benefits  for  debt-financed  property,  see  Joint  Committee  on  Taxation 
staff  pamphlet,  "Description  of  S.  1564  Relating  to  Tax  Treatment  of  Property  Leased  to  Tax- 
Exempt  Entities"  (JCS-34-83). 
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encourage  tax-exempt  entities  to  dispose  of  the  assets  they  own  or 
to  forego  control  over  the  assets  they  use. 

Third,  the  committee  believes  that  Federal  aid  to  tax-exempt  en- 
tities (above  and  beyond  their  tax  exemption)  should  be  made  by 
appropriations  rather  than  by  tax  benefits  transferred  through  the 
tax  system.  The  tax  benefits  in  leasing  are  open-ended  and  hence 
uncontrollable  in  amount  and  composition,  whereas  appropriations 
are  limited  and  adjustable  to  current  priorities  from  year  to  year. 
Moreover,  tax  benefits  appear  in  the  Federal  budget  only  as  re- 
duced tax  collections,  unassociated  with  any  particular  public  pur- 
pose. Thus,  with  Federal  aid  conveyed  through  the  tax  system,  it  is 
very  difficult  to  discover  what  tax-exempt  purposes  have  been  fed- 
erally assisted,  by  how  much  they  have  been  assisted,  and  whether 
the  assistance  has  been  rendered  in  ways  consistent  with  other  ob- 
jectives of  public  policy.  These  matters  can  be  known,  debated,  and 
decided  in  the  appropriations  process. 

Fourth,  the  committee  is  concerned  about  waste  of  Federal  rev- 
enues. Although  under  present  law  tax  benefits  exist  to  be  shared 
by  the  tax-exempt  user  of  property  and  the  taxable  owner,  there  is 
no  assurance  that  the  tax-exempt  entity  will  be  the  prime  benefici- 
ary. For  example,  when  a  substantial  portion  of  the  benefit  is  re- 
tained by  lawyers,  investment  bankers,  lessors  and  investors,  the 
Federal  revenue  loss  becomes  more  of  a  gain  to  financial  entities 
than  to  tax-exempt  entities.  In  proportion  to  that  inefficiency,  the 
Treasury  loses  more  than  $1  to  provide  $1  of  aid  to  tax-exempt  en- 
tities through  leasing,  whereas  the  aid  could  be  provided  on  a 
dollar-for-dollar  basis  through  appropriations.  This  problem  exists 
within  the  Federal  government  also.  To  the  extent  that  a  Federal 
agency  as  lessee  pays  rents  that  do  not  reflect  a  full  pass-through 
of  the  lessor's  income  tax  benefits,  the  Federal  government  pays 
more  to  lease  an  asset  than  it  would  to  buy  it.  The  committee  re- 
ceived considerable  testimony  to  the  effect  that  Federal  leasing 
procedures  are  inadequate  to  prevent  this  waste. 

Fifth,  the  committee  stresses  the  need  to  sustain  popular  confi- 
dence that  the  tax  system  is  generally  working  correctly.  A  system 
which  entices  Federal  agencies  not  to  own  their  essential  equip- 
ment, nor  colleges  their  campuses,  nor  cities  their  city  halls,  and 
which  also  rewards  taxpayers  who  participate  in  such  transactions 
with  a  lighter  tax,  risks  eroding  that  confidence. 


C.  Explanation  of  Provisions 
(Sees.  31-33  of  the  Bill  and  Sees.  48  and  168  of  the  Code) 
1.  Overview 

In  general,  the  committee  bill  reduces  the  tax  benefits  that 
would  otherwise  be  available  for  tangible  property  used  by  tax- 
exempt  entities.  The  bill  defines  the  term  "tax-exempt  entity"  to 
include  Federal,  State,  local,  and  foreign  governments,  possessions 
of  the  United  States,  international  organizations,  certain  instru- 
mentalities of  the  foregoing,  and  certain  foreign  persons,  as  well  as 
most  organizations  that  are  exempt  from  Federal  income  tax  or 
were  exempt  at  any  time  within  a  prescribed  5-year  period. 

The  bill  also  provides  criteria  for  use  in  determining  whether  an 
arrangement  characterized  by  the  parties  as  a  "service  contract"  or 
carrying  some  other  label  should,  for  purposes  of  determining 
whether  property  is  tax-exempt  use  property  (defined  below),  be 
treated  as  a  lease  to  the  tax-exempt  entity.  However,  the  bill  cre- 
ates no  inferences  regarding  the  present-law  treatment  of  purport- 
ed service  contracts  under  the  nontaxable  use  restriction  on  the  in- 
vestment credit. 

To  the  extent  a  rehabilitated  building  is  tax-exempt  use  proper- 
ty, rehabilitation  credits  are  denied  under  the  bill  if  the  rehabilita- 
tion expenditures  are,  or  acquisition  of  the  building  to  be  rehabili- 
tated is,  financed  in  whole  or  in  part  with  tax-exempt  obligations. 

Special  rules  are  provided  for  qualified  technological  property, 
property  subject  to  short-term  leases,  and  certain  other  property. 

Present-law  rules  for  determining  the  owner  of  property  for 
income  tax  purposes  are  unchanged.  Thus,  the  bill  leaves  open  the 
possibility  that  a  tax-exempt  entity  could  be  treated  as  the  owner 
of  property  under  a  purported  lease,  service  contract,  or  other  ar- 
rangement. The  bill  creates  no  inferences  regarding  who  under 
present  law  should  be  treated  as  the  tax  owner  of  property  in- 
volved in  such  a  transaction. 

2.  Definition  of  Tax-Exempt  Entity 

Under  the  bill,  the  term  "tax-exempt  entity,"  for  purposes  of 
both  the  depreciation  and  investment  credit  provisions,  includes 
the  United  States,  any  State  (including  the  District  of  Columbia)  or 
local  governmental  unit,  any  possession  of  the  United  States  (in- 
cluding Puerto  Rico),  and  any  agency  or  instrumentality  of  any  of 
the  foregoing  (other  than  any  agency  or  instrumentality  of  the 
United  States  or  any  State  or  local  governmental  unit  all  the 
income  of  which,  if  any,  is  fully  subject  to  United  States  income  tax 
if  neither  the  United  States  nor  any  State  or  political  subdivision 
thereof  selects  or  has  the  right  to  select  at  least  a  majority  of  the 
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board  of  directors  or  members  of  a  similar  governing  body  of  such 
agency  or  instrumentality). 

The  term  also  includes  any  organization,  other  than  a  farmers' 
cooperative  described  in  section  521,  that  is  exempt  from  United 
States  income  tax  and  any  organization  (and  any  predecessor  orga- 
nization engaged  in  substantially  similar  activities)  that  was 
exempt  from  United  States  income  tax  (other  than  by  virtue  of  sec- 
tion 521)  at  any  time  during  the  5-year  period  ending  on  the  date 
the  property  involved  is  first  used  by  such  organization.  However, 
it  is  not  intended  that  the  bill  treat  property  owned  by  any  such 
former  tax-exempt  organization  as  tax-exempt  use  property. 

For  example,  assume  that  a  tax-exempt  hospital  has  historically 
leased  or  owned  automobiles  for  use  in  carrying  out  its  tax-exempt 
function.  On  January  15,  1984,  the  hospital  creates  a  wholly-owned 
taxable  subsidiary  to  lease  new  automobiles  and  provide  transpor- 
tation services  to  the  hospital.  Automobiles  leased  by  the  subsidi- 
ary any  time  prior  to  January  15,  1989,  will  be  tax-exempt  use 
property. 

In  addition,  the  term  includes  any  foreign  government,  any  inter- 
national organization,  any  agency  or  instrumentality  of  either  of 
the  foregoing,  and  any  other  person  who  is  not  a  United  States 
person.  However,  the  term  includes  any  other  person  who  is  not  a 
United  States  person  only  with  respect  to  property  50  percent  or 
less  of  the  gross  income,  if  any,  derived  by  the  foreign  lessee  from 
the  use  of  which  is  subject  to  United  States  income  tax  for  the  tax- 
able year  of  the  foreign  lessee.  In  determining  whether  the  50-per- 
cent threshold  is  satisfied,  the  portion  of  the  gross  income  derived 
by  the  foreign  lessee  from  the  use  of  the  property  that  is  subject  to 
U.S.  income  tax  is  to  be  determined  after  taking  into  account  all 
exclusions  and  exemptions,  whether  derived  from  a  statute,  a 
treaty,  or  otherwise,  but  total  gross  income  from  the  use  of  the 
property  is  to  be  determined  without  regard  to  any  such  exclusions 
or  exemptions. 

3.  Tax-Exempt  Use  Property 

Personal  property 

For  purposes  of  the  depreciation  and  investment  credit  provi- 
sions of  the  bill,  tangible  property  which  is  not  15-year  real  proper- 
ty will  be  tax-exempt  use  property  if  it  is  owned  by,  leased  to,  or 
otherwise  used  by  a  tax-exempt  entity.  A  special  rule  applies  with 
respect  to  certain  property  held  by  certain  international  organiza- 
tions. Except  to  the  extent  modified  by  the  provisions  of  the  bill 
dealing  with  service  contracts  or  similar  arrangements,  the  deter- 
mination of  whether  personal  property  is  tax-exempt  use  property 
is  made  under  present  law  rules.  Thus,  for  example,  if  a  taxable 
entity  manufactures  personal  property  for  purchase  by  a  tax- 
exempt  entity  in  a  normal  commercial  transaction,  which  is  not  an 
arrangement  treated  as  a  lease  under  the  bill,  the  property  used  by 
the  manufacturing  entity  to  produce  the  property  sold  to  the  tax- 
exempt  entity  is  not  tax-exempt  use  property. 
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Real  property 

In  general 

For  purposes  of  the  depreciation  and  investment  credit  provi- 
sions of  the  bill,  15-year  real  property  will  be  treated  as  tax-exempt 
use  property  if  it  is  owned  by  a  tax-exempt  entity,  or  to  the  extent 
it  is  used  by  a  tax-exempt  entity  or  entities  but  only  if  at  least  one 
of  the  following  circumstances  exists: 

(1)  All  or  a  part  of  the  property  was  financed  with  the  proceeds 
of  tax-exempt  obligations  and  the  tax-exempt  entity  (or  a  related 
party)  participated  in  such  financing; 

(2)  The  use  is  pursuant  to  a  lease  containing  or  accompanying  (i) 
a  fixed  or  determinable  price  purchase  option  exercisable  by  the 
tax-exempt  entity  (or  a  related  party),  (ii)  a  fixed  or  determinable 
price  sale  option  pursuant  to  which  the  lessor  can  require  the  tax- 
exempt  entity  (or  a  related  party)  to  purchase  the  property,  or  (iii) 
the  equivalent  of  either  such  option; 

(3)  The  use  occurs  after  a  sale,  or  other  disposition  or  transfer  of 
the  property  by,  or  lease  of  the  property  from,  the  tax-exempt 
entity  (or  a  related  party);  or 

(4)  The  use  is  pursuant  to  a  lease  with  a  term  exceeding  80  per- 
cent of  the  remaining  economic  useful  life  of  the  property,  deter- 
mined at  the  time  the  lease  is  entered  into. 

However,  in  no  event  will  any  portion  of  any  15-year  real  proper- 
ty be  treated  as  tax-exempt  use  property  unless  more  than  20  per- 
cent of  the  property  is  used  by  a  tax-exempt  entity  or  tax-exempt 
entities  in  a  use  or  uses  of  a  type  or  types  described  above.  For  pur- 
poses of  this  rule,  each  building  will  be  treated  as  a  separate  prop- 
erty unless  two  or  more  buildings  are  part  of  one  project.  In  the 
latter  case,  the  entire  project  will  be  treated  as  one  property.  Fur- 
thermore, uses  of  the  types  described  above  by  unrelated  tax- 
exempt  entities  will  be  aggregated  in  determining  whether  proper- 
ty is  tax-exempt  use  property  and  the  extent  thereof,  and  use  by 
one  tax-exempt  entity  related  to  another  tax-exempt  entity  will  be 
treated  as  use  by  the  latter  as  well  as  the  former.  Finally,  the 
extent  to  which  property  is  tax-exempt  use  property  will  be  meas- 
ured by  those  factors  producing  the  greatest  amount  of  tax-exempt 
use.  For  example,  assume  that  a  tax-exempt  entity  sells  a  building, 
leasing  50  percent  of  it  back  for  more  than  80  percent  of  remaining 
useful  life  and  leasing  the  other  50  percent  back  for  10  years.  Be- 
cause the  entire  building  was  sold  and  leased  back,  the  entire 
building  is  tax-exempt  use  property  even  though  only  one-half  of  it 
was  leased  to  the  tax-exempt  entity  for  a  term  exceeding  80  per- 
cent of  its  remaining  useful  life.  On  the  other  hand,  assume  that  a 
tax-exempt  entity,  which  leases  50-percent  of  a  building  for  5  years, 
has  an  option  to  purchase  the  entire  building  at  a  fixed  price. 
Absent  other  factors,  only  50-percent  of  the  building  is  tax-exempt 
use  property  since  the  tax-exempt  entity  is  using  only  50  percent  of 
the  property. 

The  committee  intends  that  a  tax-exempt  entity  or  entities  will 
be  treated  as  using  more  than  20  percent  of  a  building  only  if  it  or 
they  use  or  are  entitled  to  use  more  than  20  percent  of  the  net 
rentable  floor  space  in  the  building.  Net  rentable  floor  space  is  not 
to  include  common  areas. 
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To  illustrate  the  application  of  the  rules  for  determining  whether 
and  to  what  extent  15-year  real  property  is  tax-exempt  use  proper- 
ty, assume  in  the  examples  that  follow  that  a  tax-exempt  entity 
participates  in  industrial  development  bond  financing  for  the  ac- 
quisition of  a  new  building  by  a  taxpayer.  The  tax-exempt  entity 
leases  80  percent  of  the  building  for  5  years.  Eighty  percent  of  the 
building  is  tax-exempt  use  property  under  the  bill.  If  the  tax- 
exempt  entity  leased  only  19  percent  of  the  building  for  5  years,  no 
portion  of  the  building  would  be  tax-exempt  use  property.  If  the 
tax-exempt  entity  leased  only  19  percent  of  the  building  for  5  years 
and  another  tax-exempt  entity  leased  10  percent  of  the  building  for 
a  term  in  excess  of  80  percent  of  the  building's  remaining  useful 
life  (or  a  related  entity  leased  10  percent  of  the  building  for  5 
years),  29  percent  of  the  building  would  be  tax-exempt  use  proper- 
ty. If  the  tax-exempt  entity  leased  only  19  percent  of  the  building 
for  5  years  and  an  unrelated  tax-exempt  entity  leased  10  percent  of 
the  building  for  5  years,  none  of  the  building  would  be  tax-exempt 
use  property.  If  the  tax-exempt  entity  leased  75  percent  of  the 
building  for  a  term  exceeding  80  percent  of  the  building's  economic 
life,  75  percent  of  the  building  would  be  tax-exempt  use  property. 
This  last  conclusion  would  not  change  even  if  industrial  develop- 
ment bonds  had  not  been  used. 

A  special  rule  applies  with  respect  to  certain  property  held  by 
certain  international  organizations. 

Participation  in  tax-exempt  financing 

Whether  a  tax-exempt  entity  (or  a  related  party)  will  be  treated 
as  having  participated  in  financing  the  acquisition  of  all  or  a  part 
of  the  property  through  tax-exempt  obligations  depends  on  all  the 
circumstances.  However,  a  tax-exempt  entity  will  be  treated  as 
having  participated  if  it  (or  a  related  tax-exempt  entity)  issues  the 
obligations  and  it  is  reasonable  to  expect  at  the  time  of  issuance 
that  the  tax-exempt  entity  will  be  a  user  of  all  or  a  portion  of  the 
property.  A  tax-exempt  entity  will  also  be  treated  as  having  partici- 
pated in  the  financing  if,  prior  to  the  financing,  it  commits  to  lease 
space  in  the  building.  For  example,  an  organization  described  in 
section  501(c)(3)  will  be  treated  as  having  participated  in  a  bond  fi- 
nancing if,  prior  to  the  issuance  of  the  bonds,  it  commits  to  enter 
into  a  lease  of  all  or  part  of  the  property  after  it  has  been  acquired 
by  the  taxpayer.  If  a  tax-exempt  entity  finances  the  acquisition  or 
construction  of  a  building  with  tax-exempt  obligations,  sells  the 
new  building  to  the  taxpayer  before  using  it,  and  then  leases  all  or 
a  part  of  it,  the  tax-exempt  entity  will  be  treated  as  having  partici- 
pated in  the  financing. 

Purchase  or  sale  options 

A  fixed  or  determinable  price  purchase  or  sale  option  exists  if 
the  tax-exempt  entity  (or  a  related  party),  directly  or  indirectly, 
has  a  legally  enforceable  option  to  buy  the  property  involved  from 
the  lessor,  or  the  lessor  has  a  legally  enforceable  right  to  "put"  the 
property  to  the  tax-exempt  entity  (or  a  related  party),  at  either  a 
pre-established  price  or  at  a  price  that  is  determinable  pursuant  to 
a  formula.  An  option  or  put  at  fair  market  value  at  the  time  of  ex- 
ercise will  not  be  treated  as  a  fixed  or  determinable  price  option  or 
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put.  Nor  will  an  option  or  put  be  so  treated  if  the  selling  price  is 
determinable  pursuant  to  a  formula  which  the  parties,  when  agree- 
ing to  it,  reasonably  expected  would  produce  a  number  approxi- 
mately equal  to  fair  market  value  at  the  time  of  exercise.  An 
option  to  purchase  in  15  years  for  an  amount  equal  to  50  percent  of 
original  cost  will  be  an  option  at  a  fixed  or  determinable  price. 
However,  an  option  to  purchase  at  a  price  derived  by  a  formula 
which  incorporates  rents  then  paid  by  taxable  entities  for  the  use 
of  the  same  or  similar  property  and  then-prevailing  interest  rates 
will  not  be  an  option  at  a  fixed  or  determinable  price,  so  long  as 
the  parties,  when  they  agreed  to  the  formula,  reasonably  expected 
it  to  produce  a  number  approximately  equal  to  fair  market  value 
at  the  time  of  exercise. 

Furthermore,  any  provision  which  has  the  effect  of  passing  on  to 
the  lessee  or  a  related  party  the  risk  that  the  property's  residual 
value  will  decrease  will  be  treated  as  the  equivalent  of  a  fixed  or 
determinable  price  put.  For  example,  assume  that  a  tax-exempt 
entity  leases  land  to  a  taxable  entity  for  20  years.  The  taxable 
entity  constructs  a  building,  which  has  an  economic  useful  life  of 
50  years,  on  the  land  and  leases  it  to  the  tax-exempt  entity  for  the 
balance  of  the  term  of  the  ground  lease.  Because  the  tax-exempt 
entity  has  dominion  over  the  building  for  its  entire  economic  useful 
life,  the  tax-exempt  entity  may  be  treated  as  its  tax  owner  under 
present  law.  However,  if  the  tax-exempt  entity  is  not  treated  as  the 
owner,  the  property  would  be  tax-exempt  use  property  in  any  event 
because  the  tax-exempt  entity  has  the  equivalent  of  a  fixed  price 
purchase  or  sale  option.  Similarly,  assume  that  a  lease  provides 
that  if  the  lessee  cancels  or  fails  to  renew  the  lease  or  if  the  prop- 
erty involved  is  destroyed,  the  lessee  will  pay  or  cause  to  be  paid  to 
the  lessor  the  difference  between  the  amount  necessary  to  preserve 
the  lessor's  net  economic  return  and  the  fair  market  value  of  the 
property.  The  lease  is  treated  as  containing  the  equivalent  of  a  de- 
terminable price  sale  option. 

An  option  need  not  be  contained  in  the  lease.  It  may  be  a  sepa- 
rate agreement.  An  option  to  buy  or  put  stock  in  a  corporation  (or 
equity  interests  in  any  other  entity)  which  owns  the  property  may 
be  treated  as  an  option  to  buy  or  put  the  property. 

Uses  after  transfers 

The  use  by  a  tax-exempt  entity  after  a  disposition  or  other  trans- 
fer of  the  property  by  the  entity  (or  a  related  party)  includes  all 
forms  of  transactions  in  which  a  tax-exempt  entity  (or  a  related 
party),  directly  or  indirectly,  sells,  leases,  disposes  of,  or  otherwise 
transfers  property  theretofore  owned  by  it  and  subsequently  uses 
it.  For  example,  if  a  tax-exempt  entity  contributes  a  building  to  a 
partnership  and  leases  back  a  portion  of  the  building,  the  transac- 
tion will  be  treated  as  a  sale-leaseback  for  purposes  of  the  bill.  As  a 
further  example,  if  property  is  owned  by  a  corporation  that  is 
owned  by  a  tax-exempt  entity,  a  sale  or  other  disposition  of  the 
stock  of  that  corporation  will  be  treated  as  a  sale  or  other  disposi- 
tion of  the  property.  Finally,  property  owned  by  a  tax-exempt 
entity  (or  a  related  party)  which  is  subsequently  leased  to  the  tax- 
exempt  entity  pursuant  to  one  overall  arrangement  will  be  tax- 
exempt  use  property  regardless  of  from  whom  the  lessor  obtained 
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the  property.  For  example,  assume  a  tax-exempt  entity  sells  a 
building  to  a  taxable  entity.  The  taxable  entity  sells  or  contributes 
the  building  to  a  partnership  which,  pursuant  to  one  overall  plan, 
leases  it  to  the  tax-exempt  entity.  The  building  is  tax-exempt  use 
property. 

If  a  tax-exempt  entity  disposes  of  its  ownership  interest  in  a 
property  before  that  property  is  placed  in  service  by  the  tax- 
exempt  entity  (or  a  related  party),  the  tax-exempt  entity  will  not  be 
treated  as  having  transferred  the  property.  For  example,  assume 
that  a  tax-exempt  entity  contracts  to  have  a  building  constructed. 
Before  the  building  is  substantially  completed,  the  tax-exempt 
entity  assigns  the  construction  contract  to  a  taxpayer  and  agrees  to 
lease  the  building  from  the  taxpayer  upon  its  completion.  The 
property  will  not  be  treated  as  having  been  sold  and  leased  back. 

Lease  term 

For  purposes  of  determining  whether  a  lease  has  a  term  in 
excess  of  80  percent  of  a  building's  remaining  useful  life  at  the 
time  the  lease  is  entered  into,  the  building's  then  remaining  useful 
life  will  be  determined  under  the  particular  facts  and  circum- 
stances. For  other  rules  relating  to  the  lease  term,  see  the  discus- 
sion below. 

Improvements 

The  bill  provides  that  improvements  to  property  (other  than 
land)  will  not  be  treated  as  separate  property,  but  only  for  pur- 
poses of  determining  whether  there  is  tax-exempt  use  of  property 
not  owned  by  a  tax-exempt  entity.  For  example,  if  a  governmental 
unit  issues  tax-exempt  obligations,  the  proceeds  of  such  issue  are 
used  by  a  taxpayer  to  acquire  a  building  shell  from  a  third  party, 
and  the  taxpayer  improves  the  building  shell  using  other  funds  and 
leases  the  improved  building  to  the  governmental  unit,  the  govern- 
mental unit  will  be  treated  as  having  participated  in  the  tax- 
exempt  financing  of  the  entire  property.  Similarly,  if  a  tax-exempt 
entity  sells  a  building  shell  to  a  taxpayer  and  the  taxpayer  reha- 
bilitates the  building  shell  and  leases  the  rehabilitated  building 
back  to  the  tax-exempt  entity,  the  tax-exempt  entity  will  be  treated 
as  using  one  property  after  a  sale-leaseback. 

On  the  other  hand,  if  unimproved  land  is  disposed  of  by  a  tax- 
exempt  entity,  a  building  is  constructed  on  the  land  by  the  new 
owner,  and  the  improved  land  is  leased  to  the  tax-exempt  entity, 
the  building  will  not  be  treated  as  having  been  the  subject  of  a 
sale-leaseback. 

Tax-exempt  use  property  does  not  include  improvements  con- 
structed by  a  taxable  entity  on  underlying  land  or  other  property 
leased  from  a  tax-exempt  entity  merely  because  the  tax-exempt 
entity  is  the  owner  of  the  land  or  other  property.  For  example, 
assume  that  a  tax-exempt  university  leases  land  to  a  taxable  entity 
for  45  years.  The  taxable  entity  constructs  a  building,  which  has  an 
economic  useful  life  of  40  years,  on  the  land  and  leases  it  to  a 
third-party  taxpayer  (or  the  university)  for  30  years  since  the  lease 
term  does  not  exceed  80  percent  of  the  property's  useful  life.  The 
building  is  not  tax-exempt  use  property.  Similarly,  assume  that  a 
municipality  leases  a  certified  historic  structure  to  a  taxable  entity 
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for  20  years.  The  taxable  entity  rehabilitates  the  structure  in  one 
year,  using  industrial  revenue  bonds,  in  a  rehabilitation  qualifying 
under  section  48(g),  converting  it  into  a  shopping  mall.  The  reha- 
bilitated mall  is  leased,  piece-by-piece,  to  a  variety  of  taxable  mer- 
chants. No  leasehold  improvement  is  tax-exempt  use  property. 
However,  the  municipality  is  the  tax  owner  of  the  building  shell. 

Other  rules 

A  determination  that  there  is  a  tax-exempt  use  of  property  does 
not  require  that  the  ultimate  user  of  the  property  be  a  tax-exempt 
entity.  A  disqualified  use  at  any  point  in  a  chain  of  use  subjects  the 
property  to  the  bill.  A  similar  rule  applies  with  respect  to  the  non- 
taxable use  restriction  of  present  law.  For  example,  assume  that  a 
corporation  constructs  a  new  convention  center  and  leases  it  to  a 
city  under  an  arrangement  in  which  the  city  has  a  fixed  price 
option  to  buy  after  20  years.  The  city  subleases  or  licenses  the 
property  to  a  variety  of  taxable  entities  that  use  it.  The  entire 
structure  is  tax-exempt  use  property. 

Similarly,  if  a  U.S.  corporation  leases  equipment  (e.g.,  a  drilling 
rig)  to  a  foreign  corporation  not  subject  to  U.S.  tax  and  the  foreign 
corporation  subleases  the  equipment  to  a  branch  of  a  U.S.  corpora- 
tion, the  property  is  tax-exempt  use  property  even  though  all 
income  earned  by  the  U.S.  branch  with  respect  to  the  use  of  the 
property  is  subject  to  U.S.  tax.  (This  result  would  not  occur  if,  in 
view  of  the  economic  substance  of  the  arrangement,  the  lease  to 
and  sublease  by  the  foreign  corporation  was  disregarded  for  U.S. 
tax  purposes.)  This  result  occurs  without  regard  to  the  business 
reasons  for  the  initial  lease  between  the  U.S.  corporation  and  the 
foreign  corporation. 

Nor  can  a  tax-exempt  entity  avoid  the  provisions  of  the  bill 
merely  by  being  a  sublessee.  Thus,  if  corporation  A  leases  property 
to  corporation  B  under  a  lease  with  a  fixed  price  option  and  corpo- 
ration B  subleases  the  property  to  a  tax-exempt  entity,  assigning 
its  fixed  price  option  to  the  tax-exempt  entity,  the  property  will  be 
tax-exempt  use  property. 

Whether  the  tax-exempt  entity  is  the  tax  owner  of  the  property 
will  be  determined  under  present  law.  For  example,  a  tax-exempt 
entity  may  hold  legal  title  to  property,  used  by  a  taxable  entity,  as 
a  security  device  in  connection  with  an  industrial  revenue  bond.  If 
the  tax-exempt  entity  is  not  the  tax  owner  of  the  property,  the 
mere  fact  that  it  has  legal  title  will  not  cause  the  property  to  be 
treated  as  tax-exempt  use  property.  See  Rev.  Rul.  68-590,  1968-2 
C.B.  66. 

Tax-exempt  use  property  does  not  include  any  property  or  por- 
tion thereof  predominantly  used  by  a  tax-exempt  entity  in  an  unre- 
lated trade  or  business  the  income  of  which  is  subject  to  tax  tinder 
section  511. 

4.  Depreciation 
General  recovery  period  and  method 

In  the  case  of  tax-exempt  use  property,  accelerated  cost  recovery 
deductions  and  any  other  deductions  for  depreciation  or  amortiza- 
tion are  to  be  computed  by  using  the  straight-line  method  and  dis- 


1149 


regarding  salvage  value.  The  recovery  period  for  tax-exempt  use 
property  in  the  15-year  real  property  class  is  40  years  or  125  per- 
cent of  the  term  of  the  lease,  whichever  is  greater.  The  recovery 
period  for  all  other  tax-exempt  use  property  is  the  mid-point  life  of 
the  property  as  of  January  1,  1981,  under  the  ADR  system,  or  100 
percent  of  the  term  of  the  lease,  whichever  is  greater.  Personal 
property  that  has  no  ADR  life  will  be  treated  as  having  a  mid-point 
life  of  12  years.  Property  treated  as  leased  to  a  tax-exempt  entity 
under  the  bill's  provisions  for  distinguishing  service  contracts  and 
other  arrangements  from  leases  (see  below)  will  be  treated  as 
leased  to  the  tax-exempt  entity  for  purposes  of  the  bill's  depreci- 
ation provisions. 

Qualified  technological  equipment 

The  general  depreciation  provisions  of  the  bill  do  not  apply  to 
'  'qualified  technological  equipment"  (defined  below)  used  by  a  tax- 
exempt  entity  pursuant  to  a  lease  with  a  term  of  5  years  or  less. 
Except  as  indicated  below,  the  cost  (disregarding  salvage  value)  of 
qualified  technological  equipment  used  by  a  tax-exempt  entity  pur- 
suant to  a  lease  with  a  term  of  more  than  5  years  is  to  be  recov- 
ered using  the  straight-line  method,  a  5-year  recovery  period,  and 
the  half-year  convention.  Present  law  is  retained  for  qualified  tech- 
nological equipment  to  which  section  168(f)(2)  (relating  to  recovery 
property  used  predominantly  outside  the  United  States)  applies. 

As  with  other  property,  whether  qualified  technological  equip- 
ment purportedly  leased  to  a  tax-exempt  entity  is  to  be  treated  as 
owned  for  tax  purposes  by  the  tax-exempt  entity  will  be  deter- 
mined under  present  law.  For  example,  if  qualified  technological 
equipment  with  an  economic  useful  life  of  5  years  is  purportedly 
leased  for  5  years,  the  nominal  lessee  may  be  treated  as  the  tax 
owner  of  the  equipment. 

For  purposes  of  the  bill,  qualified  technological  equipment  con- 
sists only  of  computers  and  related  peripheral  equipment,  high 
technology  telephone  station  equipment  installed  on  a  customer's 
premises,  and  high  technology  medical  equipment.  Only  tangible 
personal  property  can  constitute  qualified  technological  equipment. 

Computers  are  programmable  electronically  activated  devices  ca- 
pable of  accepting  information,  applying  prescribed  processes  to  it, 
and  supplying  the  results  of  those  processes  with  or  without  human 
intervention.  Computers  consist  of  a  central  processing  unit  con- 
taining extensive  storage,  logic,  arithmetic,  and  control  capabilities. 
The  term  related  peripheral  equipment  means  auxiliary  machines 
(whether  on-line  or  off-line)  designed  to  be  placed  under  the  control 
of  the  central  processing  unit  of  the  computer.  Neither  term  in- 
cludes any  equipment  which  is  an  integral  part  of  property  which 
is  not  a  programmable  computer,  any  video  games  or  other  devices 
used  by  the  user  primarily  for  amusement  or  entertainment  pur- 
poses, or  any  typewriters,  calculators,  adding  or  accounting  ma- 
chines, copiers,  duplicating  equipment,  or  similar  equipment. 

High  technology  telephone  station  equipment  includes  only  prop- 
erty described  in  ADR  class  48.13  and  installed  on  a  customer's 
premises.  Furthermore,  property  described  in  ADR  class  48.13 
which  does  not  have  a  high  technology  content  does  not  qualify. 
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The  term  "high  technology  medical  equipment"  means  any  elec- 
tronic, electromechnical,  or  computer-based  high  technology  equip- 
ment used  in  the  screening,  monitoring,  observation,  diagnosis,  or 
treatment  of  human  patients  in  a  laboratory,  medical,  or  hospital 
environment.  High  technology  medical  equipment  can  include 
C.A.T.  scanners,  nuclear  magnetic  resonance  equipment,  clinical 
chemistry  analyzers,  drug  monitors,  diagnostic  ultrasound  scan- 
ners, nuclear  cameras,  radiographic  and  fluoroscopic  systems, 
Holter  monitors,  and  bedside  monitors.  Incidental  use  of  any  such 
equipment  for  other  purposes,  e.g.,  research,  will  not  prevent  it 
from  qualifying  as  high  technology  hospital  equipment. 

For  purposes  of  the  rules  regarding  high  technology  telephone 
station  equipment  and  high  technology  medical  equipment,  high 
technology  equipment  consists  only  of  equipment  which,  because  of 
a  high  technology  content,  can  reasonably  be  expected  to  become 
obsolete  before  the  expiration  of  its  physical  useful  life.  For  exam- 
ple, telephone  booths  and  telephones  which  include  only  a  standard 
dialing  feature  are  not  high  technology  equipment.  However,  tele- 
phones which  include  features  such  as  an  abbreviated  dialing  short 
program,  an  automatic  callback,  or  conference  call  feature  qualify 
as  high  technology  equipment.  The  exception  applies  only  to  termi- 
nal equipment  that  contains  such  extra  features  and  not  to  termi- 
nal equipment  used  in  conjunction  with  features  offered  through 
central  office  capacity. 

Qualified  technological  equipment  does  not  include  equipment 
which  (1)  is  used  by  a  tax-exempt  entity  after  its  disposition  by  the 
same  tax-exempt  entity  (or  a  related  party)  if  the  tax-exempt  entity 
(or  a  related  party)  used  it  before  the  disposition,  (2)  is  financed 
with  tax-exempt  obligations,  or  (3)  is  used  by  the  Federal  govern- 
ment or  a  tax-exempt  instrumentality  thereof.  Such  equipment  will 
be  subject  to  the  bill's  general  depreciation  provisions. 

The  committee  bill  directs  the  Secretary  of  the  Treasury  to  study 
whether  the  January  1,  1981,  ADR  mid-point  lives  for  qualified 
technological  equipment  are  inappropriate  and  to  report  the  con- 
clusions to  Congress  not  later  than  July  1,  1984.  The  bill  also 
grants  Treasury  authority  to  develop  mid-point  lives  for  any  prop- 
erty that  currently  has  no  ADR  life. 

Operating  rules 

If  a  taxpayer  elects  under  ACRS  to  recover  the  cost  of  property 
over  an  optional  recovery  period  that  exceeds  the  recovery  period 
prescribed  by  the  bill,  then  the  cost  of  the  property  is  to  be  recov- 
ered over  the  longer  period.  Property  which  would  be  15-year  real 
property  if  it  were  recovery  property  is  treated  as  15-year  real 
property  for  purposes  of  the  bill.  For  15-year  real  property,  first- 
year  deductions  are  to  be  determined  on  the  basis  of  the  number  of 
months  in  the  year  in  which  the  property  is  in  service.  For  other 
property,  the  half-year  convention  used  under  present  law  applies. 
For  example,  if  the  recovery  period  under  the  bill  is  10  years,  the 
cost  recovery  percentage  will  be  5  percent  for  the  taxable  year  the 
property  is  placed  in  service  by  the  taxpayer,  10  percent  for  each  of 
the  next  9  taxable  years,  and  5  percent  for  the  eleventh  taxable 
year. 
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Section  168(f)(12)  of  present  law  (relating  to  depreciation  of  cer- 
tain property  financed  with  industrial  development  bonds)  is  not  to 
apply  to  tax-exempt  use  property  subject  to  one  of  the  depreciation 
provisions  of  the  bill. 

The  committee  intends  that  regulations  be  promulgated  under 
section  168(f)(13)  (relating  to  changes  in  use  of  depreciable  proper- 
ty) of  present  law  to  apply  to  property  the  tax  ownership  of  which 
has  not  changed  which  either  becomes  or  ceases  to  be  tax-exempt 
use  property  some  time  after  having  been  placed  in  service  by  the 
taxpayer. 

5.  Investment  Tax  Credit 

As  under  present  law,  the  investment  credit  (including  the  in- 
vestment credit  for  energy  property)  generally  will  be  denied  for 
property  (including  qualified  technological  equipment)  leased  to  or 
otherwise  used  by  tax-exempt  entities.  The  bill  expands  the  catego- 
ry of  tax-exempt  entities  subject  to  the  nontaxable  use  restriction 
and  provides  statutory  guidelines  for  distinguishing  a  service  con- 
tract' or  other  arrangement  from  a  lease  (see  below).  Property 
which  becomes  tax-exempt  use  property  some  time  after  having 
been  placed  in  service  will  cease  to  be  section  38  property  at  the 
time  it  becomes  tax-exempt  use  property  with  the  result  that  all  or 
part  of  the  investment  credit  may  be  recaptured.  The  present-law 
exception  to  the  nontaxable  use  restriction  for  short-term  or  casual 
leases  is  retained  for  purposes  of  the  investment  tax  credit.  A  spe- 
cial rule  applies  with  respect  to  certain  property  held  by  certain  in- 
ternational organizations. 

Expenditures  attributable  to  the  rehabilitation  of  any  portion  of 
a  building  that  is  tax-exempt  use  property  will  not  qualify  for  the 
rehabilitation  credit  if  the  expenditures  are,  or  the  cost  of  acquir- 
ing the  building  or  any  interest  therein  is,  financed  in  whole  or  in 
part  with  the  proceeds  of  tax-exempt  obligations.  However,  the  ex- 
cluded expenditures  will  be  taken  into  account  under  section 
48(g)(1)(C)  in  determining  whether  there  has  been  a  substantial  re- 
habilitation of  the  building.  If  rehabilitation  expenditures  are,  or 
the  cost  of  acquiring  the  building  is,  financed  in  whole  or  in  part 
with  the  proceeds  of  tax-exempt  obligations  and  all  or  a  portion  of 
the  building  becomes  tax-exempt  use  property  for  the  first  time 
within  5  years,  rehabilitation  credits  will  be  recaptured  at  that 
time  as  if  that  portion  of  the  building  which  becomes  tax-exempt 
use  property  had  then  been  disposed  of. 

For  example,  assume  that  a  taxpayer  finances  the  $25,000  acqui- 
sition cost  of  a  building  with  tax-exempt  obligations.  The  taxpayer 
then  spends  $30,000  of  its  own  money  rehabilitating  the  building. 
One-third  of  the  rehabilitated  building  is  then  leased  to  a  tax- 
exempt  entity  under  circumstances  which  make  the  one-third  tax- 
exempt  use  property.  No  rehabilitation  credit  will  be  allowed  on 
the  $10,000  in  rehabilitation  expenditures  attributable  to  that  part 
of  the  building  which  is  tax-exempt  use  property.  However,  a  reha- 
bilitation credit  will  be  allowed  on  the  other  $20,000  in  rehabilita- 
tion expenditures.  If  the  other  two-thirds  of  the  building  becomes 
tax-exempt  use  property  within  5  years  after  the  rehabilitation  is 
completed,  rehabilitation  credits  on  the  $20,000  will  be  recaptured. 
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6.  Property  Used  Under  Certain  Service  Contracts 

The  committee  bill  provides  for  the  treatment  of  property  used 
under  a  purported  service  contract  arrangement  with  a  tax-exempt 
entity  as  used  by  the  tax-exempt  entity  if  the  arrangement  is  more 
properly  characterized  as  a  lease.  That  provision  of  the  bill  applies 
to  contracts  under  which  property  is  used  to  provide  services  to  or 
for  the  benefit  of  a  tax-exempt  entity.  The  bill  creates  no  infer- 
ences regarding  the  treatment  of  service  contracts  under  present 
law.  Nor  does  the  bill  affect  the  present-law  rules  for  determining 
the  treatment  of  management  contracts  under  which  a  tax-exempt 
entity  performs  services  with  respect  to  property  owned  by  a  tax- 
payer. 

The  service  contract  provisions  apply  for  purposes  of  the  depreci- 
ation provisions  of  the  bill  and  for  purposes  of  the  nontaxable  use 
restriction  on  the  investment  credit  (as  modified  by  the  bill).  This 
provision  applies  to  service  contracts  involving  personal  property 
or  real  property,  whether  the  so-called  service  provider  is  the  tax 
owner  or  the  lessee  of  the  property. 

Factors  to  be  considered 

In  determining  whether  a  transaction  structured  as  a  service 
contract  is  more  properly  treated  as  a  lease,  the  committee  bill  re- 
quires that  all  relevant  factors  be  taken  into  account,  including, 
but  not  limited  to,  whether  (1)  the  tax-exempt  entity  is  in  physical 
possession  of  the  property,  (2)  the  tax-exempt  entity  controls  the 
property,  (3)  the  tax-exempt  entity  has  a  significant  possessory  or 
economic  interest  in  the  property,  (4)  the  service  provider  bears 
any  risk  of  substantially  diminished  receipts  or  substantially  in- 
creased expenditures  if  there  is  nonperformance  under  the  con- 
tract, (5)  the  service  provider  uses  the  property  concurrently  to  pro- 
vide services  to  other  entities  unrelated  to  the  tax-exempt  entity, 
and  (6)  the  total  contract  price  substantially  exceeds  the  rental 
value  of  the  property  for  the  contract  period. 

Physical  possession 

Physical  possession  of  property  is  indicative  of  a  lease.  Under  the 
bill,  property  that  is  located  on  the  premises  of  a  tax-exempt 
entity,  or  located  off  the  premises  but  operated  by  employees  of  a 
tax-exempt  entity,  is  viewed  as  in  the  physical  possession  of  the 
entity.  However,  property  is  not  in  the  physical  possession  of  a  tax- 
exempt  entity  merely  because  the  property  is  located  on  land 
leased  to  the  service  provider  by  the  tax-exempt  entity. 

Control  of  the  property 

The  fact  that  the  tax-exempt  entity  controls  the  property  is  in- 
dicative of  a  lease.  Under  the  bill,  a  tax-exempt  entity  is  viewed  as 
controlling  the  property  to  the  extent  the  entity  dictates  or  has  a 
contractual  right  to  dictate  the  manner  in  which  the  property  is 
operated,  maintained,  or  improved.  Control  is  not  established 
merely  by  reason  of  contractual  provisions  designed  to  enable  the 
tax-exempt  entity  to  monitor  or  ensure  the  service  provider's  com- 
pliance with  performance,  safety,  pollution  control,  or  other  gener- 
al standards. 
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Possessory  or  economic  interest 

A  contract  that  conveys  a  significant  possessory  or  economic  in- 
terest to  a  tax-exempt  entity  resembles  a  lease.  Under  the  bill,  the 
existence  of  a  possessory  or  economic  interest  in  property  is  estab- 
lished by  facts  that  show  (1)  the  property's  use  is  likely  to  be  dedi- 
cated to  the  tax-exempt  entity  for  a  substantial  portion  of  the 
useful  life  of  the  property,  (2)  the  tax-exempt  entity  shares  the  risk 
that  the  property  will  decline  in  value,  (3)  the  tax-exempt  entity 
shares  in  any  appreciation  in  the  value  of  the  property,  (4)  the  tax- 
exempt  entity  shares  in  savings  in  the  property's  operating  costs, 
or  (5)  the  tax-exempt  entity  bears  the  risk  of  damage  to  or  loss  of 
the  property. 

Substantial  risk  of  nonperformance 

Under  a  service  contract  arrangement,  the  service  provider  bears 
the  risk  of  substantially  diminished  receipts  or  substantially  in- 
creased expenditures  if  there  is  nonperformance  under  the  contract 
by  the  service  provider  or  any  property  involved.  Under  the  bill, 
facts  that  establish  that  the  service  provider  does  not  bear  any  sig- 
nificant risk  of  nonperformance  are  indicative  of  a  lease. 

Concurrent  use  of  property 

The  concurrent  use  of  the  property  to  provide  significant  services 
to  entities  unrelated  to  the  tax-exempt  entity  is  indicative  of  a 
service  contract. 

Rental  value  of  property  relative  to  total  contract  price 

The  fact  that  the  total  contract  price  (including  expenses  to  be 
reimbursed  by  the  tax-exempt  entity)  substantially  exceeds  the 
rental  value  of  the  property  for  the  contract  period  is  indicative  of 
a  service  contract.  If  the  total  contract  price  reflects  substantial 
costs  that  are  attributable  to  items  other  than  the  use  of  the  prop- 
erty subject  to  the  contract,  then  the  contract  more  closely  resem- 
bles a  service  contract.  Conversely,  the  fact  that  the  total  contract 
price  is  based  principally  on  recovery  of  the  cost  of  the  property  is 
indicative  of  a  lease.  A  contract  that  states  charges  for  services  sep- 
arately from  charges  for  use  of  property  is  indicative  of  a  lease. 

Other  rules 

A  contract  will  be  treated  as  a  lease  rather  than  a  service  con- 
tract if  the  contract  more  nearly  resembles  a  lease.  Although  each 
of  the  factors  in  the  bill  must  be  considered,  a  particular  factor  or 
factors  may  be  insignificant  in  the  context  of  any  given  case.  Simi- 
larly, because  the  test  for  determining  whether  a  service  contract 
should  be  treated  as  a  lease  is  inherently  factual,  the  presence  or 
absence  of  any  single  factor  may  not  be  dispositive  in  every  case. 
For  example,  even  if  a  tax-exempt  entity  does  not  have  physical 
possession  of  property,  the  arrangement  could  still  be  treated  as  a 
lease  after  taking  all  other  relevant  factors  into  account. 
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Examples 

The  following  examples  illustrate  the  application  of  the  service 
contract  provisions  of  the  committee  bill.  In  each  of  these  exam- 
ples, T  is  a  taxpayer  and  E  is  a  tax-exempt  entity. 

Example  (1) 

E,  an  agency  of  the  Federal  government,  desires  to  obtain  the 
use  of  a  built-to-purpose  vessel.  A  contractor  arranges  for  the  con- 
struction of  the  vessel  and  for  the  sale  of  the  vessel  to  T.  The  con- 
tractor then  leases  the  vessel  from  T,  the  shipowner,  under  a  long- 
term  bareboat  charter.  E  and  the  contractor  enter  into  a  time 
charter  with  respect  to  the  vessel.  The  time  charter  provides  for 
the  transportation  of  equipment,  cargo,  and  personnel.  Under  the 
time  charter,  E  has  the  right  to  designate  the  port  of  call  and  the 
cargo  to  be  carried.  The  master,  officers,  and  crew  of  the  vessel  are 
hired  by  the  contractor,  subject  to  E's  approval.  All  officers  of  the 
vessel  must  qualify  for  a  government  "confidential"  security  clear- 
ance. In  addition,  the  master,  chief  officer,  and  radio  officer  must 
qualify  for  a  government  "secret"  security  clearance.  E  reserves 
the  right  to  station  28  permanent  government  personnel  aboard 
the  vessel  and  to  assign  up  to  100  additional  military  personnel  to 
the  vessel.  However,  the  master  of  the  vessel  is  under  the  direction 
of  the  contractor  as  regards  navigation  and  care  of  the  cargo.  E 
also  has  the  right  to  cause  alterations  to  be  made  to  the  vessel.  E 
must  make  separate  payments  for  "Capital  Hire"  (computed  by  ref- 
erence to  the  amount  required  to  repay,  with  interest  or  a  guaran- 
teed return,  the  debt  financing  and  equity  investment  of  T)  and 
"Operating  Hire"  (which  covers  the  cost  of  operating  the  vessel  and 
the  contractor's  profit).  Payments  of  Operating  Hire  are  suspended 
or  reduced  when  the  vessel  is  not  fully  available  for  service.  How- 
ever, E  must  continue  to  pay  Capital  Hire  during  such  period. 

The  time  charter  has  an  initial  term  of  5  years.  E  has  the  option 
to  extend  on  similar  terms  the  basic  term  for  one  to  four  successive 
renewal  periods,  for  a  total  of  25  years.  The  useful  life  of  the  vessel 
is  in  excess  of  30  years.  E  can  terminate  the  time  charter  for  con- 
venience at  any  time  during  the  renewal  periods.  Upon  a  termina- 
tion for  convenience  or  if  E  fails  to  exercise  a  renewal  option,  E  is 
required  to  pay  any  difference  between  the  proceeds  of  the  sale  of 
the  vessel  and  the  "Termination  Value"  set  forth  in  the  time 
charter.  The  "Termination  Value"  is  an  amount  approximating  T's 
unrecovered  equity,  remaining  debt  service,  and  tax  liability  gener- 
ated by  the  vessel's  sale.  E  has  the  option  to  purchase  the  vessel  at 
any  time  after  the  end  of  the  basic  5-year  term  for  the  greater  of 
fair  market  value  or  Termination  Value  at  the  time  of  purchase.  If 
E  purchases  the  vessel,  E  can  require  that  the  contractor  continue 
to  operate  the  vessel  under  the  same  terms  as  set  forth  in  the  time 
charter.  If  the  vessel  is  damaged,  destroyed,  or  otherwise  lost  due 
to  causes  beyond  the  contractor's  control,  E  must  pay  any  differ- 
ence between  Termination  Value  and  any  insurance  proceeds. 
Thus,  E  also  bears  the  risk  of  damage  to  or  loss  of  the  vessel. 

E  may  be  considered  the  owner  of  the  vessel  under  the  general 
principles  for  determining  ownership  for  Federal  income  tax  pur- 
poses. If,  however,  T  were  considered  the  owner,  under  the  bill  E 
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would  be  treated  as  having  a  leasehold  interest  in  the  property 
(and  the  vessel  would  be  tax-exempt  use  property).  In  the  latter 
case,  the  following  facts  would  serve  as  the  basis  for  the  conclusion 
that  E  is  treated  as  having  a  leasehold  interest:  (a)  E  has  some  con- 
trol over  the  vessel  in  that  E  can  direct  that  alterations  be  made, 
Ob)  E  has  a  significant  possessory  interest  because  the  time  charter 
contemplates  that  the  vessel's  use  will  be  dedicated  to  E  for  a  sub-  * 
stantial  portion  of  its  useful  life,  the  requirement  that  Termination 
Value  be  paid  shifts  the  risk  that  the  vessel  will  decline  in  value  to 
E,  and  E  bears  the  risk  of  damage  to  or  loss  of  the  vessel,  (c)  T  does 
not  bear  a  substantial  risk  of  nonperformance  within  the  meaning 
of  the  bill,  because  payments  of  Capital  Hire  continue  even  if  the 
vessel  is  unavailable  for  service,  (d)  regarding  the  rental  value  of 
the  property  relative  to  the  total  contract  price,  the  test  for  a  serv- 
ice contract  is  not  satisfied  since  the  Capital  Hire  represents  pay- 
ments for  the  cost  of  the  vessel  and  the  Operating  Hire  represents 
separate  payments  for  services,  and  (e)  all  other  relevant  facts  and 
circumstances,  including  the  facts  that  the  vessel  was  built-to-pur- 
pose  and  the  terms  of  E's  purchase  option.  The  facts  that  the  con- 
tractor (and  not  E)  has  physical  possession  of  the  vessel  and  that 
there  is  no  concurrent  use  of  the  vessel  to  provide  services  to  other 
persons  are  insignificant  in  the  context  of  this  case. 

Example  (2) 

The  facts  are  the  same  as  in  example  (1)  except  that  (a)  E  has  no 
right  to  make  alterations  to  the  vessel,  (b)  E's  obligation  to  pay 
charter  hire  is  set  at  a  rate  per  deadweight  ton  and  is  subject  to 
the  condition  that  the  vessel  be  in  full  working  order,  (c)  the  time 
charter  has  an  initial  term  of  5  years,  with  an  option  to  renew  for 
one  to  five  one-year  periods,  for  a  total  of  10  years,  (d)  T  bears  the 
risk  of  damage  to  or  loss  of  the  vessel,  and  (e)  E  has  no  option  to 
purchase  the  vessel.  In  addition,  E  is  not  required  to  pay  Termina- 
tion Value  (or  any  other  penalty)  if  it  fails  to  exercise  a  renewal 
option. 

On  these  facts,  the  time  charter  will  be  respected  as  a  service 
contract  under  the  bill  (and  the  vessel  will  not  be  tax-exempt  use 
property).  The  following  facts  provide  the  basis  for  that  conclusion: 
(a)  E  has  no  control  over  the  vessel,  (b)  E  has  no  possessory  or  eco- 
nomic interest  in  the  vessel,  (c)  the  contractor  bears  a  substantial 
risk  of  nonperformance,  since  the  contractor  will  receive  no  rev- 
enues if  the  vessel  is  unavailable  for  service,  and  (d)  the  facts  do 
not  indicate  that  any  portion  of  the  charter  hire  is  based  on  the 
cost  of  the  vessel. 

Example  (3) 

E,  a  municipal  housing  authority,  owns  Section-8-assisted  low- 
income  housing  projects.  E  sells  the  property  to  T,  a  partnership  of 
taxable  persons.  In  order  to  ensure  that  the  purposes  of  the  Sec- 
tion-8  housing  program  are  fulfilled,  T  retains  E  to  manage  the 
property  under  a  long-term  management  contract.  Under  the  man- 
agement contract,  E  performs  many  of  the  same  managerial  and 
administrative  functions  that  it  performed  before  the  sale.  Howev- 
er, T  exercises  a  degree  of  control  over  E's  activities,  by  virtue  of 
provisions  in  the  management  contract  that  require  E  to  keep  ade- 
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quate  records  of  its  operations,  to  use  its  best  efforts  to  lease  the 
housing  units,  and  to  pay  net  earnings  to  T  within  a  reasonable 
time  period.  For  these  services,  E  is  compensated  by  a  fee  deter- 
mined on  an  arm's-length  basis.  T  bears  the  risk  that  the  property 
will  decline  in  value  and  that  the  property  will  be  damaged  or  lost. 
E  does  not  have  an  option  to  repurchase  the  property. 

The  mere  fact  that  E  continues  to  control  the  maintenance  and 
operation  of  the  property  under  a  management  contract  does  not 
provide  a  basis  for  treating  the  contract  as  a  lease  under  the  serv- 
ice contract  provision  of  the  bill.  However,  the  bill  leaves  open  the 
possibility  that  an  arrangement  structured  as  a  management  con- 
tract could  be  treated  as  a  lease  (under  which  the  tax-exempt 
entity  provides  services  to  third  parties  for  its  own  benefit)  under 
present  law  rules.  See  McNabb  v.  Commissioner,  81-1  USTC  9143 
(W.D.  Wash.  1980)  (where  an  arrangement  structured  as  a  manage- 
ment contract  was  characterized  as  a  lease  because  the  taxpayer 
did  not  adequately  control  the  venture  and  did  not  bear  the  risk  of 
loss);  Meagher  v.  Commissioner,  36  T.C.M.  1091  (1977)  (where  the 
court  held  that  an  agreement  was  a  management  contract  and  not 
a  lease,  applying  the  same  tests  discussed  in  the  McNabb  case). 

Example  (4) 

E,  a  municipal  agency,  acquires  an  industrial  park  and  then 
leases  the  facility  to  T,  a  taxable  person,  for  a  term  in  excess  of  15 
years.  T  substantially  rehabilitates  the  building,  and  then  sub- 
leases the  improved  property  to  other  taxable  persons.  T  retains  E 
to  manage  the  property  under  a  management  contract. 

T  owns  the  improved  portion  of  the  building.  The  mere  fact  that 
E  performs  services  with  respect  to  the  entire  property  under  a 
management  contract  does  not  provide  a  basis  for  treating  the  im- 
provements as  tax-exempt  use  property  under  the  service  contract 
provision  of  the  bill.  Rather,  the  status  of  the  management  con- 
tract, as  it  relates  to  the  leasehold  improvements,  is  determined 
under  present-law  rules. 

Example  (5) 

E,  a  municipality,  and  T,  a  private  company,  enter  into  a  long- 
term  agreement  under  which  E  will  be  the  primary  but  not  the 
only  customer  of  a  local  district  heating  system  (the  System)  that 
will  be  constructed,  owned,  operated,  and  maintained  by  T.  A  local 
district  heating  system  consists  of  a  pipeline  or  network  which  in- 
cludes or  is  connected  to  a  central  heating  source  (such  as  a  cogen- 
eration  facility  or  a  solid  waste  resource  recovery  facility)  that  fur- 
nishes energy  for  heating  through  hot  water  or  steam  to  two  or 
more  users  for  residential,  commercial,  or  industrial  heating  or 
processing  of  steam.  The  System  requires  periodic  maintenance  and 
repair.  The  agreement  between  E  and  T  provides  for  the  distribu- 
tion of  BTUs  to  buildings  owned  by  E.  40  to  75  percent  of  T's  in- 
vestment in  the  System  will  be  allocable  to  the  cost  of  pipeline,  and 
the  balance  will  be  allocable  to  the  cost  of  building  or  retrofitting  a 
heating  source.  Approximately  97  percent  of  the  pipeline  included 
in  the  System  is  located  off  of  E's  premises.  The  only  part  of  the 
System  located  on  E's  premises  are  pipes  (for  delivering  the 
energy),  meters  (to  measure  E's  usage),  and  heat  exchangers.  The 
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in-building  investment  (attributable  to  pipes,  meters,  and  heat-ex- 
changers) may,  in  the  case  of  some  of  the  buildings  owned  by  E,  be 
made  by  E.  In  many  cases,  the  only  in-building  investment  made 
by  T  will  be  the  cost  of  a  meter.  E  will  make  monthly  payments  to 
T,  determined  by  the  amount  of  energy  E  consumes.  T  will  also  use 
much  of  the  System  to  distribute  BTUs  to  buildings  owned  by  tax- 
able persons  in  Ts  service  area,  under  similar  contracts. 

On  these  facts,  the  agreement  between  E  and  T  will  not  be  treat- 
ed as  a  lease.  The  following  facts  provide  the  basis  for  that  conclu- 
sion: (a)  E  has  physical  possession  of,  at  most,  only  a  nominal 
part  of  the  System,  Ob)  E  does  not  control  the  System,  (c)  T  bears  a 
substantial  risk  of  nonperformance  in  that  T  will  derive  revenue 
from  E  based  solely  on  the  amount  of  energy  E  consumes,  (d)  T  con- 
currently uses  the  System  to  provide  energy  to  others,  and  (e)  the 
System  requires  significant  servicing  by  T.  The  fact  that  E  has  an 
economic  or  possessory  interest  in  the  property  is,  under  the  cir- 
cumstances, outweighed  by  the  other  factors. 

Example  (6) 

T,  a  private  company,  and  E,  a  Federal  governmental  agency, 
enter  into  a  contract  under  which  T  will  construct  and  operate  a 
solar  energy  system  (the  System).  The  System  will  be  owned  by  a 
group  of  private  investors.  The  System  will  be  constructed  on  the 
roof  of  a  building  owned  by  E.  All  of  the  hot  water  and  steam  pro- 
duced by  the  System  will  be  sold  to  E  under  a  long-term  contract. 
E  must  pay  a  significant  penalty  if  it  defaults  on  the  contract. 
However,  T  will  receive  no  revenues  under  the  contract  unless  the 
System  produces  energy.  T  is  solely  responsible  for  the  operation 
and  maintenance  of  the  Facility.  However,  because  the  Facility  is 
substantially  maintenance  free,  the  total  contract  price  exceeds  the 
rental  value  of  the  Facility  by  only  5  to  10  percent. 

On  these  facts,  the  agreement  between  E  and  T  is  treated  as  a 
lease  (and  the  System  is  tax-exempt  use  property)  under  the  bill. 
That  conclusion  is  based  on  the  following  facts:  (a)  E  has  physical 
possession  of  the  System,  (b)  E  has  a  possessory  or  economic  inter- 
est in  the  System  as  the  use  of  the  property  will  be  dedicated  to  E 
for  the  property's  entire  economic  life,  (c)  there  is  no  concurrent 
use  of  the  property,  and  (d)  the  total  contract  price  exceeds  the 
rental  value  of  the  property  by  an  insignificant  amount.  The  facts 
that  T  controls  the  property  and  bears  a  risk  of  substantially  di- 
minished receipts  do  not  provide  a  basis  for  a  contrary  conclusion 
because  they  have  little  meaning  under  the  circumstances. 

Special  rules  for  qualified  solid  waste  disposal  facilities 

The  bill  provides  special  rules  for  service  contract  arrangements 
involving  qualified  solid  waste  disposal  facilities.  A  qualified  solid 
waste  disposal  facility  will  be  exempt  from  the  depreciation  provi- 
sions of  the  bill  and  the  nontaxable  use  restriction  on  the  invest- 
ment credit.  However,  the  special  rules  for  service  contracts  involv- 
ing qualified  solid  waste  disposal  facilities  create  no  inferences  re- 
garding the  treatment  of  property  subject  to  the  general  service 
contract  provisions. 

The  term  "qualified  solid  waste  disposal  facility"  is  defined  as 
any  facility  that  (1)  provides  solid  waste  disposal  services  for  resi- 
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dents  of  part  or  all  of  one  or  more  governmental  units,  if  substan- 
tially all  of  the  solid  waste  processed  at  such  facility  is  collected 
from  the  general  public,  (2)  generates  marketable  quantities  of 
steam,  hot  water,  or  electricity,  whether  or  not  marketed,  (3)  is  not 
controlled  by  or  in  the  physical  possession  of  a  tax-exempt  entity, 
and  (4)  with  respect  to  which  the  service  provider  bears  a  risk  of 
substantially  diminished  receipts  or  increased  expenditures  if  there 
is  nonperformance  under  the  contract.  For  purposes  of  this  rule, 
the  general  public  includes  commercial  and  other  businesses,  but 
only  if  the  waste  collected  from  such  businesses  is  collected  from 
them  in  their  capacities  as  members  of  the  general  public  (and  not 
as  members  of  a  limited  group  such  as  a  group  that  generates 
waste  not  processable  by  normal  waste  facilities  serving  the  public). 

Example  (7) 

E,  a  municipality,  and  T,  a  private  company,  enter  into  a  solid 
waste  disposal  agreement  under  which  T  will  construct,  own,  and 
operate  a  solid  waste  resource  recovery  facility  (the  Facility)  on 
land  leased  from  E.  The  Facility  will  process  solid  waste  (of  the 
type  that  is  currently  collected  and  disposed  of  as  a  part  of  normal 
municipal  collections),  generate  steam,  convert  the  steam  to  elec- 
tricity, and  recover  ferrous  metals  from  residual  ash.  T  will  invest 
25  percent  of  the  construction  costs,  and  the  balance  will  be  fi- 
nanced with  the  proceeds  of  an  issue  of  tax-exempt  industrial  de- 
velopment bonds  to  be  issued  by  E.  T  will  construct  the  project 
over  a  3-year  period  and  operate  it  for  20  years.  Pursuant  to  a  re- 
lated energy  purchase  agreement,  U,  a  utility  unrelated  to  E,  will 
be  required  to  purchase  a  minimum  amount  of  steam  during  each 
year  of  the  same  20-year  period.  Absent  default  by  T,  E  will  pay  an 
annual  fee  based  on  the  greater  of  400,000  tons  of  solid  waste,  re- 
gardless of  whether  such  amount  is  actually  delivered,  or  the 
number  of  tons  of  solid  waste  actually  delivered.  The  fee  is  subject 
to  a  downward  adjustment  to  reflect  increases  in  T's  energy  rev- 
enues. T  bears  the  primary  risks  of  cost  overruns,  construction 
delays,  and  the  possibility  that  the  Facility  will  be  unable  to  proc- 
ess the  amount  of  waste  or  generate  the  amount  of  steam  expected 
by  the  parties.  Should  the  Facility  be  unavailable  for  service,  T  will 
be  required  to  incur  the  expense  of  burying  the  solid  waste  deliv- 
ered by  E  at  a  land  fill  site,  at  no  extra  charge  to  E. 

E  can  terminate  the  agreement  on  performance  grounds.  In  that 
event,  E  might  obtain  possession  of  the  Facility  until  a  new  opera- 
tor is  found.  In  addition,  E's  employees  may  enter  the  Facility  at 
any  time  to  monitor  and  ensure  T's  compliance  with  contractual 
performance  standards  and  environmental  protection  laws  and  reg- 
ulations. 

The  Facility  qualifies  for  the  special  service  contract  rule  be- 
cause (a)  the  solid  waste  disposed  of  is  collected  from  the  general 
public,  (b)  the  Facility  produces  significant  amounts  of  steam  and 
electricity,  (c)  E  is  not  viewed  as  controlling  the  property,  notwith- 
standing the  ability  of  E's  employees  to  ensure  that  T  complies 
with  general  performance  and  regulatory  standards,  (d)  E  is  not  in 
physical  possession  of  the  property,  notwithstanding  the  contrac- 
tual provision  that  would  entitle  E  to  possession  until  a  new  opera- 
tor is  found,  and  (e)  T  bears  a  substantial  risk  of  nonperformance 
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because  of  T's  obligation  to  dispose  of  the  waste  delivered  by  E  if 
the  Facility  is  not  operational  and  because  T  will  lose  revenue  if 
the  Facility  fails  to  perform. 

Treatment  of  partnerships  and  other  pass-through  entities  and  other 
arrangements 

The  committee  is  concerned  that  taxpayers  and  tax-exempt  enti- 
ties may  attempt  to  structure  transactions  to  avoid  the  restrictions 
of  the  bill.  Transactions  of  this  character  might  include  the  use  of 
partnerships  or  other  pass-through  entities.  To  deal  with  those 
transactions,  the  bill  contains  two  anti-abuse  provisions. 

First,  where  property  is  held  by  a  partnership  of  which  a  tax- 
exempt  entity  is  a  member,  and  where  the  allocation  to  the  tax- 
exempt  entity  is  not  a  qualified  allocation,  such  entity's  proportion- 
ate share  of  the  property  is  to  be  treated  as  tax-exempt  use  proper- 
ty. Solely  for  purposes  of  this  rule,  if  a  tax-exempt  entity  which  has 
an  unrelated  trade  or  business  is  a  partner,  and  if  its  share  of 
income  or  loss  of  the  partnership  would  be  treated  as  income  or 
loss  from  an  unrelated  trade  or  business,  then  it  will  not  be  treated 
as  a  tax-exempt  entity. 

A  qualified  allocation  is  an  allocation  under  which  (1)  the  tax- 
exempt  entity  is  allocated  the  same  distributive  share  of  each  item 
of  partnership  income,  gain,  loss,  deduction,  credit,  and  basis  (ex- 
cluding allocations  with  respect  to  contributed  property),  (2)  under 
the  partnership  agreement,  such  share  remains  the  same  during 
the  entire  period  that  the  entity  is  a  partner,  and  (3)  such  alloca- 
tion has  a  substantial  economic  effect,  as  defined  under  the  rules 
applicable  to  partnership  allocations  generally  (sec.  704(b)(2)).  A 
tax-exempt  entity's  proportionate  share  of  property  is  such  entity's 
share  of  partnership  distributions  or  items  of  income  or  gain  (ex- 
cluding certain  built-in  gain  with  respect  to  contributed  property), 
whichever  results  in  the  largest  proportionate  share.  If  a  tax- 
exempt  entity's  share  may  vary  during  the  period  such  entity  is  a 
partner,  the  entity's  proportionate  share  is  the  highest  share  the 
entity  may  receive  under  the  partnership  agreement.  The  applica- 
tion of  these  rules  is  not  to  result  in  more  than  100  percent  of  any 
partnership  property  being  treated  as  tax-exempt  use  property.  The 
bill  provides  for  the  application  of  similar  rules  to  other  pass- 
through  entities  (such  as  a  trust). 

The  committee  bill  does  not  affect  the  present-law  rule  for  deter- 
mining the  tax  status  of  property  that  is  co-owned  by  a  tax-exempt 
entity  under  an  arrangement  that  is  not  classified  as  a  partnership 
for  Federal  tax  purposes.  Thus,  a  tax-exempt  entity  will  continue 
to  be  viewed  as  owning  a  separate  undivided  interest  in  property 
held  by  a  joint  venture  that  is  classified  as  a  co-tenancy  under  Fed- 
eral tax  law.  See  Rev.  Rul.  78-268,  1978-2  C.B.  10  (which  addresses 
this  issue  in  the  context  of  applying  the  present  law  nontaxable 
use  restriction  on  the  investment  credit). 

Second,  the  committee  bill  provides  that  an  arrangement  other 
than  a  service  contract  (including  but  not  limited  to  a  partnership 
or  other  pass-through  entity)  with  a  tax-exempt  entity  (or  a  related 
party)  that  purports  not  to  be  a  lease  is  to  be  treated  as  a  lease  if 
such  arrangement  is  more  properly  treated  as  a  lease.  In  determin- 
ing whether  any  given  arrangement  is  more  properly  treated  as  a 
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lease,  all  relevant  factors  are  taken  into  account,  including  factors 
similar  to  those  set  forth  in  the  general  service  contract  provisions. 
This  provision  is  applicable  to  any  arrangement,  other  than  a  serv- 
ice contract,  under  which  a  tax-exempt  entity  directly  or  indirectly 
obtains  the  use  or  benefits  of  property. 

Example  (8) 

E,  a  not-for-profit  hospital,  and  T,  a  partnership  composed  of  in- 
dividuals who  are  active  members  of  E's  medical  staff,  enter  into  a 
joint  venture  to  acquire  and  operate  a  computer  axial  tomography 
(or  "C.A.T.")  scanner.  The  C.A.T.  scanner  will  be  used  solely  to  aid 
in  the  diagnosis  of  diseases  of  E's  patients.  Each  joint  venturer  will 
contribute  equal  amounts  of  debt  and  cash  towards  the  purchase 
price  of  the  property,  and  will  share  equally  in  net  profits  and 
losses  and  net  cash  flows,  and  other  partnership  items.  It  is  as- 
sumed that  these  allocations  have  substantial  economic  effect..  The 
C.A.T.  scanner,  which  will  be  located  on  the  premises  of  E,  will  be 
operated  by  members  of  T.  The  day-to-day  business  of  the  joint  ven- 
ture will  be  managed  by  a  representative  of  each  joint  venturer. 
Under  the  joint  venture  agreement,  T  will  be  responsible  for  the 
billing  of  all  technical  charges  and  will  receive  two  percent  of  gross 
charges  for  costs  associated  with  preparing,  mailing,  and  collecting 
charges.  E  will  bill  the  joint  venture  and  be  reimbursed  for  occu- 
pancy costs  (including  utilities,  housekeeping  services,  building  de- 
preciation, and  interest)  relating  to  the  location  of  the  C.A.T.  scan- 
ner on  its  premises.  The  joint  venturers  will  be  separately  responsi- 
ble for  interest,  taxes,  and  insurance  relating  to  participation  in 
the  joint  venture.  However,  as  between  E  and  T,  E  is  ultimately 
liable  for  the  debt  service  obligations  with  respect  to  the  entire 
property.  The  joint  venture  will  terminate  at  the  end  of  seven 
years.  The  useful  life  of  the  C.A.T.  scanner  is  approximately  nine 
years.  Within  six  months  of  termination,  T  can  require  that  E  pur- 
chase T's  interest  in  the  joint  venture  at  fair  market  value,  adjust- 
ed upward  if  fair  market  value  is  less  than  a  price  specified  in  the 
contract  (which  price  is  computed  by  reference  to  the  amount  re- 
quired to  repay  T's  equity  investment  with  a  guaranteed  return, 
less  the  net  profits  received  by  T  during  the  term  of  the  joint  ven- 
ture). 

Assuming  that  the  joint  venture  is  properly  classified  as  a  part- 
nership rather  than  a  co-tenancy  for  Federal  tax  purposes,  there  is, 
absent  other  factors,  a  qualified  allocation.  Accordingly,  none  of 
the  property  is  tax-exempt  use  property  under  the  first  of  the  two 
anti-abuse  provisions. 

However,  the  joint  venture  agreement  is  also  subject  to  the  pro- 
vision of  the  bill  relating  to  arrangements  other  than  service  con- 
tracts that  purport  not  to  be  leases.  The  property,  by  being  used  for 
E's  patients,  is  being  used  for  the  benefit  of  E.  Nor  is  it  being  used 
in  an  unrelated  trade  or  business.  Under  the  bill,  taking  into  ac- 
count factors  similar  to  those  enumerated  in  the  general  service 
contract  provision,  the  arrangement  is  treated  as  conveying  to  E  a 
leasehold  interest  in  T's  interest  in  the  property.  Thus,  it  is  tax- 
exempt  use  property  under  the  second  anti-abuse  provision.  The 
following  facts  provide  the  basis  for  this  conclusion:  (a)  although  no 
payments  are  required  to  be  made  by  E  to  T,  T  will  be  compensat- 
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ed  through  payments  made  by  E's  patients  and  by  the  terms  of  the 
put,  (b)  E  has  control  of  T's  interest  in  the  property  because  E  has 
an  equal  voice  in  the  operation  and  maintenance  of  the  entire 
property,  (c)  E  has  a  possessory  interest  in  T's  interest  because  the 
property  will  be  used  under  the  agreement  for  a  substantial  por- 
tion of  the  property's  useful  life  and  E  bears  the  risk  that  the  prop- 
erty will  decline  in  value  by  virtue  of  the  put  held  by  T,  (d)  T  does 
not  have  the  right  to  use  the  property  to  provide  services  to  anyone 
other  than  a  patient  of  E,  and  (e)  all  other  relevant  facts,  including 
the  facts  that  the  use  of  the  property  is  integrally  related  to  E's 
tax-exempt  function,  that  E  has  guaranteed  the  repayment  of  the 
total  acquisition  indebtedness,  and  that  the  property  will  be  operat- 
ed only  by  E's  employees.  Given  the  totality  of  the  facts  and  cir- 
cumstances, the  fact  that  T  bears  a  risk  of  substantially  diminished 
receipts  is  mitigated  by  E's  obligation  to  fulfill  T's  debt  service  re- 
quirements and  does  not  provide  a  basis  for  a  contrary  conclusion. 

Because  the  C.A.T.  scanner  qualifies  for  the  exemption  for  quali- 
fied technological  equipment,  the  cost  of  T's  interest  is  recovered 
over  5  years.  However,  the  C.A.T.  scanner  is  ineligible  for  the  in- 
vestment credit. 

7.  Short-Term  Lease  Exception 

Property  subject  to  a  short-term  lease  to  a  tax-exempt  entity  will 
not  be  treated  as  tax-exempt  use  property  under  the  depreciation 
provisions  of  the  bill.  For  purposes  of  this  rule,  the  term  of  a  lease 
begins  when  property  is  first  used  under  it.  In  the  case  of  property 
other  than  15-year  real  property,  a  lease  of  less  than  1  year  or  30 
percent  of  the  property's  ADR  mid-point  life  (but  not  greater  than 
3  years),  whichever  is  greater,  will  qualify  as  a  short-term  lease.  In 
applying  the  bill's  depreciation  provisions  with  respect  to  15-year 
real  property,  a  lease  of  less  than  3  years  will  qualify  as  a  short- 
term  lease.  In  determining  whether  any  portion  of  a  rehabilitated 
building  is  tax-exempt  use  property,  for  purposes  of  computing 
qualified  rehabilitation  expenditures,  a  lease  of  less  than  1  year 
will  qualify  as  a  short-term  lease.  For  example,  assume  that  all  of  a 
qualified  rehabilitated  building  financed  with  tax-exempt  obliga- 
tions is  leased  for  2  years  to  a  tax-exempt  entity  that  participated 
in  the  financing.  No  rehabilitation  credit  will  be  allowed,  but  the 
depreciation  provisions  of  the  bill  will  not  be  applicable. 

8.  Lease  Term 

For  all  purposes  of  the  bill,  the  term  of  a  lease  includes  all  peri- 
ods for  which  the  tax-exempt  lessee  (or  a  related  party)  has  a  legal- 
ly enforceable  option  to  renew,  or  the  lessor  has  a  legally  enforce- 
able option  to  compel  renewal  by  the  tax-exempt  entity  (or  a  relat- 
ed party),  whether  the  lease  is  in  fact  renewed  and  regardless  of 
the  terms  at  which  the  lease  is  renewable.  The  bill  leaves  open  the 
possibility  that  the  term  of  a  subsequent  lease  could  be  included  in 
the  term  of  the  original  lease  if  the  circumstances  indicate  that  the 
parties,  upon  executing  the  original  lease,  had  informally  agreed 
that  there  would  be  an  extension  of  the  original  lease.  An  exten- 
sion at  a  rental  rate  differing  materially  from  the  market  rental 
rate  at  the  time  of  the  extension  would  suggest  that  the  parties 


1162 


had  such  an  informal  agreement.  Similarly,  the  committee  intends 
that  rules  similar  to  those  applied  under  section  46(e)(3)  (relating  to 
investment  credits  for  non-corporate  lessors)  be  applied  in  deter- 
mining the  term  of  a  lease.  See,  e.g.,  Hokanson  v.  Commissioner, 
84-1  USTC  H9217  (9th  Cir.  1984),  which  applies  a  reasonable  expec- 
tations test.  Also,  the  bill  measures  the  lease  term  by  counting 
successive  leases  as  one  lease.  This  rule  applies  if  the  original  lease 
and  one  or  more  successive  leases  are  entered  into  comtemporan- 
eously.  The  successive  lease  rule  will  not  apply  merely  because  the 
parties  enter  into  a  new  lease  at  fair  rental  value  at  the  end  of  the 
primary  lease  term. 

9.  Certain  International  Organizations 

Property  owned  or  used  by  the  International  Telecommunica- 
tions Satellite  Consortium  or  the  International  Maritime  Satellite 
Organization,  or  any  successor  of  either,  is  not  tax-exempt  use 
property  to  the  extent  of  the  share  of  such  property  of  any  taxable 
domestic  corporation  which  is  a  member  of  such  organization.  Such 
member's  share  is  100  minus  the  sum  of  the  proportionate  share  of 
each  member  which  is  a  tax-exempt  entity,  determined  under  sec- 
tion 168(j)(8).  Furthermore,  to  the  extent  such  property  is  not  tax- 
exempt  use  property,  it  may  qualify  as  section  38  property. 

10.  Definition  of  Related  Party 

The  following  related  party  rules  apply  under  the  bill: 

Each  governmental  unit  and  each  agency  or  instrumentality  of  a 
governmental  unit  is  related  to  each  other  such  unit,  agency,  or  in- 
strumentality the  rights,  powers,  and  duties  of  which  derive  in 
whole  or  in  part,  directly  or  indirectly,  from  the  same  sovereign  au- 
thority. Therefore,  a  multi-State  commission  is  related  to  each  of 
its  member  States,  since  the  commission  will  be  deriving  its  au- 
thority from  those  States.  For  purposes  of  this  rule,  the  United 
States,  each  State  (including  the  District  of  Columbia),  each  posses- 
sion of  the  United  States  (including  Puerto  Rico),  and  each  foreign 
country  is  a  separate  sovereign  authority.  Therefore,  a  city  in  one 
State  will  not  be  related  to  a  city  in  another  State  under  the  rule. 
However,  each  city  in  a  foreign  country  will  be  treated  as  related 
to  every  other  governmental  unit,  agency,  or  instrumentality  in 
that  foreign  country. 

Any  entity  (other  than  a  governmental  unit  or  an  agency  or  in- 
strumentality of  such  a  unit)  is  related  to  any  other  person  if  the 
two  have  (a)  significant  common  purposes  and  substantial  common 
membership  or  (b)  directly  or  indirectly,  substantial  common  direc- 
tion. For  example,  the  local  chapter  of  a  national  fraternity  or  of 
the  Red  Cross  is  related  to  its  national  organization. 

Any  tax-exempt  entity  is  related  to  any  other  entity  if  either 
owns  50  percent  or  more  of  the  capital  interests  or  the  profit  inter- 
ests in  the  other.  For  example,  a  foreign  person  is  related  to  its 
wholly-owned  subsidiary  and  any  corporation  that  owns  50  percent 
or  more  of  the  value  of  its  stock,  and  a  section  501(c)(3)  organiza- 
tion is  related  to  any  corporation  50  percent  or  more  of  the  stock  of 
which  it  owns.  For  purposes  of  this  rule,  an  entity  treated  as  relat- 
ed to  any  other  entity  under  either  of  the  two  foregoing  rules  will 
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be  treated  as  the  one  entity.  For  example,  assume  that  each  of  10 
cities  within  1  State  own  10  percent  of  a  corporation.  The  State, 
each  city  and  the  corporation  are  related  parties. 

Any  tax-exempt  entity  is  related  to  any  other  tax-exempt  entity 
with  respect  to  a  particular  transaction  if  such  transaction  is  part 
of  an  attempt  to  avoid  the  application  of  the  bill. 

11.  Exceptions 

The  bill  does  not  apply  to  mass  commuting  vehicles  exempted 
from  most  of  TEFRA's  amendments  to  the  safe  harbor  lease  provi- 
sions. See  section  208(d)(5)  of  P.L.  97-248.  Furthermore,  the  bill  does 
not  apply  to  property  described  in  section  208(d)(3)(E)  of  P.L.  97-248, 
as  amended  by  P.L.  97-448  (relating  to  certain  boilers  and  turbines 
of  rural  electric  cooperatives).  Nor  does  the  bill  apply  to  property 
described  in  section  168(f)(12)(C)(ii)  (relating  to  certain  sewage  or 
solid  waste  disposal  facilities)  of  present  law  if  a  ruling  request  re- 
lating to  the  tax  consequences  of  the  use  of  such  property  by  a  tax- 
exempt  entity  was  filed  on  or  before  May  23,  1983. 

The  bill  does  not  apply  to  any  motion  picture  film  or  video  tape 
described  in  section  48(k)(l)(B)  (relating  to  motion  picture  films  and 
video  tapes  created  primarily  for  public  entertainment  or  educa- 
tional purposes)  used  by  any  foreign  person  or  entity.  However,  no 
inference  is  intended  as  to  whether  motion  picture  films  and  video 
tapes  can  qualify  as  recovery  property. 

12.  Regulations 

The  bill  provides  that  the  Treasury  is  to  prescribe  such  regula- 
tions as  may  be  necessary  or  appropriate  to  carry  out  the  purposes 
of  new  section  168(j).  However,  no  such  regulations  are  to  be  incon- 
sistent with  the  bill,  as  reflected  in  its  legislative  history. 

D.  Effective  Date 

General 

The  bill  applies  to  property  placed  in  service  by  the  taxpayer 
after  May  23,  1983,  except  to  the  extent  acquired  by  the  taxpayer 
subject  to  a  lease  in  effect  on  May  23,  1983.  The  bill  also  applies  to 
property  placed  in  service  by  the  taxpayer  before  May  24,  1983,  and 
used  pursuant  to  a  lease  entered  into  or  renewed  after  May  23, 
1983.  For  purposes  of  the  preceding  sentence,  a  lease  will  not  be 
treated  as  entered  into  or  renewed  after  May  23,  1983,  merely  by 
reason  of  the  exercise  by  a  lessee  of  a  written  option,  or  perform- 
ance under  a  contract,  enforceable  against  the  lessor  on  May  23, 
1983,  and  at  all  times  thereafter.  Furthermore,  property  will  not 
become  tax-exempt  use  property  merely  because  a  lessee  under  a 
lease  entered  into  before  May  24,  1983,  subleases  to  a  tax-exempt 
entity  after  May  23,  1983. 

Transitional  rules 
The  bill  has  three  general  effective  date  transitional  rules. 
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First  transitional  rule 

Under  the  first  transitional  rule,  the  bill  does  not  apply  to  prop- 
erty used  by  a  tax-exempt  entity  pursuant  to  one  or  more  written 
contracts  binding  on  May  23,  1983,  and  at  all  times  thereafter, 
which  required  the  taxpayer  (or  a  predecessor  in  interest  under  the 
contract)  to  acquire,  construct,  reconstruct,  or  rehabilitate  the 
property  and  the  tax-exempt  entity  (or  a  tax-exempt  predecessor  in 
interest  under  the  contract)  to  use  the  property. 

For  example,  assume  that  on  February  1,  1983,  a  tax-exempt 
entity  enters  into  a  binding  contract  to  have  a  building  construct- 
ed. Construction  is  to  be  completed  on  January  15,  1984.  On  May  1, 
1983,  the  tax-exempt  entity  assigns  its  interest  in  the  construction 
contract  to  corporation  X  and  enters  into  a  binding  contract  to 
lease  the  building  back  from  corporation  X  upon  its  completion. 
The  first  transitional  rule  applies.  However,  the  first  transitional 
rule  would  not  apply  if  the  assignment  and  entering  into  of  the 
binding  contract  to  lease  did  not  occur  until  after  May  23,  1983. 

As  a  further  example,  assume  that  a  tax-exempt  entity  has 
owned  and  occupied  all  of  a  building  for  years.  On  May  1,  1983,  the 
tax-exempt  entity  enters  into  a  binding  contract  with  corporation 
Y  pursuant  to  which  the  tax-exempt  entity,  on  July  1,  1983,  will 
sell  the  building  to  corporation  Y  and  lease  it  back.  The  first  tran- 
sitional rule  applies.  The  result  would  be  the  same  even  if  corpora- 
tion Y  assigns  its  entire  interest  in  the  contract  to  corporation  Z, 
or  contributes  it  to  a  partnership  of  which  it  is  a  member,  on  June 
1,  1983.  And  the  result  would  be  the  same  if  the  tax-exempt  entity 
assigned  its  interest  in  the  lease  to  another  tax-exempt  entity  on 
June  15,  1983. 

A  contract  is  binding  only  if  it  is  enforceable  under  State  law 
against  the  taxpayer  (or  a  predecessor)  and  does  not  limit  damages 
to  a  specified  amount  as,  for  example,  by  a  liquidated  damages  pro- 
vision. A  contract  that  limits  damages  to  an  amount  equal  to  at 
least  5.0  percent  of  the  total  contract  price  will  not  be  treated  as 
limiting  damages.  A  contract  is  binding  even  if  subject  to  a  condi- 
tion, so  long  as  the  condition  is  not  within  the  control  of  either 
party  (or  a  predecessor).  A  contract  will  not  be  treated  as  ceasing  to 
be  binding  merely  because  the  parties  make  insubstantial  changes 
in  its  terms  or  if  any  term  is  to  be  determined  by  a  standard 
beyond  the  control  of  either  party.  Finally,  a  contract  which  im- 
poses significant  obligations  on  the  taxpayer  (or  a  predecessor)  will 
not  be  treated  as  non-binding  merely  because  some  terms  remain 
to  be  negotiated.  For  example,  if  a  corporation  and  a  tax-exempt 
entity  enter  into  a  legally  enforceable  contract  on  May  1,  1983,  pur- 
suant to  which  the  corporation  agrees  to  buy  a  building  from  the 
tax-exempt  entity  and  then  lease  it  back,  the  contract  will  be  treat- 
ed as  a  binding  contract  to  use  notwithstanding  the  fact  that  some 
terms  of  the  lease  have  not  yet  been  set. 

On  the  other  hand,  a  binding  contract  to  acquire  a  component 
part  for  a  larger  piece  of  property  will  not  be  treated  as  a  binding 
contract  to  acquire  the  larger  piece  of  property.  For  example,  if  a 
tax-exempt  entity  entered  into  a  binding  contract  on  May  1,  1983, 
to  acquire  a  new  aircraft  engine,  there  would  be  a  binding  contract 
to  acquire  only  the  engine,  not  the  entire  aircraft. 
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Second  transitional  rule 

Under  the  second  transitional  rule,  the  bill  does  not  apply  to 
property  (a)  which  the  taxpayer  (or  a  predecessor  in  interest  under 
or  in  the  contract)  or  the  tax-exempt  entity  was  required  to  ac- 
quire, construct,  reconstruct,  or  rehabilitate  pursuant  to  a  contract 
that  was  binding  on  May  23,  1983,  or  has  commenced  but  not  com- 
pleted construction,  reconstruction,  or  rehabilitation  by  May  23, 
1983,  if  (b)  the  tax-exempt  entity  either  (i)  by  December  31,  1983, 
enters  into  a  binding  contract  to  use  the  property  or  (ii)  had,  on 
May  23,  1983,  and  at  all  times  thereafter,  a  firm  plan,  evidenced  in 
writing,  to  enter  into  a  contract  for  its  use.  Requirement  (a)  above 
will  not  be  satisfied  if  the  tax-exempt  entity  (or  a  related  party) 
used  the  property  before  May  24,  1983,  except  that  property  ac- 
quired before  May  24,  1983,  and  after  December  31,  1982,  or  proper- 
ty the  construction,  reconstruction,  or  rehabilitation  of  which  is 
completed  after  December  31,  1982,  and  before  May  24,  1983,  will 
be  treated  as  meeting  that  requirement.  Property  does  not  fail  the 
completion-of-construction  test  merely  because  a  certificate  of  com- 
pletion was  not  issued. 

For  example,  assume  that  a  tax-exempt  entity  acquires  and 
begins  using  a  building  on  November  1,  1982.  On  February  1,  1983, 
the  tax-exempt  entity  enters  into  a  binding  contract  to  have  the 
building  rehabilitated.  The  rehabilitation  is  to  be  started  on  March 
1,  1983,  and  completed  by  May  1,  1984.  By  May  1,  1983,  the  tax- 
exempt  entity  has  a  firm  plan,  evidenced  in  writing,  to  enter  into  a 
sale-leaseback  of  both  the  original  building  and  the  rehabilitation. 
On  January  15,  1984,  pursuant  to  the  firm  plan,  a  binding  agree- 
ment to  sell  and  lease  back  is  entered  into.  On  these  facts,  the 
second  transitional  rule  applies  to  the  rehabilitation  but  not  to  the 
original  building  (since  it  was  acquired  and  used  before  January  1, 
1983).  Assuming  the  requirement  in  (a)  above  was  satisfied,  the 
same  result  would  follow  even  if  the  tax-exempt  entity  had  no  firm 
plan  to  do  a  sale-leaseback  prior  to  May  24,  1983,  if  a  binding  sale- 
leaseback  agreement  is  entered  into  before  the  end  of  1983.  If  the 
tax-exempt  did  not  acquire  and  use  the  building  until  January  15, 
1983,  the  second  transitional  rule  would  apply  to  it  as  well. 

For  purposes  of  this  transitional  rule,  the  contract  to  acquire, 
construct,  reconstruct,  or  rehabilitate  need  not  be  with  the  seller  or 
the  construction  company.  It  is  sufficient  if  the  taxpayer  (or  a  pred- 
ecessor) or  the  tax-exempt  entity  has  a  contract  with  any  person 
requiring  the  taxpayer  (or  a  predecessor)  or  the  tax-exempt  entity 
to  acquire,  construct,  reconstruct,  or  rehabilitate.  For  example,  a 
binding  contract  between  a  taxpayer  and  a  tax-exempt  entity  pur- 
suant to  which  the  taxpayer  is  obligated  to  have  property  con- 
structed for  the  tax-exempt  entity  qualifies  as  a  binding  contract 
for  purposes  of  the  second  transitional  rule.  The  other  rules  appli- 
cable under  the  first  transitional  rule  with  respect  to  assignments 
of  contracts  and  binding  contracts  are  equally  applicable  under  the 
second  transitional  rule. 

A  firm  plan  to  enter  into  a  contract  for  the  use  of  property  exists 
if  the  tax-exempt  entity  had  planned  to  contract  for  the  use  of  the 
property  and,  under  all  the  circumstances,  it  was  reasonable  to 
expect  that  the  tax-exempt  entity  or  a  successor  tax-exempt  entity 
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would  in  fact  enter  into  a  contract  to  use  the  property.  A  firm  plan 
would  not  be  treated  as  existing  if  the  tax-exempt  entity  merely  re- 
tained professional  advisors  to  advise  it,  generally  or  with  respect 
to  a  particular  transaction,  even  if  such  advisor  had  recommended 
that  the  tax-exempt  entity  lease  the  property  involved.  A  firm  plan 
would  exist,  however,  if  the  governing  body  of  the  tax-exempt 
entity,  its  chief  executive,  any  other  person  authorized  to  speak  for 
it,  or  its  paid  professional  staff  approved  the  recommendation  and 
it  was  reasonable  to  expect  the  tax-exempt  entity  to  enter  into  a 
contract  for  the  use  of  the  property  involved  in  the  recommenda- 
tion. A  firm  plan  would  also  exist  if  the  tax-exempt  entity  histori- 
cally entered  into  contracts  for  the  use  of  similar  property,  absent 
indications  to  the  contrary.  For  example,  assume  that  a  foreign  air- 
line contracts  to  have  aircraft  manufactured  for  it,  with  completion 
scheduled  for  1985.  The  foreign  airline  has  leased  the  last  5  planes 
manufactured  for  it,  and  there  are  no  indications  that  the  new 
planes  will  not  also  be  leased.  The  foreign  airline  has  a  firm  plan. 

Satisfactory  written  evidence  of  a  firm  plan  would  include  min- 
utes of  meetings,  written  correspondence  from  representatives  of 
the  tax-exempt  entity,  letters  of  intent  executed  by  the  tax-exempt 
entity,  written  solicitation  of  proposals  from  the  tax-exempt  entity 
to  prospective  lessors,  and,  in  the  case  of  a  firm  plan  purportedly 
based  on  custom,  written  evidence  of  the  historical  practices  relied 
upon.  If  a  firm  plan  existed  on  May  23,  1983,  it  would  be  in  all 
events  treated  as  continuing  through  the  date  of  enactment.  For 
example,  assume  that  in  January,  1983,  a  tax-exempt  entity's  gov- 
erning body  adopted  a  resolution  authorizing  the  entity's  staff  to 
proceed  with  negotiations  for  a  sale-leaseback  agreement.  The  min- 
utes of  the  governing  body's  meeting  include  the  text  of  the  resolu- 
tion. The  resolution  related  to  a  building  under  construction  since 
December,  1982  pursuant  to  a  contract  that  was  binding  on  May 
23,  1983.  The  second  transitional  rule  applies  to  the  building. 

Third  transitional  rule 

Under  the  third  transitional  rule,  the  bill  does  not  apply  to  prop- 
erty constituting  part  of  a  project  which  was  approved  by  signifi- 
cant official  governmental  action  on  or  before  May  23,  1983,  and 
with  respect  to  which  significant  sums  were  paid  or  incurred  on  or 
before  May  23,  1983,  so  long  as  the  tax-exempt  entity  by  December 
31,  1983,  enters  into  a  binding  contract  to  use  the  property.  For 
purposes  of  this  rule,  significant  official  governmental  action  ap- 
proving design  work  for  a  project  will  be  treated  as  significant  offi- 
cial governmental  action  approving  the  project.  The  third  transi- 
tional rule  cannot  apply  if  the  tax-exempt  user  of  the  property  is 
the  Federal  government,  any  agency  or  instrumentality  thereof,  or 
a  foreign  person  but  can  apply  if  the  tax-exempt  user  is  a  State  or 
local  government  unit  or  any  other  tax-exempt  entity. 

For  example,  assume  that  prior  to  May  24,  1983,  a  city  council 
approved  a  plan  providing  for  the  rehabilitation  of  city  hall.  Also 
prior  to  May  24,  1983,  the  city  expended  significant  funds  for  archi- 
tectural services  with  respect  to  the  rehabilitation.  On  December  1, 
1983,  the  city  enters  into  a  binding  contract  to  sell  the  rehabilitat- 
ed city  hall  to  private  investors  and  lease  it  back.  Prior  to  May  24, 
1983,  the  city  had  no  plan  to  sell  the  building  and  lease  it  back. 
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The  third  transitional  rule  is  applicable  with  respect  to  the  entire 
building,  as  rehabilitated. 

For  purposes  of  the  third  transitional  rule,  whether  particular 
property  is  part  of  an  approved  project,  or  a  project  for  which 
design  work  had  been  approved,  depends  on  all  the  facts  and  cir- 
cumstances, including  the  tax-exempt  entity's  plans  on  May  23, 
1983. 

The  payment  or  incurrence,  by  the  taxpayer,  the  tax-exempt 
entity,  a  related  party,  any  predecessor  of  any  of  the  foregoing,  or 
any  governmental  unit  or  other  participant  in  the  project  of  sums 
equal  to  the  lesser  of  $100,000  or  .5  percent  of  the  estimated  cost  of 
a  project  would  be  treated  as  the  payment  or  incurrence  of  signifi- 
cant sums.  A  binding  obligation,  conditioned  only  on  the  perform- 
ance of  services  by  a  third  party,  to  expend  sums  will  be  treated  as 
an  expenditure  of  such  sums.  Sums  paid  or  committed  to  independ- 
ent third  parties,  including  out-of-pocket  expenditures,  will  be 
counted  for  purposes  of  this  rule,  but  amounts  paid  or  incurred 
with  respect  to  the  tax-exempt  entity's  staff,  other  employees,  or 
general  overhead  allocable  to  the  project  or  its  design  work  will 
not.  Sums  will  be  considered  expended  notwithstanding  the  fact 
that  reimbursement  might  be  made  by  the  lessor  or  some  other 
party.  Sums  will  also  be  considered  incurred  notwithstanding  the 
fact  that  liability  contingent  on  substantial  completion  of  the 
project  involved. 

A  project  (or  design  work  with  respect  to  a  project)  will  be  con- 
sidered as  having  been  approved  by  significant  official  governmen- 
tal action  if  the  governing  body  having  authority  to  commit  the 
tax-exempt  entity  to  the  project  (or  the  design  work),  to  provide 
funds  for  it,  or  to  approve  the  project  (or  the  design  work)  under 
State  or  local  law  took  significant  action  indicating  an  intent  to 
proceed  with,  provides  funds  for,  or  approve  the  project  (or  the 
design  work)  and  it  would  be  reasonable,  under  all  the  circum- 
stances, to  expect  that  the  project  (or  the  design  work)  would  be 
carried  out.  As  an  example,  assume  that  in  December,  1982,  the 
State  agency  regulating  hospitals  in  the  State  issues  a  certificate  of 
need  to  a  tax-exempt  entity  with  respect  to  a  specific  hospital 
project.  The  official  governmental  action  rule  is  satisfied. 

The  significant  official  governmental  action  rule  contains  three 
separate  requirements.  First,  the  action  must  be  an  official  action. 
Second,  the  action  must  be  specific  action  approving  a  particular 
project.  And  third,  the  action  must  be  taken  by  a  governing  body 
having  authority  to  commit  the  tax-exempt  entity  to  the  project,  to 
provide  funds  for  it,  or  to  approve  the  project  under  State  or  local 
law. 

Under  the  first  requirement,  the  governing  body  must  adopt  a 
resolution  or  ordinance,  or  take  similar  official  action,  prior  to  May 
24,  1983.  The  action  qualifies  only  if  it  conforms  with  Federal, 
State  or  local  law  and  is  a  proper  exercise  of  the  powers  of  the  gov- 
erning body.  Moreover,  the  action  must  not  have  been  withdrawn. 
Finally,  written  evidence  of  the  action  must  have  existed  before 
May  24,  1983.  Satisfactory  written  evidence  includes  a  formal  reso- 
lution or  ordinance,  minutes  of  meetings,  and  contracts  with  third 
parties  pursuant  to  which  the  third  parties  are  to  render  services 
in  furtherance  of  the  project. 
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The  second  requirement  is  directed  at  the  substance  of  the  action 
taken.  The  action  must  be  a  specific  action  with  respect  to  a  partic- 
ular project  in  which  the  governing  body  indicates  an  intent  to 
have  the  project  (or  the  design  work  for  it)  proceed.  This  requires 
that  a  specific  project  have  been  formulated  and  that  the  signifi- 
cant official  action  be  a  step  toward  consummation  of  the  project.  If 
the  action  does  not  relate  to  a  specific  project  or  merely  directs 
that  a  proposal  or  recommendation  be  formulated,  it  will  not  quali- 
fy. On  the  other  hand,  no  plan  to  lease  needs  to  have  been  formu- 
lated by  May  23,  1983.  Generally,  a  significant  official  action  would 
include  the  hiring  of  bond  counsel  or  bond  underwriters  necessary 
to  assist  in  the  issuance  and  sale  of  bonds  to  finance  a  particular 
project  or  the  adoption  of  an  inducement  resolution  relating  to 
bonds  to  be  issued  for  such  a  project.  It  would  also  include  making 
application  for  an  Urban  Development  Action  Grant  on  behalf  of 
the  project  described  in  the  application  or  receipt  of  a  governmen- 
tal grant  with  respect  to  the  project.  It  would  also  include  the  rec- 
ommendation of  a  city  planning  authority  to  proceed  with  a  project 
based  on  the  results  of  an  authorized  feasibility  study. 

Under  the  third  requirement,  the  action  must  be  taken  by  a  gov- 
erning body  (Federal,  state,  or  local)  having  authority  to  commit 
the  tax-exempt  entity  to  the  project,  to  provide  funds  for  it,  or  to 
approve  the  project  under  applicable  law.  If  the  chief  executive  or 
another  representative  of  a  governing  body  has  such  authority, 
action  by  such  representative  would  satisfy  the  official  governmen- 
tal action  requirement  so  long  as  it  qualified  as  official  action  and 
related  to  a  particular  project,  regardless  of  whether  such  action 
might  later  be  rescinded.  A  governing  body  may  have  the  authority 
to  commit  the  tax-exempt  entity  to  a  project  notwithstanding  the 
fact  that  the  project  cannot  be  consummated  without  other  govern- 
mental action  being  taken.  For  example,  a  city  council  will  be 
treated  as  having  authority  to  commit  a  city  to  do  a  sale-leaseback 
of  its  city  hall  notwithstanding  the  fact  that  State  law  needs  to  be 
amended  to  permit  such  a  transaction.  Similarly,  if  a  local  project 
cannot  be  completed  without  Federal  approval,  either  legislative  or 
administrative,  the  obtaining  of  such  approval  will  qualify  as  offi- 
cial governmental  action. 

However,  routine  governmental  action  at  a  local  level  will  not 
qualify  as  official  governmental  action.  Routine  governmental 
action  includes  the  granting  of  building  permits  or  zoning  changes 
and  the  issuance  of  environmental  impact  statements. 

Partnerships 

The  provisions  of  section  168(j)(8)  (relating  to  partnerships  which 
have  tax-exempt  as  well  as  taxable  partners)  are  not  applicable  to 
partnerships  which  were  organized  before  October  21,  1983  and 
which  conclude  marketing  of  partnership  interests  within  90  days 
after  the  date  of  enactment  in  a  dollar  amount  not  greater  than 
the  amount  announced  before  October  21,  1983,  as  the  maximum  to 
be  raised.  This  rule  applies  only  with  respect  to  property  acquired 
by  such  partnerships  prior  to  1985. 
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Certain  waste  water  treatment  facilities 

Waste  water  treatment  facilities  which  are  used  by  a  tax-exempt 
entity  and  which  are  not  15-year  real  property  are  to  be  depreciat- 
ed on  the  straight-line  method  over  12  years,  using  the  half-year 
convention  and  disregarding  salvage  value,  if,  by  June  15,  1983,  a 
city  council  approved  entering  into  a  lease  and,  by  July  12,  1983,  a 
resolution  was  adopted  approving  the  issuance  of  industrial  devel- 
opment bonds  to  finance  acquisition  of  the  facilities  by  the  taxpay- 
er. 

E.  Revenue  Effect 

The  provision  is  estimated  to  increase  fiscal  year  budget  receipts 
by  $683  million  in  1984,  $990  million  in  1985,  $1,740  million  in 
1986,  $3,070  million  in  1987,  $4,877  million  in  1988,  and  $6,978  mil- 
lion in  1989. 


C.  Treatment  of  Bonds  and  Other  Debt  Instrument 

1.  Market  Discount  (sec.  41  of  the  bill  and  new  sees.  1276,  1277, 
and  1278  of  the  Code) 

Present  Law 

Market  discount  arises  when  the  value  of  a  debt  obligation  de- 
clines after  issuance  (typically,  because  of  an  increase  in  prevailing 
interest  rates).  Capital  gain  treatment  is  accorded  to  the  apprecia- 
tion in  value  attributable  to  market  discount  on  an  obligation  that 
was  issued  by  a  corporation  or  governmental  unit  and  held  for 
more  than  one  year  (sec.  1232).  In  many  cases,  interest  on  indebted- 
ness incurred  to  purchase  or  carry  a  market  discount  bond  is  de- 
ductible currently  against  ordinary  income,  even  though  the 
income  eventually  generated  by  the  investment  is  not  taxed  until 
disposition  (and  then  only  at  capital  gain  rates). 

Reasons  for  Change 

The  committee  recognizes  that,  from  the  standpoint  of  the  holder 
of  a  bond,  market  discount  is  indistinguishable  from  original  issue 
discount  (OID).  In  each  case  the  discount  is  a  substitute  for  stated 
interest,  and  the  holder  of  the  obligation  receives  some  of  his 
return  in  the  form  of  price  appreciation  when  the  bond  is  re- 
deemed at  par  upon  maturity.  When  a  taxpayer  makes  a  leveraged 
purchase  of  a  market  discount  bond,  the  taxpayer  effectively  con- 
verts the  ordinary  income  that  is  offset  by  current  interest  deduc- 
tions to  capital  gain  that  is  taxed  on  a  deferred  basis. 

It  has  come  to  the  Committee's  attention  that  tax-shelter  trans- 
actions have  arisen  in  which  taxpayers  acquire  market  discount 
bonds  using  borrowed  funds,  to  take  advantage  of  the  opportunities 
under  present  law  to  defer  tax  liability  on  ordinary  income  and  to 
convert  ordinary  income  to  capital  gain.  The  Committee  appreci- 
ates that  the  theoretically  correct  treatment  of  market  discount, 
which  would  require  current  inclusion  in  the  income  of  the  holder 
over  the  life  of  the  obligation,  would  involve  administrative  com- 
plexity. However,  the  Committee  believes  that  the  present-law 
rules  should  be  modified  to  prevent  the  use  of  market  discount 
bonds  as  a  basis  for  tax-shelter  transactions,  under  an  approach 
that  would  be  more  easily  administered  and  complied  with  by  tax- 
payers. 

Explanation  of  Provisions 

Overview 

The  bill  generally  requires  that  gain  on  disposition  of  a  market 
discount  bond  be  recognized  as  interest  income,  to  the  extent  of  ac- 
crued market  discount  (computed  under  a  linear  formula).  The  bill 
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also  limits  a  taxpayer's  ability  to  take  current  interest  deductions 
on  indebtedness  incurred  to  purchase  or  carry  a  market  discount 
bond.  The  bill  provides  an  election  to  include  accrued  market  dis- 
count in  income  currently.  Neither  the  rule  requiring  ordinary 
income  treatment  on  disposition  nor  the  rule  limiting  interest  de- 
ductions would  apply  to  bonds  with  respect  to  which  the  election  is 
made. 

Accrued  market  discount  treated  as  ordinary  income 

Except  as  otherwise  provided  by  the  bill,  gain  on  the  disposition 
of  any  market  discount  bond  is  treated  as  interest  income  to  the 
extent  of  accrued  market  discount,  for  all  purposes  of  Federal 
income  taxation  (including,  for  example,  the  statutory  provision 
that  limits  the  deductibility  of  investment  interest).  Characteriza- 
tion of  the  market  discount  as  interest  would  not  affect  the  issuer 
of  the  bond.  For  purposes  of  this  rule,  a  taxpayer  who  disposes  of  a 
bond  in  a  transaction  other  than  a  sale,  exchange,  or  involuntary 
conversion  (e.g.,  by  making  a  gift)  is  treated  as  realizing  an  amount 
equal  to  the  fair  market  value  of  the  bond.  Under  regulations  to  be 
prescribed  by  the  Secretary,  certain  transfers  will  be  excepted  from 
the  provisions  of  the  bill.  The  bill  provides  that  regulations  will  in- 
clude rules  similar  to  those  of  section  1245(b),  relating  to  transfers 
excepted  from  the  depreciation  recapture  rules,  with  certain  modi- 
fications (including  that  no  exception  will  be  provided  for  gifts,  and 
that  market  discount  will  not  be  included  in  income  if  a  bond  is 
transferred  in  the  course  of  certain  tax-free  reorganizations).  Ap- 
propriate adjustments  will  be  made  to  the  basis  of  any  property  to 
reflect  gain  recognized  under  the  provisions  of  the  bill. 

Definition  of  market  discount  bond 

The  bill  defines  a  bond  as  any  bond,  debenture,  note,  certificate, 
or  other  evidence  of  indebtedness.  Except  as  provided  by  the  bill, 
the  term  '  'market  discount  bond"  means  any  bond  having  market 
discount.  Exceptions  are  provided  for  obligations  (i)  with  a  fixed 
maturity  not  exceeding  one  year  from  date  of  issue,  (ii)  the  interest 
on  which  is  not  includible  in  the  gross  income  of  the  holder  under 
section  103,  relating  to  certain  governmental  obligations  (or  any 
other  provision  of  law  that  provides  for  tax  exemption  without 
regard  to  the  identify  of  the  holder),  or  (iii)  which  is  a  U.S.  savings 
bond. 

Treatment  of  substituted  basis  property 

If  a  taxpayer  transfers  a  market  discount  bond  in  a  nonrecogni- 
tion  transaction  excepted  from  the  provisions  of  the  bill,  and  the 
basis  of  the  property  received  in  exchange  is  determined  in  whole 
or  in  part  by  reference  to  the  basis  of  the  transferred  bond,  then 
the  property  received  in  such  transaction  (referred  to  as  "ex- 
changed basis  property")  is  treated  as  a  market  discount  bond. 

Definition  of  market  discount 

Market  discount  is  defined  as  the  excess  of  the  stated  redemption 
price  of  a  bond  over  the  adjusted  basis  of  such  bond  immediately 
after  its  acquisition  by  the  taxpayer.  For  OID  bonds  acquired  at  a 
market  discount,  the  stated  redemption  price  is  treated  as  equal  to 
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its  "revised  issue  price"  (defined  as  the  sum  of  the  issue  price  of 
the  bond  and  the  aggregate  amount  of  the  OID  includible  in  the 
gross  income  of  all  holders  for  periods  before  the  bond  was  ac- 
quired by  the  taxpayer).  Under  a  de  minimis  rule,  market  discount 
is  considered  to  be  zero  if  the  market  discount  is  less  than  .25  of  1 
percent  of  the  stated  redemption  price  at  maturity,  multiplied  by 
the  number  of  complete  years  to  maturity  after  the  taxpayer  ac- 
quired the  bond. 

Linear  computation  of  accrued  market  discount 

Accrued  market  discount  is  computed  by  determining  the 
amount  that  bears  the  same  ratio  to  the  market  discount  on  the 
bond  as  (i)  the  number  of  days  that  the  taxpayer  held  the  bond, 
bears  to  (ii)  the  number  of  days  after  the  date  the  taxpayer  ac- 
quired the  bond  up  to  (and  including)  the  date  of  maturity.  Thus, 
the  market  discount  is  treated  as  accruing  in  equal  daily  install- 
ments during  the  period  the  bond  is  held  by  the  taxpayer. 

Accrued  market  discount  on  substituted  basis  property 

With  respect  to  a  market  discount  bond  that  is  "transferred  basis 
property"  (generally,  property  received  in  a  nonrecognition  trans- 
action excepted  from  the  bill,  the  basis  of  which  is  determined  by 
reference  to  its  basis  in  the  hands  of  the  transferor),  the  transferee 
is  treated  as  having  acquired  the  bond  on  the  date  when  it  was  ac- 
quired by  the  transferor  for  an  amount  equal  to  the  adjusted  basis 
(increased  for  gain  recognized  by  the  transferor  on  the  transfer). 
The  amount  of  accrued  market  discount  with  respect  to  exchanged 
basis  property  includes  any  accrued  market  discount  to  the  extent 
such  amount  was  not  previously  treated  as  interest  income  under 
the  provisions  of  the  bill. 

Election  to  accrue  market  discount  under  an  economic  accru- 
al formula 

At  the  election  of  the  taxpayer,  accrued  market  discount  can  be 
computed  by  using  the  constant  interest  method  that  is  provided  by 
present  law  for  the  amortization  of  OID  on  bonds  issued  after  July 
1,  1982.  The  constant  interest  method  parallels  the  manner  in 
which  interest  would  accrue  through  borrowing  with  interest- 
paying  nondiscount  bonds. 

Deferral  of  interest  deduction  allocable  to  accrued  market  discount 

The  bill  limits  a  taxpayer's  ability  to  take  current  deductions  for 
interest  on  indebtedness  incurred  to  purchase  or  carry  a  market 
discount  bond.  The  taxpayer's  net  direct  interest  expense  is  allowed 
as  a  deduction  only  to  the  extent  that  the  expense  exceeds  the 
amount  of  market  discount  allocable  to  the  days  during  the  taxable 
year  on  which  the  bond  was  held  by  the  taxpayer.  The  term  "net 
direct  interest  expense"  is  defined  as  the  excess  of  the  interest  paid 
or  accrued  by  the  taxpayer  over  the  interest  (including  OID)  includ- 
ible in  gross  income  for  the  taxable  year  with  respect  to  such  bond. 

Interest  that  is  deferred  under  this  rule  is  allowed  as  a  deduction 
for  the  taxable  year  when  the  taxpayer  disposes  of  the  market  dis- 
count bond.  If  the  bond  is  disposed  of  in  a  transaction  in  which 
gain  is  not  recognized  in  whole  or  in  part,  the  deferred  interest  is 
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allowed  as  a  deduction  at  that  time  to  the  extent  of  recognized 
gain. 

To  the  extent  deferred  interest  is  not  allowed  as  a  deduction 
upon  the  disposition  of  a  bond  in  a  nonrecognition  transaction,  the 
disallowed  interest  expense  will  be  treated  as  disallowed  interest 
expense  with  respect  to  transferred-basis  or  exchanged-basis  prop- 
erty received  in  the  transaction.  Thus,  in  the  case  of  a  market  dis- 
count bond  that  is  transferred-basis  property,  the  transferee  will  be 
entitled  to  deduct  the  disallowed  interest  expense  upon  disposition 
of  the  bond. 

Election  to  include  accrued  market  discount  in  income  currently 

The  bill  provides  an  election  to  include  accrued  market  discount 
in  gross  income  for  the  taxable  years  to  which  it  is  attributable. 
Under  this  provision,  market  discount  can  be  accrued  under  the 
economic  accrual  formula  or  the  linear  formula  at  the  election  of 
the  taxpayer.  If  the  taxpayer  makes  an  election,  neither  the  rule 
requiring  ordinary  income  treatment  upon  disposition  nor  the  in- 
terest-deferral rule  would  apply  to  bonds  acquired  during  the 
period  the  election  is  in  effect.  The  election  to  accrue  market  dis- 
count currently  cannot  be  revoked  without  the  consent  of  the  Sec- 
retary. 

Effective  Date 

The  provision  requiring  the  recognition  of  interest  income  on  dis- 
position of  a  market  discount  bond  will  apply  to  obligations  issued 
after  the  date  of  enactment  of  the  bill.  The  provision  that  defers 
interest  deductions  on  indebtedness  incurred  to  purchase  or  carry 
market  discount  bonds  will  apply  to  obligations  acquired  after  the 
date  of  enactment  of  the  bill. 

Revenue  Effect 

The  revenue  effects  of  this  provision  are  included  in  the  esti- 
mates of  the  revenue  effects  of  the  provision  relating  to  discount  on 
short-term  obligations. 


2.  Discount  on  Short-term  Obligations  (sec.  41  of  the  bill  and  new 
sees.  1281,  1282,  and  1283  of  the  Code) 

Present  Law 

In  general,  periodic  inclusion  of  original  issue  discount  is  re- 
quired of  the  holders  of  debt  obligations  (sec.  1232 A).  However,  a 
special  rule  is  provided  by  statute  for  governmental  obligations 
(Treasury  bills)  that  are  issued  at  a  discount  and  payable  without 
interest  at  a  fixed  maturity  not  exceeding  one  year.  For  Treasury 
bills,  discount  is  not  considered  to  accrue  until  the  obligation  is 
paid  at  maturity  or  otherwise  disposed  of  (sec.  454(b)).  This  rule  ap- 
plies regardless  of  the  character  of  the  obligation  in  the  hands  of 
the  holder  (e.g.,  as  inventory  or  a  capital  asset).  Furthermore,  on 
disposition  of  the  instrument,  the  taxpayer's  capital  gain  or  loss  is 
computed  with  reference  to  accrual  of  the  acquisition  discount,  not 
the  original  issue  discount.  Under  Treasury  regulations,  there  is  no 
accrual  of  original  issue  discount  on  certain  short-term  obligations 
(e.g.,  certificates  of  deposit)  held  by  cash-basis  taxpayers  (Treas.  reg. 
sec.  1.1232-3(b)(l)(iii)). 

In  many  cases,  interest  on  indebtedness  incurred  to  purchase  ob- 
ligations eligible  for  the  special  rules  can  be  deducted  currently 
against  unrelated  income,  thereby  generating  a  one-year  tax  defer- 
ral. 

Reasons  for  Change 

The  special  rules  that  permit  deferral  of  acquisition  discount  on 
Treasury  bills  and  original  issue  discount  on  short-term  discount 
obligations  are  commonly  used  to  defer  tax  liability  on  ordinary 
income.  For  this  reason,  the  Committee  concluded  that  the  scope  of 
these  rules  should  be  reviewed.  The  rationale  for  allowing  tax  de- 
ferral on  Treasury  bills  has  been  that  the  tax  benefit  from  a  one- 
year  deferral  is  not  large  enough  to  warrant  subjecting  taxpayers 
to  the  additional  complexity  of  accrual  accounting.  However,  this 
argument  clearly  does  not  apply  to  taxpayers  who  use  the  accrual 
method  of  accounting  for  their  other  income  and  deductions  for 
income  tax  purposes,  or  for  the  purpose  of  reporting  to  sharehold- 
ers or  creditors.  With  high  interest  rates,  the  balance  between  sim- 
plicity and  the  tax  benefit  from  a  one-year  deferral  has  shifted  to- 
wards greater  concern  over  the  revenue  loss  arising  from  the  tax 
deferral  allowed  under  present  law.  The  Committee  also  is  con- 
cerned that  taxpayers  have  been  making  leveraged  purchases  of  ob- 
ligations eligible  for  the  special  rule  at  year-end  to  achieve  tax  de- 
ferral. Only  for  the  ordinary  investor  making  unleveraged  pur- 
chases of  Treasury  bills  or  other  short-term  discount  obligations 
does  the  Committee  believe  that  the  present  tax  deferral  remains 
appropriate. 
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Explanation  of  Provision 

Overview 

The  bill  limits  the  scope  of  the  special  rules  permitting  deferral 
of  acquisition  and  original  issue  discount  on  short-term  obligations. 
In  addition,  the  bill  limits  the  ability  to  use  leveraged  purchases  of 
short-term  discount  obligations  within  the  special  rules  to  defer  tax 
on  ordinary  income.  An  election  is  provided,  under  which  taxpay- 
ers who  remain  eligible  for  the  special  rules  can  avoid  application 
of  the  interest  deferral  rule  by  electing  to  include  discount  in 
income  as  it  accrues. 

Current  inclusion  of  discount  in  income 

Under  the  bill,  certain  holders  of  short-term  governmental  obli- 
gations are  required  to  include  in  gross  income  the  daily  portions 
of  acquisition  discount  for  each  day  during  the  taxable  year  on 
which  the  obligations  are  held.  This  provision  applies  to  short-term 
obligations  held  by  (i)  any  taxpayer  using  an  accrual  method  of  ac- 
counting, (ii)  any  bank  (as  defined  in  section  581),  (iii)  any  taxpayer 
who  holds  the  obligation  for  sale  to  customers  in  the  ordinary 
course  of  the  taxpayer's  trade  or  business,  and  (iv)  a  taxpayer  who 
identifies  the  obligation  as  being  part  of  a  hedging  transaction 
under  section  1256(e)(2)  (generally,  a  transaction  executed  in  the 
normal  course  of  a  trade  or  business  primarily  to  reduce  certain 
risks  and  that  results  only  in  ordinary  income  or  loss). 

Definition  of  short-term  obligation 

The  bill  generally  defines  "short-term  obligation"  to  mean  any 
bond,  debenture,  note,  certificate,  or  other  evidence  of  indebtedness 
that  has  a  fixed  maturity  date  not  exceeding  one  year  from  the 
date  of  issue.  Exceptions  are  provided  for  obligations  the  interest 
on  which  is  not  includible  in  gross  income  under  section  103  (relat- 
ing to  interest  on  certain  governmental  obligations),  or  any  other 
provision  of  law  that  provides  for  tax-exemption  without  regard  to 
the  identity  of  the  holder. 

Definition  of  acquisition  discount 

Acquisition  discount  is  defined  as  the  excess  of  the  stated  re- 
demption price  at  maturity  (as  defined  for  purposes  of  the  rules  re- 
quiring the  periodic  inclusion  of  OID),  over  the  taxpayer's  basis  for 
the  obligation. 

Computation  of  daily  portions  of  acquisition  discount 

The  bill  generally  provides  that  the  daily  portion  of  the  acquisi- 
tion discount  is  equal  to  (i)  the  amount  of  such  discount,  divided  by 
(ii)  the  number  of  days  after  the  day  on  which  the  taxpayer  ac- 
quired the  obligation  and  up  to  (and  including)  the  day  of  its  matu- 
rity. The  application  of  this  provision  results  in  the  linear  accrual 
of  the  acquisition  discount.  However,  under  regulations  prescribed 
by  the  Secretary,  taxpayers  may  elect  to  accrue  acquisition  dis- 
count under  an  economic  accrual  formula,  pursuant  to  which  the 
daily  portion  of  the  discount  is  computed  on  the  basis  of  the  tax- 
payer's yield  to  maturity  based  on  the  cost  of  acquiring  the  obliga- 
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tion,  compounded  daily.  The  election  to  account  for  acquisition  dis- 
count under  an  economic-accrual  method  is  irrevocable. 

Short-term  obligations  other  than  governmental  obligations 

The  bill  provides  that  rules  similar  to  the  rules  described  above 
apply  to  original  issue  discount  on  short-term  obligations  other 
than  governmental  obligations  held  by  cash-basis  taxpayers. 

Deferral  of  interest  deduction  allocable  to  accrued  discount 

For  taxpayers  who  remain  eligible  for  the  special  rule  permitting 
tax  deferral,  the  bill  limits  the  ability  to  make  leveraged  purchases 
of  short-term  governmental  obligations  as  a  device  to  defer  tax  on 
ordinary  income.  The  net  direct  interest  expense  with  respect  to  a 
short-term  obligation  (as  defined  for  purposes  of  applying  the  bill) 
is  allowed  as  a  deduction  only  to  the  extent  of  the  daily  portions  of 
the  acquisition  discount  for  each  day  on  which  the  taxpayer  held 
the  obligation  during  the  taxable  year.  The  term  "net  direct  inter- 
est expense"  is  defined  in  the  same  manner  as  that  term  is  used 
for  purposes  of  the  provision  that  defers  interest  deductions  alloca- 
ble to  accrued  market  discount  (generally,  the  excess  of  interest 
paid  or  accrued  over  interest  includible  in  gross  income  with  re- 
spect to  the  obligation). 

For  purposes  of  the  interest  deferral  rule,  rules  similar  to  the 
rules  applicable  to  market  discount  bonds  will  apply  (including  the 
allowance  of  deductions  for  deferred  interest  upon  disposition  of 
the  bond  and  the  treatment  of  substituted-basis  property). 

Election  to  include  acquisition-discount  in  income  currently 

The  interest  deferral  rule  does  not  apply  to  a  taxpayer  who 
elects  to  include  acquisition  discount  in  income  under  the  rules  ap- 
plicable to  accrual-basis  and  other  taxpayers.  If  the  election  is 
made,  the  provision  requiring  current  inclusion  will  apply  to  all 
short-term  obligations  acquired  by  the  taxpayer  on  or  after  the 
first  day  of  the  first  taxable  year  to  which  the  election  applies.  The 
election  cannot  be  revoked  for  subsequent  taxable  years  without 
the  consent  of  the  Secretary. 

Short-term  obligations  other  than  governmental  obligations 

Rules  similar  to  the  rules  described  above  apply  with  respect  to 
leveraged  purchases  of  OID  short-term  obligations  other  than  gov- 
ernmental obligations  by  cash-basis  taxpayers. 

Effective  Date 

The  provision  relating  to  the  treatment  of  acquisition  and  origi- 
nal issue  discount  will  be  effective  for  obligations  acquired  after 
the  date  of  enactment.  Taxpayers  may  elect  to  treat  the  change  to 
an  accrual  basis  for  their  short-term  discount  obligations  as  a 
change  in  their  method  of  accounting  so  that  their  increased  tax- 
able income  may  be  spread  over  10  years.  They  may  also  elect  to 
accrue  interest  on  their  short-term  discount  obligations  with  re- 
spect to  all  such  obligations  held  during  the  taxable  year  including 
the  date  of  enactment. 
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Revenue  Effect 

The  revenue  gain  from  these  changes,  and  the  changes  involving 
market  discount  bonds,  is  expected  to  be  $72  million  in  fiscal  year 
1984,  $146  million  in  1985,  $150  million  in  1986,  $153  million  in 
1987,  $155  million  in  1988,  and  $158  million  in  1989. 


3.  Original  Issue  Discount  on  Tax-Exempt  Bonds  (sec.  41  of  the 
bill  and  new  sec.  1288  of  the  Code) 

Present  Law 

In  general,  interest  on  obligations  issued  by  any  political  subdivi- 
sion of  a  State  is  exempt  from  Federal  income  taxation  (sec.  103(a)). 
On  the  basis  of  long-standing  administrative  practice,  the  Internal 
Revenue  Service  ruled  that  original  issue  discount  (OID)  on  an  obli- 
gation issued  by  a  municipality  is  similarly  exempt  from  tax.  (Rev. 
Rul.  73-112,  1973-1  C.B.  47,  restating  G.C.M.  10452,  X-l  C.B.  18 
(1932)).  The  Internal  Revenue  Service  further  ruled  that  tax- 
exempt  OID  is  apportioned  on  a  straight-line  basis  over  the  term  of 
the  obligation  among  the  original  holder  and  subsequent  purchas- 
ers. 

Prior  to  1982,  holders  of  OID  bonds  issued  by  corporations  were 
also  required  to  apportion  OID  on  a  straight-line  basis  over  the 
term  of  the  obligation.  The  Tax  Equity  and  Fiscal  Responsibility 
Act  of  1982  included  a  provision  that  requires  the  economic  accrual 
of  OID  on  bonds  issued  by  corporations  and  other  entities. 

Reasons  for  Change 

The  application  of  a  straight-line  interest  computation  to  dis- 
count municipal  obligations  may  permit  the  holder  of  a  deep-dis- 
count municipal  bond  to  generate  an  artificial  loss  by  disposing  of 
the  bond  prior  to  maturity.  This  result  could  occur  because  the 
holder's  amount  realized  on  disposition,  for  purposes  of  determin- 
ing gain  or  loss,  is  reduced  by  the  amount  treated  as  accrued  tax- 
exempt  OID,  even  though  the  market  price  of  the  bond  is  likely  to 
reflect  the  (slower)  economic  accrual  of  interest. 

Recently,  there  has  been  a  significant  increase  in  the  issuance  of 
zero  coupon  tax-exempt  bonds.  The  Committee  is  concerned  that 
taxpayers  may  acquire  these  obligations  to  generate  tax  losses  to 
shelter  income.  Although  it  appears  to  be  the  position  of  the  Inter- 
nal Revenue  Service  that  no  loss  is  allowable  based  on  the  linear 
accrual  of  tax-exempt  OID,  some  taxpayers  have  claimed  that  such 
losses  are  allowable.  The  committee  believes  that  OID  on  zero 
coupon  municipal  bonds  should  be  accrued  in  the  same  manner  as 
that  provided  for  OID  on  obligations  issued  by  corporations  and 
other  juridical  entities.  The  committee  intends  no  inference  regard- 
ing the  proper  treatment  of  obligations  acquired  before  the  effec- 
tive date  of  the  bill. 

Explanation  of  Provision 

The  bill  requires  the  holders  of  discount  obligations  to  accrue 
tax-exempt  OID  by  using  the  constant  interest  method  provided  by 
present  law  for  the  holders  of  obligations  issued  by  corporations 
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and  other  entities.  Under  the  bill,  the  basis  of  an  obligation  is  in- 
creased by  the  amount  of  accrued  tax-exempt  OID.  Thus,  the 
holder  of  a  zero  coupon  municipal  bond  will  be  able  to  claim  eco- 
nomic losses  realized  on  disposition  of  the  bond.  The  bill  also 
adopts  a  simplifying  assumption  for  the  determination  of  the  issue 
price  of  tax-exempt  OID  bonds.  Under  this  rule,  in  the  case  of  an 
issue  of  bonds  sold  to  the  public,  the  issue  price  is  considered  to  be 
the  initial  offering  price  to  the  public  (other  than  bond  houses  and 
brokers)  at  which  price  a  substantial  number  of  the  bonds  were 
sold.  This  rule,  which  applies  under  current  law  where  taxable 
bonds  are  sold  for  cash  in  a  public  offering,  has  the  effect  of  insur- 
ing that  all  bonds  in  an  issue  have  a  single  issue  price. 

Effective  Date 

This  provision  is  effective  for  obligations  issued  after  September 
3,  1982  (the  date  of  enactment  of  the  Tax  Equity  and  Fiscal  Respon- 
sibility Act)  and  acquired  after  March  1,  1984. 

Revenue  Effect 

This  provision  is  estimated  to  reduce  fiscal  year  receipts  by  $3 
million  in  1984,  $5  million  in  1985,  $7  million  in  1986,  and  $8  mil- 
lion in  1987. 


D.  Tax  Treatment  of  Corporations  and  Their  Shareholders 

1.  Debt-financed  Portfolio  Stock  (sec.  51  of  the  bill  and  sec.  245A 

of  the  Code) 

Present  Law 

In  general,  a  corporate  shareholder  can  deduct  85  percent  of  divi- 
dends received  from  other  corporations.  Because  the  maximum  rate 
of  tax  on  corporate  ordinary  income  is  46  percent,  the  maximum 
effective  rate  of  tax  on  dividends  received  by  a  corporation  is  only 
6.9  percent.  When  a  corporation  borrows  the  funds  used  to  pur- 
chase dividend-paying  stock,  interest  on  the  acquisition  indebted- 
ness generally  is  deductible  against  ordinary  income.  In  some 
cases,  these  rules  may  permit  corporations  to  make  debt-financed 
portfolio  stock  investments  which,  but  for  the  tax  laws,  would  be 
uneconomic. 

Reasons  for  Change 

The  purpose  of  the  dividends  received  deduction  is  to  prevent 
multiple  taxation  of  income  as  it  flows  from  the  corporation  that 
earns  it  to  the  ultimate  noncorporate  shareholder.  When  a  corpora- 
tion borrows  money  to  finance  purchases  of  portfolio  stock,  the  con- 
junction of  a  dividends  received  deduction  and  an  interest  deduc- 
tion can  result  in  avoidance  of  substantial  corporate-level  taxes  on 
corporate  earnings.  The  problem  is  aggravated  to  the  extent  the 
distributing  corporation  is  not  paying  full  corporate  taxes  owing  to 
the  use  of  various  tax  preferences. 

Explanation  of  Provision 

The  bill  reduces  the  allowable  dividends  received  deduction  for 
dividends  with  respect  to  debt-financed  portfolio  stock  (defined 
below). 

Debt-financed  portfolio  stock 

With  respect  to  any  dividend  distribution,  the  term  "debt-fi- 
nanced portfolio  stock"  is  defined  as  any  stock  of  a  corporation  if  (i) 
as  of  the  beginning  of  the  ex-dividend  date,  the  taxpayer  does  not 
own  at  least  50  percent  of  the  total  combined  voting  power  of  all 
classes  of  stock  and  at  least  50  percent  of  the  total  number  of  all 
other  classes  of  stock  of  the  distributing  corporation,  and  (ii)  at 
some  time  during  the  base  period  there  is  portfolio  indebtedness 
with  respect  to  such  stock.  For  purposes  of  this  definition,  the  term 
base  period  means,  with  respect  to  any  dividend  distribution,  the 
shorter  of  (i)  the  period  beginning  on  the  ex-dividend  date  for  the 
most  recent  previous  dividend  on  the  stock  and  ending  on  the  day 
before  the  ex-dividend  date  for  such  dividend,  or  (ii)  the  one-year 
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period  ending  on  the  day  before  the  ex-dividend  date  for  such  divi- 
dend. 

The  bill- defines  the  term  portfolio  indebtedness  to  mean  any  in- 
debtedness that  is  directly  attributable  to  an  investment  in  stock 
with  respect  to  which  a  dividend  is  received.  The  bill  contemplates 
that  the  directly  attributable  requirement  will  be  satisfied  if  there 
is  a  direct  relationship  between  the  debt  and  an  investment  in 
stock.  The  bill  does  not  contemplate  the  use  of  any  allocation  or 
apportionment  formula  or  fungibility  concept.  Thus,  for  example, 
the  bill  does  not  apply  merely  as  a  result  of  (i)  the  existence  of  out- 
standing commercial  paper  that  is  issued  by  a  corporation  as  part 
of  an  ongoing  cash  management  program  or  (ii)  deposits  received 
by  a  depositary  institution  as  a  part  of  the  ordinary  course  of  its 
business.  However,  if  indebtedness  is  clearly  incurred  for  the  pur- 
pose of  acquiring  dividend-paying  stock  or  otherwise  is  directly 
traceable  to  such  an  acquisition,  the  indebtedness  would  constitute 
portfolio  indebtedness.  Thus,  if  stock  is  held  in  a  margin  account 
with  a  securities  broker,  the  margin  borrowing  constitutes  portfolio 
indebtedness.  The  same  result  would  follow  with  respect  to  any 
nonrecourse  loan  secured,  in  whole  or  in  part,  by  dividend-paying 
stock. 

Certain  amounts  received  from  a  short  sale  treated  as  indebted- 
ness.— For  purposes  of  the  definition  of  portfolio  indebtedness,  any 
amount  received  by  the  taxpayer  as  proceeds  of  a  short  sale  is 
treated  as  indebtedness  of  the  taxpayer  for  the  period  beginning  on 
the  day  on  which  such  amount  is  received  and  ending  on  the  day 
after  the  short  sale  is  closed. 

Controlled  group  of  corporations. — The  portfolio  indebtedness  is 
not  required  to  be  that  of  the  holder  of  the  dividend-paying  stock  to 
satisfy  the  directly  attributable  test  of  the  bill.  Thus,  for  example, 
the  bill  could  apply  to  a  case  where  one  member  of  an  affiliated 
group  of  corporations  incurs  the  portfolio  indebtedness  and  another 
member  of  the  group  acquires  the  dividend-paying  stock. 

Computation  of  allowable  deduction 

In  lieu  of  the  85-percent  deduction  that  is  generally  available 
(sec.  243(a)(1),  sec.  244(a)(3),  and  sec.  245),  the  bill  limits  the  deduc- 
tion to  a  percentage  determined  by  computing  the  product  of  85 
percent  and  100  percent  minus  the  average  indebtedness  percent- 
age. Under  regulations  prescribed  by  the  Secretary,  the  average  in- 
debtedness percentage  is  obtained  by  dividing  (i)  the  average 
amount  of  the  portfolio  indebtedness  with  respect  to  the  stock 
during  the  base  period,  by  (ii)  the  average  amount  of  the  adjusted 
basis  of  the  stock  during  the  base  period.  However,  under  regula- 
tions prescribed  by  the  Secretary,  any  reduction  in  the  amount  al- 
lowable as  a  dividends  received  deduction  under  the  rule  is  to  be 
limited  to  the  amount  of  the  interest  deduction  allocable  to  the  re- 
lated dividend  (including  short  sale  expenses  related  to  short  posi- 
tions treated  as  debt  for  purposes  of  determining  the  average  in- 
debtedness percentage). 

Special  rule  where  stock  is  not  held  throughout  the  base  period 

For  any  stock  that  is  not  held  by  the  taxpayer  throughout  the 
base  period,  the  rules  are  applied  by  (i)  taking  into  account  only 
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the  portion  of  the  base  period  during  which  the  stock  was  held,  and 
(ii)  adjusting  the  average  indebtedness  percentage  by  multiplying 
the  figure  obtained  under  the  general  rule  by  a  fraction  the  numer- 
ator of  which  is  the  number  of  days  during  the  base  period  on 
which  the  taxpayer  held  the  stock  and  the  denominator  of  which  is 
the  number  of  days  during  the  base  period. 

Exceptions 

The  bill  provides  exceptions  for  dividends  eligible  for  the  100-per- 
cent dividends  received  deduction  (generally  determined  under  sec- 
tion 243(b)),  and  for  dividends  received  by  a  small  business  invest- 
ment company  operating  under  the  Small  Business  Investment  Act 
of  1958. 

Effective  Date 

The  provision  applies  to  stock  the  holding  period  for  which 
begins  after  the  date  of  enactment,  in  taxable  years  ending  after 
such  date. 

Revenue  Effect 

The  revenue  gain  is  expected  to  be  less  than  $10  million  per 
year. 


2.  Certain  Dividends  from  Regulated  Investment  Companies  (sec. 
52  of  the  bill  and  sec.  854(b)  of  the  Code) 

Present  Law 

Domestic  corporations  are  generally  entitled  to  a  dividends  re- 
ceived deduction  with  respect  to  dividends  includible  in  their  gross 
income.  No  similar  deduction  is  available  with  respect  to  interest 
income.  Furthermore,  mutual  funds,  or  regulated  investment  com- 
panies ("RICs"),  are  generally  not  subject  to  Federal  income  taxes 
if  they  distribute  their  income  to  shareholders.  If  less  than  75  per- 
cent of  a  RICs  gross  income  consists  of  dividends  from  domestic 
corporations,  then  the  distributions  to  the  RICs  corporate  share- 
holders are  treated  as  part  dividends,  part  other  income,  on  a  pro 
rata  basis.  However,  if  at  least  75  percent  of  a  RICs  gross  income 
consists  of  dividends  from  domestic  corporations,  then  all  the 
amounts  distributed  by  the  RIC  are  treated  as  dividend  income  to 
such  shareholders  even  though  up  to  25  percent  of  the  RICs  gross 
income  may  consist  of,  say,  interest  income  (sec.  854(b)). 

The  foregoing  rules  permit  a  taxpayers  to  convert  interest 
income  into  dividend  income.  Taxpayers  have  organized  RICs  to 
take  advantage  of  this  conversion  opportunity. 

Reasons  for  Change 

The  committee  believes  that  present  law  provides  an  opportunity 
for  the  conversion  into  dividend  income  of  interest  income  and 
other  kinds  of  income  which  is  unwarranted. 

Explanation  of  Provision 

The  bill  requires  that  100  percent,  rather  than  75  percent,  of  a 
RICs  gross  income  constitute  dividend  income  in  order  for  all  its 
distributions  to  be  treated  as  dividend  income  eligible  for  the  85 
percent  dividends  received  deduction  for  corporate  shareholders.  If 
less  than  100  percent  of  RICs  gross  income  constitutes  dividend 
income,  then  only  a  portion  of  such  distributions  are  to  be  treated 
as  dividend  income  for  purposes  of  computing  the  dividends  re- 
ceived deduction.  That  portion  is  to  be  determined  under  the 
present-law  allocation  rules. 

Effective  Date 

The  provision  is  effective  for  all  taxable  years  of  a  RIC  beginning 
after  the  date  of  enactment  of  the  bill. 

Revenue  Effect 

The  effects  of  this  provision  are  included  in  the  estimated  rev- 
enues for  other  provisions. 
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3.  Corporate  Shareholder's  Basis  in  Stock  Reduced  by  Reason  of 
Extraordinary  Dividends  (sec.  53  of  the  bill  and  sees.  246(c), 
301(e),  and  1059  of  the  Code) 

Present  Law 

A  corporation  owning  stock  of  another  corporation  generally  is 
allowed  a  deduction  equal  to  85  percent  of  the  amount  of  any  divi- 
dends received  with  respect  to  that  stock.  However,  the  deduction 
is  disallowed  unless  the  stock  is  held  for  more  than  15  days  (more 
than  90  days  in  the  case  of  preference  dividends  attributable  to  a 
period  or  periods  aggregating  more  than  366  days).  In  determining 
whether  the  holding  period  requirement  is  satisfied,  any  period 
during  which  the  taxpayer  has  an  option  to  sell,  is  contractually 
obligated  to  sell,  or  has  made  (and  not  closed)  a  short  sale  of,  sub- 
stantially identical  stock  or  securities  is  excluded.  The  deduction  is 
also  disallowed  if  the  taxpayer  is  under  an  obligation,  pursuant  to 
a  short  sale  or  otherwise,  to  make  a  payment  corresponding  to  the 
dividend  with  respect  to  substantially  identical  stock  or  securities. 

Gains  and  losses  from  the  sale  of  capital  assets  are  generally 
long-term  if  the  assets  have  been  held  by  the  taxpayer  for  over  1 
year,  and  short-term  if  held  for  1  year  or  less.  Net  short-term  gain 
(short-term  gains  exceeding  short-term  losses)  is  taxed  at  the  maxi- 
mum corporate  rate  of  up  to  46  percent  to  the  extent  it  exceeds  any 
net  long-term  loss. 

Under  present  law,  the  receipt  of  a  dividend  by  a  corporate 
shareholder  generally  has  no  effect  on  the  shareholder's  basis  in 
the  stock  with  respect  to  which  the  dividend  was  received.  As  a 
result,  a  domestic  corporation,  for  example,  can  buy  shares  of  stock 
in  another  corporation  in  anticipation  of  receiving  an  extraordi- 
nary dividend  that  will  be  eligible  for  the  dividends  received  deduc- 
tion and  that  will  reduce  the  value  of  the  stock.  After  receiving  the 
dividend,  the  corporation  can  sell  the  stock  and  claim  the  loss  re- 
sulting from  the  decline  in  value  of  the  stock  as  a  short-term  capi- 
tal loss.  The  short-term  loss  will  offset  unrelated  short-term  gain 
which  may  otherwise  be  taxable  at  the  maximum  corporate  tax 
rate  of  46  percent.  The  transaction  results  in  counterbalancing 
such  gain  with  dividend  income  taxable  at  an  effective  rate  of  6.9 
percent.  Thus,  although  the  transaction  will  result  in  little  or  no 
economic  cost  or  loss,  a  tax  benefit  of  up  to  $0,391  per  dollar  of 
dividend  income  may  be  available. 

If  the  dividend  consists  of  appreciated  property,  the  amount  of 
the  dividend  and  the  basis  of  the  distributed  property  in  the  hands 
of  the  corporate  shareholder  will  be  its  basis  in  the  hands  of  the 
distributing  corporation  (adjusted  for  any  gain  recognized  to  the 
distributing  corporation  on  the  distribution).  Furthermore,  because 
the  property  has  a  carryover  basis  in  the  hands  of  the  distributee, 
the  period  the  property  was  held  by  the  distributing  corporation  is 
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tacked  onto  the  distributee  shareholder's  holding  period  in  deter- 
mining whether  gain  realized  on  a  subsequent  disposition  is  long- 
term  or  short-term  (sec.  1223(2)).  Thus,  if  the  distributed  property 
has  a  low  basis  relative  to  its  value  and  had  been  held  by  the  dis- 
tributing corporation  for  over  a  year,  its  sale  by  the  corporate 
shareholder  would  result  in  long-term  capital  gain,  subject  to  the 
alternative  corporate  capital  gain  tax  rate  of  28  percent,  while  a 
sale  of  the  stock  would  result  in  a  short-term  loss.  Alternatively, 
the  corporate  shareholder  could  contribute  the  distributed  property 
to  charity  and  be  allowed  a  deduction  for  its  full  fair  market  value 
(sec.  170(e)(1)(A)). 

In  recent  years,  publicly-held  oil  companies  have  transferred  roy- 
alty interests  carved  out  of  long-held  working  interests  in  oil  and 
gas  leases  to  trusts  and  distributed  units  of  interest  in  the  trusts  to 
their  shareholders.  The  distribution  of  the  units  of  interest  general- 
ly is  regarded  as  a  dividend  fully  taxable  to  noncorporate  share- 
holders but,  for  a  corporate  shareholder,  the  dividend  is  generally 
regarded  as  subject  to  the  treatment  applicable  to  dividends  of 
property  outlined  above.  When  a  dividend  distribution  of  interests 
in  a  royalty  trust  is  announced,  a  domestic  corporate  taxpayer  can 
obtain  such  beneficial  treatment  by  purchasing  the  stock  before  the 
dividend  is  paid  and,  after  receiving  the  dividend  and  after  satisfy- 
ing the  holding  period  requirement  applicable  with  respect  to  the 
dividends  received  deduction  (generally  more  than  15  days),  sell  the 
stock  and  dispose  of  the  distributed  property.  To  the  extent  the 
property  has  a  low  or  zero  basis  in  the  hands  of  the  distributing 
corporation,  the  need  to  satisfy  the  holding  period  requirement  di- 
minishes or  disappears. 

Similarly,  if  the  distribution  is  of  long-held  property  with  a  low 
basis  relative  to  its  value,  it  does  not  matter  if  the  distribution  does 
not  qualify  as  a  dividend.  To  the  extent  of  the  appreciation,  a  cor- 
porate shareholder  would  be  in  a  position  to  convert  short-term 
capital  gain  into  long-term  capital  gain.  To  the  extent  of  the  prop- 
erty's basis,  such  a  conversion  would  not  be  possible  because 
present  law  already  provides  for  a  reduction  in  the  stock  basis  in 
such  a  case  (sec.  301(c)(2)). 

Reasons  for  Change 

Present  law  has  generated  several  types  of  tax-motivated  trans- 
actions which  the  committee  believes  should  be  discouraged.  First, 
in  the  case  of  large  dividends,  corporations  are  buying  stock  shortly 
before  the  ex-dividend  date  and  selling  shortly  after.  They  deduct  a 
short-term  capital  loss  on  the  stock  and  85-percent  of  the  dividend. 
For  a  corporation  with  a  short-term  capital  gain,  this  transaction, 
in  effect,  converts  that  gain  into  85-percent  exempt  income. 

Second,  when  the  distribution  consists  of  appreciated  property, 
corporations  can  convert  short-term  capital  gain  to  long-term  gain 
by  selling  the  distributed  property  along  with  the  stock.  They  get  a 
short-term  capital  loss  on  the  stock  and  a  long-term  capital  gain  on 
the  distributed  property. 

Third,  some  corporations  are  engaging  in  straddle-like  transac- 
tions by  buying  a  dividend-paying  stock  and  selling  short  similar 
securities  (like  convertible  bonds).  If  the  property  sold  short  is  not 
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substantially  identical,  the  dividends  received  deduction  can  be 
claimed  the  short-sale  expenses  deducted  in  full  against  ordinary 
income.  In  effect,  these  transactions  convert  ordinary  income  into 
85  percent  exempt  income. 

When  a  stock  pays  an  extraordinary  dividend,  the  acquisition  of 
the  stock  often  may  be  viewed  as  the  acquisition  of  two  assets:  the 
right  to  distributions  to  be  made  with  respect  to  the  stock  and  the 
underlying  stock  itself.  In  instances  in  which  the  acquisition  of 
stock  is  the  acquisition  of  two  assets,  the  committee  concludes  that 
it  is  appropriate  to  reduce  the  basis  of  the  underlying  stock  to  re- 
flect the  value  of  the  distribution  not  taxed  to  a  corporate  distribu- 
tee. In  the  committee's  view,  the  failure  of  present  law  to  apply  a 
two  asset  analysis  in  cases  of  extraordinary  distributions  when  the 
taxpayer's  holding  period  in  the  stock  is  short,  leads  to  tax  arbi- 
trage opportunities  of  the  type  described  above. 

Also,  present  law  denies  the  dividends  received  deduction  in 
cases  in  which  the  taxpayer  has  entered  into  another  position  that 
significantly  reduces,  or  eliminates,  his  risk  of  loss  with  respect  to 
the  stock.  However,  these  rules  are  not  comprehensive,  and  the 
committee  believes  they  should  be  tightened. 

Explanation  of  Provision 

The  bill  provides  for  a  reduction  in  the  basis  of  a  share  of  stock 
held  by  a  corporate  shareholder  by  the  non-taxed  portion  of  any 
non-liquidating  extraordinary  dividend  received  with  respect  to 
such  share  if  the  share  is  sold  or  exchanged  before  it  has  been  held 
by  the  taxpayer  for  more  than  1  year.  Extraordinary  dividends  are 
those  which,  in  amount,  equal  or  exceed  5  percent,  in  the  case  of  a 
share  of  stock  preferred  as  to  dividends,  and  10  percent,  in  the  case 
of  any  other  share  of  stock,  of  the  corporate  shareholder's  adjusted 
basis  in  such  share  (determined  without  regard  to  this  rule).  All 
dividends  received  with  respect  to  a  share  of  stock  which  have  ex- 
dividend  dates  within  a  period  of  90  consecutive  days  are  to  be  ag- 
gregated and  treated  as  one  dividend  in  determining  whether  the  5 
percent  or  10  percent  test  is  met.  Furthermore,  all  dividends  re- 
ceived with  respect  to  a  share  of  stock  which  have  ex-dividend 
dates  during  a  period  of  365  consecutive  days  are  to  be  treated  as 
extraordinary  if  their  amounts  aggregate  more  than  20  percent  of 
the  corporate  shareholder's  adjusted  basis  in  such  share.  The  basis 
reduction  resulting  from  any  extraordinary  dividend  is  to  occur  at 
the  beginning  of  the  ex-dividend  date  for  such  dividend.  Special 
rules  are  provided  for  dividends  received  with  respect  to  shares  of 
stock  having  a  substituted  basis. 

For  purposes  of  the  new  rules,  the  amount  of  any  distribution  is, 
in  the  case  of  a  distribution  of  property  other  than  cash,  the  fair 
market  value  of  the  distributed  property  at  the  time  of  the  distri- 
bution. The  non-taxed  portion  of  any  dividend  is  the  amount  of  the 
dividend,  as  so  determined,  less  any  portion  thereof  includible  in 
gross  income  and  not  offset  by  a  dividends  received  deduction. 
However,  for  purposes  of  measuring  the  amount  of  a  distribution 
for  purposes  of  section  301(b)(l)(B)(ii)  and  section  301(d)(2),  present 
law  is  not  changed. 


1187 


For  purposes  of  determining  whether  the  holding  period  require- 
ment has  been  satisfied,  rules  similar  to  those  governing  the  more- 
than-  15-day  requirement  applicable  to  the  dividends-received  de- 
duction are  to  be  applied.  In  addition,  any  period  during  which  the 
taxpayer  is  the  grantor  of  an  option  to  buy  substantially  identical 
stock  or  securities  or  has  another  position  or  positions  which  sub- 
stantially diminish  the  taxpayer's  risk  of  loss  from  holding  the 
stock  would  also  be  excluded  from  the  holding  period  (as  well  as 
from  the  more  than  15-  and  more  than  90-day  holding  periods  of 
present  law).  This  functional  analysis  of  whether  risk  reduction  has 
occurred  supplements  the  narrower  rule  of  present  law  which  ex- 
cludes only  the  period  during  which  the  taxpayer  holds  a  put,  a 
short  position,  or  a  binding  contract  to  sell  stock  or  securities  that 
are  substantially  identical  to  the  dividend-paying  stock.  However,  a 
holding  period  is  not  to  be  reduced  merely  by  reason  of  the  taxpay- 
er's having  written  a  qualified  covered  call  (as  defined  in  new  sec- 
tion 1092(d)(6)).  Nor  is  the  dividends  received  deduction  to  be 
denied  merely  because  the  stock  itself  has  a  low  risk.  For  example, 
a  corporation  holding  only  one  position — preferred  stock  the  divi- 
dend rate  on  which  changes  periodically  so  as  to  maintain  the 
market  value  of  the  stock  at  or  near  its  stated  value — will  not, 
absent  other  facts,  lose  the  dividends  received  deduction  with  re- 
spect to  that  stock. 

For  purposes  of  the  new  rules,  a  distribution  which,  had  it  quali- 
fied as  a  dividend,  would  have  been  an  extraordinary  dividend  is  to 
be  treated  as  an  extraordinary  dividend  even  though  the  distribut- 
ing corporation  has  no  current  or  accumulated  earnings  and  prof- 
its. In  such  a  case,  the  amount  of  the  distribution  is  to  be  reduced 
by  the  amount  of  any  reduction  in  basis  resulting  from  the  applica- 
tion of  section  301(c)(2). 

In  the  case  of  any  distribution  of  appreciated  property  with  re- 
spect to  a  share  of  stock,  whether  or  not  a  dividend  and  whether  or 
not  extraordinary,  the  distributee  corporate  shareholder  shall  not 
be  treated  as  acquiring  the  property  before  the  date  on  which  it  ac- 
quired such  share  if  its  basis  in  the  property  is  determined  with 
reference  to  its  basis  in  the  hands  of  the  distributing  corporation 
under  section  301(d)(2). 

The  Secretary  is  authorized  to  prescribe  such  regulations  as  may 
be  appropriate  to  carry  out  the  purposes  of  the  new  rules,  includ- 
ing regulations  governing  their  applicability  in  the  case  of  stock 
dividends,  stock  splits,  reorganizations,  and  other  similar  transac- 
tions. 

Effective  Date 

Except  for  the  holding  period  rules,  the  foregoing  provisions 
apply  to  distributions  after  March  1,  1984,  in  taxable  years  ending 
after  that  date.  The  holding  period  provisions  are  generally  appli- 
cable to  stock  acquired  after  the  date  of  enactment,  in  taxable 
years  ending  after  such  date,  except  that  the  provision  preventing 
a  distributee  from  tacking  on  the  holding  period  of  the  distributing 
corporation  is  effective  for  dividends  declared  after  the  date  of  en- 
actment. 
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Revenue  Effect 

These  provisions  will  increase  fiscal  year  budget  receipts  by  $140 
million  in  1985,  $100  million  in  1986,  $100  million  in  1987,  $100 
million  in  1988,  and  $100  million  in  1989. 


4.  Distributions  of  Appreciated  Property  by  Corporations  (sec.  54 
of  the  bill  and  sec.  311(d)  of  the  Code) 

Present  Law 

Under  present  law,  a  corporation  generally  does  not  recognize 
income  on  the  distribution,  with  respect  to  its  stock,  of  property. 
There  are  several  exceptions  to  this  rule.  First,  such  a  distribution 
will  generally  trigger  recapture,  as  under  section  1245  (relating  to 
depreciable  personal  property).  Second,  the  distribution  of  inven- 
tory accounted  for  on  a  LIFO  basis  will  give  rise  to  ordinary 
income  to  the  extent  of  the  difference  between  what  the  inventory 
amount  of  such  inventory  would  have  been  had  it  been  accounted 
for  on  a  FIFO  basis  and  what  the  inventory  amount  of  such  inven- 
tory is  on  the  LIFO  basis  (sec.  311(b)).  Third,  if  a  corporation  dis- 
tributes property  which  is  subject  to  a  liability,  or  the  shareholder 
assumes  a  liability  of  the  corporation  in  connection  with  the  distri- 
bution, gain  is  generally  recognized  to  the  corporation  to  the  extent 
such  liability  exceeds  the  adjusted  basis  of  the  distributed  property 
as  if  the  property  had  been  sold  (sec,  311(c)).  Fourth,  if  a  corpora- 
tion distributes  property  in  a  redemption  to  which  sections  301 
through  307  apply  and  the  fair  market  value  of  such  property  ex- 
ceeds its  adjusted  basis,  gain  in  an  amount  equal  to  the  excess  is 
recognized  to  the  corporation  as  if  the  property  had  been  sold. 

There  are  also  several  exceptions  to  the  rule  requiring  recogni- 
tion of  gain  with  respect  to  distributions  of  property  in  a  redemp- 
tion to  which  sections  301  through  307  apply.  First,  gain  is  not  rec- 
ognized with  respect  to  distributions  in  a  redemption  of  stock  of  a 
certain  corporate  shareholders  if  the  basis  of  the  distributed  prop- 
erty to  the  distributee  is  determined  with  reference  to  its  adjusted 
basis  in  the  hands  of  the  distributing  corporation  (sec.  311(d)(2)(A)). 
Second,  gain  is  not  recognized  with  respect  to  certain  distributions 
in  redemption  of  stock  of  noncorporate  shareholders  if  the  distribu- 
tion qualifies  as  a  partial  liquidation  (sec.  311(d)(2)(B)).  Third,  gain 
is  not  recognized  with  respect  to  distributions  in  a  redemption  of 
stock  qualifying  under  section  311(e)(2)  (relating  to  distributions  of 
stock  or  securities  of  certain  controlled  corporations  to  persons 
holding  qualified  stock,  as  defined  in  section  311(e))  or  section 
303(a)  (relating  to  distributions  to  pay  death  taxes),  certain  distri- 
butions to  private  foundations,  and  certain  distributions  by  regulat- 
ed investment  companies. 

Reasons  for  Change 

In  many  situations,  present  law  permits  a  corporation  to  distrib- 
ute appreciated  property  to  its  shareholders  without  recognizing 
the  gain.  In  such  a  case,  if  the  distributee  is  an  individual,  the 
basis  of  the  property  will  be  stepped  up  without  any  corporate-level 

(1189) 


1190 


tax  having  been  paid  (although  the  individual  shareholder  will 
often  have  dividend  income  in  an  amount  equal  to  the  fair  market 
value  of  the  property).  The  committee  believes  that  under  a  double- 
tax  system,  the  distributing  corporation  generally  should  be  taxed 
on  any  appreciation  in  value  of  any  property  distributed  in  a  non- 
liquidating  distribution.  For  example,  had  the  corporation  sold  the 
property  and  distributed  the  proceeds,  it  would  have  been  taxed. 
The  result  should  not  be  different  if  the  corporation  distributes  the 
property  to  its  shareholders  and  the  shareholders  then  sell  it.  Fur- 
thermore, if  the  shareholder  is  a  corporation,  present  law  generally 
permits  gain  on  distributed  property  to  be  deferred,  until  the 
shareholder  sells  it.  The  committee  generally  believes  that  deferral 
to  be  inappropriate. 

Explanation  of  Provisions 

Under  the  bill,  gain  (but  not  loss)  is  generally  recognized  to  the 
distributing  corporation  on  any  ordinary,  non-liquidating  distribu- 
tion, whether  or  not  it  qualifies  as  a  dividend,  of  property  to  which 
subpart  A  (sees.  301  through  307)  applies  as  if  such  property  had 
been  sold  by  the  distributing  corporation  for  its  fair  market  value 
rather  than  distributed.  The  general  rule  applies  whether  or  not 
there  is  a  redemption  of  stock. 

If  the  distribution  is  in  a  redemption  of  stock,  the  present-law  ex- 
ceptions to  the  recognition  of  gain  generally  remain.  However,  gain 
is  to  be  recognized  if  the  distribution  in  redemption  is  to  a  domestic 
corporate  shareholder  unless  such  shareholder  is  then  an  80  per- 
cent or  more  shareholder,  that  is,  unless  it  owns,  at  the  time  of  the 
distribution,  stock  possessing  at  least  80  percent  of  the  total  com- 
bined voting  power  of  all  classes  of  stock  of  the  distributing  corpo- 
ration and  at  least  80  percent  of  the  total  number  of  all  other 
classes  of  stock  of  the  distributing  corporation  (not  including  non- 
voting stock  which  is  limited  and  preferred  as  to  dividends).  Fur- 
thermore, the  distributee  is  not  to  be  treated  as  an  80  percent  or 
more  shareholder  unless  the  distributee's  basis  in  the  distributed 
property  is  determined  with  reference  to  its  basis  to  the  distribut- 
ing corporation  (determined  without  regard  to  this  section). 

If  the  distribution  is  not  in  a  redemption  of  stock,  gain  is  to  be 
recognized  in  full  unless  the  distribution  is  to  a  corporation  that  at 
the  time  of  the  distribution  is  an  80  percent  or  more  shareholder 
(as  determined  above). 

In  addition,  if  the  distribution  is  not  in  a  redemption  of  stock, 
gain  is  not  to  be  recognized  to  the  distributing  corporation  with  re- 
spect to  property  distributed  to  a  shareholder  other  than  a  corpora- 
tion in  a  qualified  dividend.  A  qualified  dividend  is  a  distribution  of 
property  which  is  a  dividend,  is  of  property  used  by  the  distributing 
corporation  immediately  before  the  distribution  in  the  active  con- 
duct of  a  trade  or  business,  and  is  not  property  described  in  section 
1221(1)  relating  to  inventory  or  certain  other  assets)  or  section 
1221(4)  (relating  to  certain  accounts  and  notes  receivables).  Fur- 
thermore, the  dividend  must  be  with  respect  to  qualified  stock,  as 
defined  in  section  311(e).  The  committee  intends  that  the  distribu- 
tion of  property  described  in  either  such  section  is  to  be  treated  as 
made  out  of  earnings  and  profits  to  the  extent  thereof. 
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The  committee  intends  no  change  in  the  applicability  of  the  re- 
capture rules  of  present  law,  except  as  indicated. 

The  bill  also  provides  that  section  311(b)  (relating  to  distributions 
of  LIFO  inventory)  and  section  311(c)  (relating  to  liabilities  in 
excess  of  adjusted  basis)  are  to  be  applied  before  any  of  the  other 
provisions.  Thus,  for  example,  assume  that  a  corporation  distrib- 
utes LIFO  inventory  to  an  individual  shareholder  not  in  a  redemp- 
tion of  stock.  Assume  further  that  the  LIFO  inventory  amount  is 
$100,  its  FIFO  inventory  amount  is  $125,  and  the  inventory  is 
worth  $120.  The  distribution  corporation  would  have  ordinary 
income  of  $25.  If  the  inventory  is  worth  $130,  the  distributing  cor- 
poration would  have  ordinary  income  of  $30. 

Effective  Date 

The  provisions  are  effective  with  respect  to  distributions  declared 
after  the  date  of  enactment  of  the  bill  in  taxable  years  ending  after 
such  date.  However,  the  provisions  do  not  apply  to  certain  distribu- 
tions of  any  interests  in  a  royalty  trust  made  before  February  1, 
1986. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $3  mil- 
lion in  1984,  $18  million  in  1985,  $64  million  in  1986  and  $114  mil- 
lion in  1987. 


5.  Capital  Gains  Distributions  from  Regulated  Investment  Compa- 
nies and  Real  Estate  Investment  Trusts  (sec.  55  of  the  bill  and 
sees.  852(b)(4)  and  857(b)(7)  of  the  Code) 

Present  Law 

Generally,  regulated  investment  companies  ("RICs")  that  distrib- 
ute their  income  are  not  subject  to  Federal  income  taxes.  Rather, 
that  income  is  taxed  directly  to  their  shareholders. 

RICs  frequently  realize  long-term  capital  gain  income.  That 
income  is  generally  treated  as  long-term  capital  gain  income  to  the 
shareholders.  Under  these  rules,  a  person  can  buy  stock  of  a  RIC 
immediately  before  the  ex-dividend  date  of  a  distribution  of  long- 
term  capital  gain  income  by  the  RIC  and  sell  the  stock  shortly 
thereafter.  The  distribution  will  reduce  the  value  of  the  stock  so 
that  the  shareholder  will  have  a  loss  when  he  sells  it.  Under 
present  law,  if  the  stock  is  held  for  less  than  31  days,  the  loss,  to 
the  extent  of  any  long-term  capital  gain  resulting  from  the  distri- 
bution, is  treated  as  long-term  capital  loss.  However,  if  the  share- 
holder holds  the  stock  for  32  days  but  not  more  than  1  year,  the 
loss,  if  capital  in  character,  is  short-term.  Similar  rules  apply  with 
respect  to  real  estate  investment  trusts. 

Under  these  rules,  a  person  can  convert  short-term  capital  gain 
into  lower-taxed  long-term  capital  gain  by  buying  RIC  or  REIT 
stock  immediately  before  the  ex-dividend  date  of  a  long-term  capi- 
tal gain  distribution,  waiting  32  days,  and  then  selling  the  stock. 

Reason  for  Change 

The  committee  believes  that  present  law  offers  too  much  of  an 
opportunity  to  convert  short-term  into  long-term  capital  gain.  The 
committee  believes  that  the  31-day  holding  period  requirement 
should  be  lengthened  to  discourage  taxpayers  from  making  tax-mo- 
tivated purchases  of  RIC  or  REIT  stock  shortly  before  ex-dividend 
dates  for  capital  gains  distributions. 

Explanation  of  Provision 

If  a  shareholder  of  a  RIC  or  REIT  holds  its  stock  for  less  than  6 
months,  any  loss  recognized  on  the  sale  of  such  stock  is  to  be  treat- 
ed as  long-term  capital  loss  to  the  extent  of  any  distribution  to  him 
with  respect  to  such  stock  which  is  treated  as  long-term  capital 
gain.  There  is  an  exception  for  dispositions  of  stock  pursuant  to  a 
periodic  redemption  plan.  In  determining  how  long  a  shareholder 
has  held  stock  of  a  RIC  or  REIT  for  this  purpose,  rules  similar  to 
those  of  section  246(c)(3)  and  section  246(c)(4),  as  amended  by  the 
bill,  are  to  apply. 
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Effective  Date 

The  provisions  are  applicable  to  losses  incurred  on  stock  with  re- 
spect to  which  the  taxpayer's  holding  period  begins  after  the  date 
of  enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $83 
million  in  1986  and  $89  million  in  1987. 


6.  Denial  of  Deductions  for  Certain  Expenses  Incurred  In  Connec- 
tion with  Short  Sales  (sec.  56  of  the  bill  and  sees.  163(d),  263, 
and  265  of  the  Code) 

Present  Law 

If  a  distribution  becomes  payable  on  stock  with  respect  to  which 
the  taxpayer  has  made  a  short  sale,  the  taxpayer  is  generally  re- 
quired to  pay  an  amount  equal  to  the  fair  market  value  of  the  dis- 
tribution to  the  lender  of  the  stock  sold  short.  The  Internal  Reve- 
nue Service  has  ruled  that  this  payment  in  lieu  of  a  dividend  is 
fully  deductible.  Rev.  Rul.  72-521,  1972-2  C.B.  178;  and  Rev.  Rul.  62- 
42,  1962-1  C.B.  133.  In  general,  the  stock  may  be  expected  to  decline 
in  value  by  an  amount  equivalent  to  the  fair  market  value  of  the 
distribution,  and  the  taxpayer  can  close  out  the  short  sale  and  real- 
ize a  short-term  capital  gain  equal  to  the  dividend  substitute  pay- 
ment. Net  capital  loss  from  other  transactions,  the  deductibility  of 
which  would  otherwise  be  limited,  may  be  deducted  against  the 
short-term  gain  from  the  short  sale  and  be  replaced  by  a  current 
deduction  against  ordinary  income. 

Present  law  limits  the  deduction  of  investment  interest  generally 
to  an  amount  equal  to  net  investment  income  plus  $10,000.  Invest- 
ment interest  is  defined  as  interest  paid  or  accrued  on  indebtedness 
incurred  or  continued  to  purchase  or  carry  investment  property 
but  does  not  specifically  include  any  amount  to  carry  personal 
property  used  in  a  short  sale.  Present  law  also  disallows  a  deduc- 
tion for  interest  relating  to  tax-exempt  interest  but  does  not  specifi- 
cally extend  the  disallowance  to  costs  to  purchase  or  carry  property 
used  in  a  short  sale. 

Reasons  for  Change 

The  short  sale  transaction  described  above  provides  a  means  to 
avoid  the  limitations  on  the  deductibility  of  capital  losses  through 
a  scheme  lacking  economic  substance.  A  taxpayer  may  sell  stock 
short  just  before  the  ex-dividend  date,  deducting  his  payment  in 
lieu  of  the  dividend  against  ordinary  income,  and  realize  an  offset- 
ting short-term  capital  gain  upon  closing  the  short  sale.  Capital 
losses,  whose  deductibility  against  ordinary  income  is  limited,  may 
be  deducted  against  the  short-term  capital  gain.  For  a  taxpayer 
with  both  long-term  capital  gain  and  short-term  capital  loss,  the 
transaction  is  also  attractive,  because  it,  in  effect,  converts  ordi- 
nary income  into  long-term  capital  gain. 

In  the  case  of  large  dividends,  these  short  sale  transactions  prior 
to  ex-dividend  dates  are  widely  used  to  avoid  tax.  For  example, 
Chrysler  Corp.  recently  paid  a  large  dividend  on  10  million  shares 
of  preferred  stock.  At  the  time  of  the  ex-dividend  date,  short  sales 
of  the  preferred  stock  exceeded  6  million  shares. 
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Furthermore,  costs  incurred  in  a  short  sale  for  the  use  of  proper- 
ty to  produce  investment  income  or  exempt  interest  have  the  same 
function  relative  to  such  investment  income  or  exempt  interest  as 
interest,  the  deduction  of  which  is  limited  or  disallowed  under 
present  law.  The  committee  believes  that  the  tax  treatment  of  in- 
terest and  short  sale  expenses  should  be  conformed. 

Explanation  of  Provision 

The  bill  disallows  the  deduction  of  any  amount  paid  by  reason  of 
the  payment  of  a  distribution  on  stock  used  by  the  taxpayer  in  a 
short  sale  if  the  short  sale  is  closed  on  or  before  15  days  after  the 
date  of  the  short  sale  (on  or  before  the  day  one  year  after  the  date 
of  the  short  sale  in  the  case  of  any  amount  paid  by  reason  of  an 
extraordinary  dividend,  generally  as  defined  in  sec.  53  of  the  bill). 
The  amount  disallowed  as  a  deduction  is  charged  to  capital  account 
and  added  to  the  basis  of  the  stock  used  to  close  the  short  sale. 

In  determining  how  long  a  short  sale  is  kept  open,  there  is  not  to 
be  included  any  period  during  which  the  taxpayer  holds,  has  an 
option  to  buy,  or  is  under  a  contractual  obligation  to  buy,  substan- 
tially identical  stock  or  securities  or  is  otherwise  substantially  pro- 
tected from  the  risk  of  loss  from  the  short  sale  by  reason  of  the 
holding  of  1  or  more  positions. 

The  provisions  restricting  the  deduction  of  investment  interest 
and  disallowing  interest  relating  to  tax-exempt  interest  are  ex- 
tended to  costs  incurred  to  carry  property  used  in  a  short  sale 
which  are  not  required  to  be  capitalized  as  described  above.  This 
rule  is  applicable  regardless  of  whether  the  property  sold  short  is 
equity  or  debt. 

Effective  Date 

The  above  provisions  are  applicable  with  respect  to  amounts  paid 
or  incurred  after  the  date  of  enactment,  in  taxable  years  ending 
after  such  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $22 
million  in  1984,  $32  million  in  1985,  $38  million  in  1986,  $43  million 
in  1987,  $48  million  in  1988,  and  $54  million  in  1989. 


7.  Warrants  (sec.  57  of  the  bill  and  sec.  1032  of  the  Code) 


Present  Law 

Prior  to  the  Tax  Reform  Act  of  1976,  gain  to  the  grantor  of  an 
option  to  buy  property  arising  from  the  failure  of  the  holder  to  ex- 
ercise it  generally  resulted  in  ordinary  income  to  the  grantor.  In 
Rev.  Rul.  72-198,  1972-1  C.B.  223,  the  Internal  Revenue  Service 
stated  its  position  that  the  general  rule  applied  with  respect  to 
warrants  issued  by  a  corporation  to  acquire  its  own  stock,  reason- 
ing that  warrants  are  a  kind  of  option.  Under  the  Service's  posi- 
tion, a  corporation  would  have  $2  of  ordinary  income  if  a  warrant 
it  issued  for  $2  lapsed  without  being  exercised.  Similarly,  the  Serv- 
ice has  allowed  a  corporation  to  deduct  a  loss  if  it  bought  back  war- 
rants to  acquire  its  own  stock  for  more  than  it  received  upon  their 
issuance. 1 

The  Service's  position  is  arguably  inconsistent  with  some  old  case 
law.  For  example,  Illinois  Rural  Credit  Association,  3  B.T.A.  1178 
(1&26),  held  that  subscription  payments  made  to  a  corporation  as  a 
down  payment  on  the  purchase  of  stock  of  the  corporation  were  not 
includible  in  the  corporation's  income  when  they  were  forfeited  to 
the  corporation.  The  transaction  was  viewed  as  capital  in  charac- 
ter. 

The  Tax  Reform  Act  of  1976  changed  the  rules  applicable  to  op- 
tions to  buy  property  (sec.  1234).  Under  those  rules,  gain  or  loss  to 
the  grantor  of  an  option  from  any  closing  transaction  with  respect 
to,  and  gain  on  the  lapse  of,  such  an  option  is  treated  as  short-term 
capital  gain  or  loss.  However,  the  legislative  history  of  the  new 
rules  indicated  that  Congress  was  aware  of,  and  taking  no  position 
on,  the  question  whether  a  corporation  realizes  income  when  war- 
rants to  purchase  its  stock  from  it  expire  unexercised,  or  lapse.  The 
Service  continues  to  adhere  to  its  position  that  warrants  should  be 
treated  like  other  options. 

Present  law  treats  the  issuance  of  notes  and  warrants  together 
as  coming  within  the  investment  unit  rules  of  the  original  issue  discount 
rules. 

Section  1032  provides  that  a  corporation  recognizes  no  gain  or 
loss  on  the  receipt  of  money  or  other  property  in  exchange  for  its 
stock.  Furthermore,  a  corporation  does  not  recognize  gain  or  loss 
when  it  redeems  its  stock,  with  cash,  for  less  or  more  than  it  re- 
ceived when  the  stock  was  issued. 

Reasons  for  Change 

Present  law  can  put  the  Service  into  an  unacceptable  position.  If 
a  corporation  issues  a  warrant  for  $2  and  buys  it  back  for  $1,  it  is 


1  See,  e.g.,  LTR  8023025  (February  28,  1980)  and  LTR  7745009  (July  28,  1977). 
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likely  to  argue  that,  notwithstanding  Rev.  Rul.  72-198,  it  recognizes 
no  income,  citing  Illinois  Rural  Credit  Association  and  other  au- 
thorities. If  the  corporation's  stock  goes  up  in  value  and  the  corpora- 
tion buys  the  warrant  back  for  $3,  it  is  likely  to  claim  a  loss,  citing 
Rev.  Rul.  72-198.  The  committee  desires  to  end  this  discontinuity. 
Furthermore,  the  committee  believes  that  the  repurchase  of  a  war- 
rant by  the  issuing  corporation  should  not  produce  different  tax 
consequences  to  the  corporation  than  an  exercise  of  the  warrant 
followed  by  a  repurchase  by  the  corporation  of  the  newly  issued 
stock. 

Explanation  of  Provision 

Under  the  bill,  a  corporation  does  not  recognize  gain  or  loss  on 
the  issuance  of  a  warrant  or  on  any  lapse  or  repurchase  of  the  war- 
rant. 

Effective  Date 

The  provision  is  applicable  to  warrants  acquired  or  lapsing  after 
the  date  of  enactment  of  the  bill,  in  taxable  years  ending  after  such 
date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $5  million  annually. 
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8.  Accumulated  Earnings  Tax  (sec.  58  of  the  bill  and  sees.  532  and 
535(b)  of  the  Code) 

Present  Law 

Section  531  et  seq.  impose  an  accumulated  earnings  tax  on  a  cor- 
poration that  is  formed  or  availed  of  for  the  purpose  of  avoiding 
the  income  tax  with  respect  to  shareholders  by  permitting  earnings 
and  profits  to  accumulate  instead  of  being  distributed.  The  fact 
that  a  corporation  is  a  mere  holding  or  investment  company  is 
prima  facie  evidence  of  a  tax  avoidance  motive.  In  the  case  of  other 
corporations,  an  accumulation  of  earnings  and  profits  beyond  the 
reasonable  needs  of  the  business  is  determinative  of  a  tax  avoid- 
ance purpose  unless  the  corporation  proves  to  the  contrary. 

Where  applicable,  the  accumulated  earnings  tax  is  imposed  at  a 
rate  of  27  1/2  percent  of  the  first  $100,000  of  accumulated  taxable 
income  and  at  a  rate  of  38  1/2  percent  of  accumulated  taxable 
income  in  excess  of  $100,000.  The  term  "accumulated  taxable 
income"  means  taxable  income,  with  certain  adjustments,  reduced 
by  a  deduction  for  any  dividends  paid.  In  determining  accumulated 
taxable  income,  a  corporation  is  permitted  to  deduct  any  net  capi- 
tal loss  during  the  year  in  question.  However,  a  net  capital  loss  is 
not  allowed  as  a  deduction  against  taxable  income  (but  can  be  car- 
ried back  or  forward  as  a  deduction  against  capital  gain).  A  corpo- 
ration is  also  permitted  to  deduct  from  accumulated  taxable 
income  its  net  capital  gain,  determined  without  regard  to  capital 
loss  carrybacks  or  carryovers,  less  taxes  attributable  to  such  capital 
gain. 

Reasons  for  Change 

The  deduction  from  accumulated  taxable  income  for  net  capital 
losses  was  introduced  in  1936.  Presumably,  its  purpose  was  to 
permit  a  corporation  to  accumulate  income  in  order  to  restore 
losses  sustained  in  the  course  of  its  business.  While  there  may  have 
been  ample  justification  for  the  deduction  in  1936,  there  is  little 
justification  today.  As  a  result  of  a  series  of  provisions  enacted  be- 
ginning in  1939,  business  losses  are  now  very  seldom  treated  as 
capital  losses. 

The  special  deduction  for  net  capital  losses  is  particularly  diffi- 
cult to  justify  in  the  case  of  a  mere  holding  or  investment  compa- 
ny. Allowing  such  a  company  to  deduct  net  capital  losses  is  incon- 
sistent with  the  treatment  of  qualified  regulated  investment  com- 
panies and  real  estate  investment  trusts.  These  entities  are  re- 
quired to  distribute  a  high  percentage  of  their  income  annually 
and,  for  this  purpose,  net  capital  losses  are  not  allowed  as  a  deduc- 
tion in  determining  their  income. 
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A  rather  elaborate  scheme  has  been  utilized  by  a  number  of  in- 
vestment companies  to  exploit  the  special  deduction  from  accumu- 
lated taxable  income  for  net  capital  losses.  Under  this  scheme,  an 
investment  company  that  does  not  elect  to  be  taxed  as  a  regulated 
investment  company  is  formed  to  accumulate  dividend  income, 
with  the  intention  that  neither  the  shareholders  nor  the  corpora- 
tion itself  will  pay  more  than  a  minimal  amount  in  current  taxes. 
Its  stock  is  widely-held. 

The  corporation's  assets  are  invested  primarily  in  dividend- 
paying  stock  so  that,  for  the  most  part,  the  corporation's  income 
will  be  dividends  eligible  for  the  85-percent  dividends  received  de- 
duction. To  the  extent  of  slightly  more  than  the  remaining  15  per- 
cent of  income,  the  corporation  will  have  deductible  expenses  con- 
sisting of  management  fees,  brokerage  fees,  interest,  and  other 
items.  Consequently,  the  corporation  will  have  no  regular  taxable 
income.  The  85  percent  dividends  received  deduction  will  not  shield 
the  corporation  from  the  accumulated  earnings  tax,  however,  be- 
cause the  dividends  received  deduction  is  added  back  to  taxable 
income  in  computing  accumulated  taxable  income. 

Initially,  the  corporation  may  contend  that  because  its  shares  are 
publicly-held,  it  is  not  subject  to  the  accumulated  earnings  tax. 
However,  if  the  corporation  is  nominally  subject  to  the  accumulat- 
ed earnings  tax,  it  may  avoid  actual  liability  for  the  tax  almost 
completely  by  carefully  structuring  the  timing  of  its  capital  gains 
and  losses.  For  example,  the  corporation  might  for  several  years  ar- 
range to  realize  an  annual  capital  loss  equal  to  the  amount  of  divi- 
dends received  during  the  year  (less  operating  expenses).  Because 
net  capital  losses  are  allowed  as  a  deduction  from  accumulated  tax- 
able income,  the  corporation  would  not  be  subject  to  the  accumu- 
lated earnings  tax  in  these  years. 

The  corporation  then  might  take  all  of  its  capital  gains  in  one 
year.  These  capital  gains  would  not  be  subject  to  regular  income 
tax  to  the  extent  that  they  are  offset  by  the  capital  losses  sustained 
in  earlier  years.  Moreover,  these  capital  gains  for  the  most  part 
would  not  be  subject  to  the  accumulated  earnings  taxes.  The  allow- 
ance of  a  deduction  for  net  capital  losses  as  well  as  a  deduction  for 
net  capital  gains  realized  in  subsequent  years  (not  reduced  by  capi- 
tal loss  carryovers),  less  taxes  attributable  thereto,  in  determining 
accumulated  taxable  income  effectively  permits  the  capital  losses 
to  be  taken  into  account  twice. 

The  committee  knows  of  no  reason  why  widely-held  companies 
should  be  automatically  exempt  from  the  accumulated  earnings 
tax.  Nor  can  it  justify  the  deductions  from  accumulated  taxable 
income  of  both  net  capital  losses  and  net  capital  gains,  as  permit- 
ted under  present  law. 

Explanation  of  Provisions 

The  bill  clarifies  that  the  mere  fact  that  the  stock  of  a  corpora- 
tion is  widely-held  does  not  exempt  it  from  imposition  of  the  accu- 
mulated earnings  tax.  This  rule  applies  to  operating  companies  as 
well  as  mere  holding  or  investment  companies. 

Under  the  bill,  the  deduction  from  accumulated  taxable  income 
for  net  capital  gain,  less  taxes  attributable  thereto,  remains.  Nor  is 
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any  change  made  in  the  method  of  determining  the  taxes  attributa- 
ble to  the  net  capital  gain.  However,  in  determining  net  capital 
gain  during  any  taxable  year  for  this  purpose,  net  capital  loss  for 
any  prior  taxable  years  shall  be  treated  as  short-term  capital  loss 
during  such  taxable  year.  Furthermore,  the  deduction  from  accu- 
mulated taxable  income  for  net  capital  loss  sustained  during  the 
taxable  year  generally  remains.  However,  that  latter  deduction  is 
subject  to  reduction. 

In  general,  the  reduction  is  equal  to  any  deduction  from  accumu- 
lated taxable  income,  for  preceding  taxable  years  beginning  after 
December  31,  1984,  for  net  capital  gain,  less  regular  taxes  attribut- 
able thereto.  However,  in  no  event  is  the  same  net  capital  gain, 
less  taxes  attributable  thereto,  to  be  used  to  reduce  the  deduction 
for  net  capital  loss  more  than  once.  Furthermore,  if  the  corpora- 
tion's accumulated  earnings  and  profits  as  of  the  close  of  the  pre- 
ceding taxable  year  are  less  than  the  reduction  that  would  other- 
wise be  made  for  a  taxable  year,  the  reduction  for  that  taxable 
year  is  to  be  limited  to  the  amount  of  such  accumulated  earnings 
and  profits. 

The  rule  of  present  law  that  capital  loss  carrybacks  and  carryfor- 
wards do  not  reduce  accumulated  taxable  income  remains. 

Two  special  rules  are  provided  for  mere  holding  or  investment 
companies,  as  that  term  is  applied  under  the  accumulated  earnings 
tax  provisions.  First,  they  are  allowed  no  deduction  from  accumu- 
lated taxable  income  for  net  capital  loss.  Second,  for  all  purposes  of 
subchapter  C  (sec.  301  through  sec.  385),  accumulated  earnings  and 
profits  shall  not  be  less  than  they  would  have  been  had  section 
535(b),  as  amended  by  the  bill,  applied  to  all  taxable  years  begin- 
ning after  the  date  of  enactment. 

Effective  Date 

The  provisions  relating  to  the  determination  of  accumulated  tax- 
able income  apply  to  all  taxable  years  beginning  after  the  date  of 
enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $62 
million  in  1985,  $78  million  in  1986,  and  $33  million  in  1987. 


9.  Exchange  of  Debt  for  Stock  (sec.  59  of  the  bill  and  sec.  108  of 

the  Code) 

Present  Law 

Under  present  law,  income  is  realized  when  indebtedness  is  for- 
given or  in  other  ways  cancelled  (sec.  61(a)(12)).  For  example,  if  a 
corporation  issues  bonds  at  par  and  later  repurchases  the  bonds  at 
less  than  par,  the  difference  is  taxable  at  that  time.  Present  law 
(sec.  108)  provides  that  income  from  the  discharge  of  indebtedness 
of  a  corporation  may  be  excluded  from  income  if  the  corporation 
reduces  the  basis  in  depreciable  property.  This  allows  the  corpora- 
tion to,  in  effect,  defer  the  income.  Special  rules  apply  to  title  11 
(bankruptcy)  cases  and  to  corporations  which  are  insolvent. 

Cases  have  held  that  there  is  an  exception  to  the  rule  for  income 
on  discharge  of  indebtedness  where  a  corporate  debtor  issues  its 
own  stock  to  cancel  its  indebtedness.2  This  exception  was  grounded 
on  the  theory  that  the  stock  was  simply  a  substitute  liability  for 
the  debt  and  that  no  event  had  occurred  which  should  cause  the 
recognition  of  income.  However,  the  exception  is  applied  notwith- 
standing the  fact  that  the  stock  may  be  substantially  different  than 
the  debt  obligation,  or  that  the  value  of  the  stock  issued  is  substan- 
tially less  than  the  debt  cancelled. 

Reasons  for  Change 

Under  present  law,  a  corporation  is  treated  differently  where  it 
issues  stock  to  discharge  its  debts  than  where  it  raises  new  capital 
by  a  stock  issuance  and  uses  that  capital  to  discharge  its  outstand- 
ing debts.  The  latter  case  would  give  rise  to  income  from  the  dis- 
charge of  indebtedness.  Present  law  also  allows  a  corporation 
which  retires  existing  indebtedness  for  stock  and  then  issues  new 
indebtedness  with  a  lower  principal  amount  and  a  higher  interest 
rate  to  obtain  a  larger  interest  deduction,  notwithstanding  that 
total  debt  payments  (principal  and  interest)  may  have  remained 
unchanged. 

For  these  reasons,  the  committee  believes  that  the  so-called 
"stock-for-debt"  exception  should  be  repealed,  for  solvent  corpora- 
tions outside  of  a  title  11  proceeding. 

Explanation  of  Provision 

The  bill  treats  a  corporation  which  issues  stock  in  cancellation  of 
its  debt  in  the  same  manner  as  if  it  had  satisfied  the  indebtedness 
with  an  amount  of  money  equal  to  the  fair  market  value  of  the 
stock.  Thus,  the  corporation  will  have  income  from  the  discharge  of 
indebtedness  to  the  extent  the  principal  of  the  debt  exceeds  the 


2  See,  for  example,  Motor  Mart  Trust  v.  Comm'r,  156  F.2d  122  (1st  Cir.  1946). 
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value  of  the  stock  (and  other  property  transferred,  if  any)  exceeds 
the  principal  of  the  debt. 

This  rule  will  not  apply  to  insolvent  corporations  or  to  corpora- 
tions in  a  title  11  case. 

Effective  Date 

The  provision  will  apply  to  transfers  or  stock  issuances  after  the 
date  of  enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $5  million  annually. 


10.  Distributions  By  a  Corporation  of  Debt  Obligations  Having  a 
Fair  Market  Value  Less  Than  Par  (sec.  60  of  the  bill) 

Present  Law 

A  distribution  by  a  corporation  constitutes  a  dividend  only  if  out 
of  current  or  accumulated  earnings  and  profits.  The  fair  market 
value  of  property  distributed  as  a  dividend  is  includible  in  the  gross 
income  of  an  individual  shareholder. 

A  corporation  can  distribute  as  a  dividend  its  own  debt  obliga- 
tions. Those  obligations  may  have  a  fair  market  value  less  than 
their  face  amount.  That  is,  they  may  carry  a  stated  interest  rate 
which  is  below  the  prevailing  market  rate.  In  such  a  case,  an  indi- 
vidual shareholder  would  have  dividend  income  in  an  amount 
equal  to  the  value  of  the  obligations  distributed  to  him.  But  the 
corporation  may  contend  that,  under  present  law,  it  can  reduce  its 
earnings  and  profits  by  the  principal  amount  of  such  obligations 
(sec.  312(a)).  The  result  could  be  to  eliminate  earnings  and  profits 
at  the  cost  of  a  relatively  small  dividend  tax.  Distributions  made  by 
a  corporation  with  no  earnings  and  profits  are  not  dividends  but  a 
return  of  capital. 

Furthermore,  taxpayers  may  argue  that,  under  present  law,  such 
an  obligation  is  not  subject  to  the  original  issue  discount  rules.  If 
that  is  correct,  a  shareholder  on  the  cash  basis  may  report  no 
income  with  respect  to  the  discount  until  it  is  paid,  and  the  income 
may  qualify  as  capital  gain.  Similarly,  an  accrual  basis  obligor  may 
claim  interest  deductions  currently  on  a  straight-line  or  ratable 
rather  than  a  constant  rate  basis,  thereby  accelerating  deductions 
of  the  discount. 

Reasons  for  Change 

The  committee  does  not  believe  that  a  dividend  distribution 
should  reduce  earnings  and  profits  by  more  than  the  amount  in- 
cludible as  a  dividend  in  the  gross  income  of  an  individual  recipi- 
ent of  such  a  distribution.  Furthermore,  the  committee  believes 
that  obligations  distributed  by  a  corporation  that  bear  economic 
discount  should  be  subject  to  the  general  original  issue  discount 
rules. 

Explanation  of  Provisions 

In  the  case  of  a  dividend  distribution  by  a  corporation  of  its  own 
debt  securities  at  a  discount,  the  corporation's  earnings  and  profits 
are  to  be  reduced  by  the  issue  price  of  the  securities  at  the  time  of 
the  distribution  (determined  under  the  original  issue  discount 
rules).  Furthermore,  any  such  securities  are  to  be  subject  to  the 
original  issue  discount  rules.  No  inference  is  intended  as  to  the 
proper  treatment  with  respect  to  such  securities  under  present  law. 
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Effective  Date 

These  provisions  apply  to  obligations  distributed  after  the  date  of 
enactment. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $10  million  annually. 


11.  Consolidated  Returns  (sec.  61  of  the  bill  and  Sec.  1504  of  the 

Code) 

Present  Law 

In  general,  an  affiliated  group  of  corporations  has  the  privilege 
of  filing  consolidated  Federal  income  tax  returns.  Once  a  group 
commences  filing  such  returns,  it  must  generally  continue  to  do  so. 

Section  1504  defines  the  term  affiliated  group.  Under  that  defini- 
tion, an  affiliated  group  means  1  or  more  chains  of  includible  cor- 
porations connected  through  stock  ownership  with  a  common 
parent  which  is  an  includible  corporation  if  (i)  stock  possessing  at 
least  80  percent  of  the  voting  power  of  all  classes  of  stock  and  at 
least  80  percent  of  each  class  of  the  nonvoting  stock  of  each  includi- 
ble corporation  (except  the  common  parent)  is  owned  directly  by  1 
or  more  other  includible  corporations,  and  (ii)  the  common  parent 
owns  directly  at  least  80  percent  of  the  voting  power  of  all  classes 
of  stock  and  at  least  80  percent  of  each  class  of  nonvoting  stock  of 
at  least  1  of  the  other  includible  corporations.  For  purposes  of  this 
rule,  nonvoting  stock  which  is  limited  and  preferred  as  to  dividends 
is  disregarded,  as  is  certain  other  stock.  Under  section  1504(b),  cer- 
tain corporations  cannot  qualify  as  includible  corporations. 

One  of  the  many  reasons  corporations  file  consolidated  returns  is 
to  permit  one  corporation  to  make  use  of  tax  benefits  (e.g.,  net  op- 
erating losses  and  credits)  generated  by  another  corporation  that 
cannot  itself  make  actual  use  of  the  benefits. 

Reasons  for  Change 

Present  law  permits  some  unintended  results  in  certain  situa- 
tions. For  example,  a  common  situation  involves  a  new  venture 
which  is  expected  to  generate  tax  losses  or  credits  and  which  is  to 
be  undertaken  by  a  corporation  which  is  not  itself  in  a  position  to 
use  those  tax  benefits  (e.g.,  a  foreign  corporation  not  otherwise  en- 
gaged in  the  U.S.).  That  corporation  will  find  a  corporate  partner 
that  can  use  the  tax  benefits.  The  venture  will  be  incorporated 
with  a  capital  structure  consisting  of  two  classes  of  common  stock. 
The  first,  Class  A,  will  be  a  normal  common  stock.  The  other,  Class 
B,  will  also  be  a  normal  common  stock  except  that  it  will  have  only 
minimal  voting  rights  and  will  be  convertible  into  Class  A  common 
stock  at  any  time  in  a  ratio  permitting  it  to  obtain  voting  control. 
The  profitable  corporate  partner  acquires  all  the  Class  A  stock  for 
$400,  and  the  loss  corporate  partner  acquires  all  the  Class  B  stock 
for  $1,600.  Because  of  the  differences  in  voting  rights,  the  Class  A 
stock  possesses  80  percent  of  the  voting  power  of  all  classes  of  stock 
of  the  newly-incorporated  venture. 

Under  present  law,  the  incorporated  new  venture  and  the  profit- 
able corporate  partner  would  likely  file  consolidated  returns,  even 
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though  the  profitable  corporate  partner  owns  only  20  percent  in 
value  of  the  venture  and  even  though  the  Class  B  stock  will  likely 
be  converted  into  Class  A  stock  after  some  period  of  time.  The  prof- 
itable corporation  would  own  stock  possessing  80  percent  of  the 
venture's  voting  power,  and  the  venture  would  have  no  nonvoting 
stock  outstanding.  The  applicability  of  section  269  (relating  to  ac- 
quisitions made  to  avoid  tax)  in  such  a  case  is  uncertain. 

Other  devices  might  be  used  under  present  law  to  produce  a 
result  similar  to  that  above.  For  example,  the  venture  may  issue  a 
carefully-written  convertible  preferred  stock  or  warrants  to  the  loss 
partner  instead  of  a  convertible  Class  B  common  stock. 

The  committee  believes  that  the  devices  described  above,  and 
similar  devices,  are  little  more  than  a  form  of  tax-benefit  transfer. 
In  effect,  the  loss  corporate  partner  is  in  significant  part  selling  its 
venture's  losses  to  the  profitable  corporate  partner.  The  committee 
also  believes  that  two  corporations  should  not  be  permitted  to  com- 
mence filing  consolidated  returns  unless  one  owns  a  significant  per- 
centage of  the  value  of  the  other,  as  well  as  stock  possessing  at 
least  80  percent  of  the  voting  power  of  it. 

Explanation  of  Provisions 

Under  the  bill,  2  includible  corporations  are  not  eligible  to  elect 
to  file  a  consolidated  return  with  respect  to  any  taxable  year  unless 
at  the  beginning  of  such  taxable  year,  one  owns  stock  possessing  at 
least  80  percent  of  the  voting  power  of  all  classes  of  stock,  and  at 
least  80  percent  of  the  fair  market  value  of  all  outstanding  stock,  of 
the  other.  For  this  purpose,  stock  is  not  to  include  nonvoting  stock 
which  is  limited  and  preferred  as  to  dividends  and  in  liquidation 
unless  it  is  convertible  into  stock  which  is  not  so  limited  and  pre- 
ferred. Nor  is  it  to  include  certain  other  stock  not  treated  as  stock 
under  section  1504  of  present  law. 

While  the  Internal  Revenue  Service  ordinarily  will  not  issue  a 
ruling  as  to  the  value  of  a  stock  interest,  the  Service  has  issued  rul- 
ings describing  various  valuation  methodologies.  The  committee 
contemplates  that  the  Service  will  continue  to  issue  such  rulings. 

Once  2  corporations  have  filed  a  valid  consolidated  return  for 
any  period,  they  will  not  cease  being  members  of  the  affiliated 
group  until  the  common  parent  no  longer  owns  stock,  determined 
as  above,  possessing  (i)  80  percent  or  more  of  the  voting  power  of 
all  classes  of  stock  or  (ii)  more  than  50  percent  of  the  fair  market 
value  of  all  outstanding  stock,  of  the  other.  Once  a  corporation 
ceases  to  be  a  member  of  an  affiliated  group  filing  a  consolidated 
return,  neither  it  nor  a  successor  can  rejoin  that  same  affilliated 
group  (or  another  affiliated  group  of  which  the  former  common 
parent,  or  a  successor,  is  a  member),  for  5  taxable  years,  unless  the 
Secretary  consents,  conditionally  or  otherwise. 

Similar  rules  apply  in  determining  whether  other  corporations 
may  join  an  affiliated  group  and,  if  so,  under  what  circumstances 
any  such  corporation  would  cease  being  a  member  of  the  group. 

Code  references  to  section  1504  (other  than  those  in  sections  1501 
through  1564)  are  to  refer  to  such  section  as  it  existed  prior  to  the 
effective  date  of  the  bill. 
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The  bill  authorizes  the  Secretary  to  prescribe  all  necessary  and 
appropriate  regulations,  including  anti-abuse  regulations,  to  imple- 
ment the  purposes  of  this  section.  This  regulations  are  to  include 
provisions  under  which,  in  the  appropriate  circumstances  (i)  war- 
rants to  acquire  stock  of  a  corporation  from  that  corporation  and 
convertible  securities  of  that  corporation  are  to  be  treated  as 
having  been  exercised  or  converted,  (ii)  options  to  acquire  stock 
held  by  another  person  are  to  be  treated  as  having  been  exercised, 
(iii)  decreases  in  voting  power  disproportionate  to  decreases  in  the 
total  value  of  all  classes  of  stock  are  to  be  disregarded,  (iv)  stock  is 
not  to  be  treated  as  stock,  and  (v)  plans  in  effect  at  the  time  of  con- 
solidation to  reduce  the  ownership  of  the  value  of  all  outstanding 
stock  of  another  corporation  below  80  percent  shall  nullify  status 
as  an  affiliated  group. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1984.  However,  the  provision  is  not  applicable  to  corpo- 
rations which  were  members  of  the  same  affiliated  group,  deter- 
mined without  regard  to  the  bill,  on  March  1,  1984.  Their  status  as 
members  of  the  same  affiliated  group  shall  continue  to  be  deter- 
mined under  present  law.  Once  any  such  member  ceases  to  be  a 
member  of  that  group,  as  determined  under  present  law,  the  bill's 
provisions  will  apply  to  it,  including  to  rule  prohibiting  reconsolida- 
tion  for  5  years. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $11 
million  in  1985,  $29  million  in  1986  and  $48  million  in  1987. 


E.  Partnership  Provisions 

1.  Partnership  Allocations  With  Respect  to  Contributed  Property 
(sec.  71  of  the  bill  and  sec.  704  of  the  Code) 

Present  Law 

Partnership  allocations  generally. — A  partner's  distributive  share 
of  partnership  income,  gain,  loss,  deduction,  or  credit  (or  items 
thereof)  is  generally  governed  by  the  partnership  agreement  (sec. 
704(b)).  However,  if  the  allocation  provided  by  the  agreement  does 
not  have  substantial  economic  effect,  these  items  are  reallocated 
for  tax  purposes  in  accordance  with  the  partner's  interest  in  the 
partnership,  determined  by  taking  into  account  all  facts  and  cir- 
cumstances. Proposed  Treasury  regulations  provide  that,  in  gener- 
al, an  allocation  has  economic  effect  if  (1)  the  allocation  is  reflected 
by  an  appropriate  increase  or  decrease  in  the  partner's  capital  ac- 
count, (2)  liquidation  proceeds  (if  any)  are  to  be  distributed  in  ac- 
cordance with  the  partners'  capital  account  balances,  and  (3)  any 
partner  with  a  deficit  in  his  capital  account  following  the  distribu- 
tion of  liquidation  proceeds  is  required  to  restore  the  amount  of 
such  deficit  to  the  partnership.  The  economic  effect  of  the  alloca- 
tion must  be  substantial  in  relation  to  the  tax  effect  for  the  alloca- 
tion provided  for  the  agreement  to  be  valid.1 

Property  contributed  to  a  partnership. — Under  present  law  (sec. 
704(c)),  when  property  is  contributed  to  a  partnership,  the  partner- 
ship may  (but  is  not  required  to)  allocate  depreciation,  depletion, 
on  gain  or  loss  with  respect  to  the  contributed  property  so  as  to 
take  account  of  the  variation  between  the  basis  of  the  property  to 
the  partnership  and  its  fair  market  value  at  the  time  of  contribu- 
tion. If  the  partnership  does  not  make  allocations  on  this  basis,  the 
allocations  are  made  as  if  the  property  had  been  purchased  by  the 
partnership. 

A  shifting  of  income  or  losses  among  partners  that  does  not  re- 
flect the  economic  burdens  borne  by  the  parties  may  occur  if  a 
partnership  does  not  elect  to  allocate  depreciation,  depletion  and 
gain  or  loss  with  respect  to  contributed  property  so  as  to  take  ac- 
count of  the  variation  between  the  basis  and  the  fair  market  value 
of  the  contributed  property  but  instead  permits  sharing  of  items  re- 
lated to  the  contributed  property  in  accordance  with  the  interest  of 
the  partner.  For  example,  if  partner  A  contributes  property  with  a 
basis  of  $200  and  a  value  of  $100  while  partner  B  contributes  $100 
in  cash  to  a  partnership,  the  initial  capital  accounts  of  the  partners 
may  each  be  set  at  $100  (the  fair  market  value  of  their  contribu- 
tions). Some  taxpayers  contend  that  absent  specific  allocations  of 
the  loss  under  the  partnership  agreement,  a  subsequent  sale  of  the 


1  Prop.  Treas.  Reg.  sec.  1.704-l(bX2Xii),  48  Fed.  Reg.  9871  (March  9,  1983). 
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property  for  $100  would  result  in  an  allocation  of  $50  of  loss  to 
each  partner,  thereby  shifting  $50  of  loss  from  A  to  B.  The  pre-con- 
tribution  loss  would  be  effectively  reallocated  to  the  contributing 
partner  if  the  partnership  were  liquidated;  however,  the  shifting  of 
the  loss  could  be  effective  so  long  as  the  partnership  remained  in 
existence.  Some  taxpayers  contend  that  a  similar  shifting  of  gain 
can  be  accomplished  in  the  case  of  a  contribution  of  appreciated 
property  to  a  partnership; 

Reasons  for  Change 

Although  the  committee  believes  that  the  underlying  theory  of 
the  present  law  partnership  provisions  that  taxpayers  should  be 
able  to  pool  their  resources  for  productive  uses  without  triggering 
gain  or  loss  is  appropriate,  it  believes  that  special  rules  are  needed 
to  prevent  an  artificial  shifting  of  tax  consequences  between  the 
partners  with  respect  to  pre-contribution  gain  or  loss.  This  is  par- 
ticularly important  since  the  various  partners  may  have  different 
tax  positions.  For  example,  a  partner  to  whom  gain  could  be  shifted 
in  the  absence  of  the  bill's  provisions  could  be  tax-exempt,  could 
have  a  lower  marginal  rate  than  the  contributing  partner,  or  could 
have  expiring  net  operating  loss  carryovers. 

Explanation  of  Provision 

The  bill  provides  a  new  rule  regarding  allocations  with  respect  to 
property  contributed  to  a  partnership.  Under  the  new  rule,  depreci- 
ation, depletion,  and  gain  or  loss  with  respect  to  items  of  contribut- 
ed property  are  to  be  shared  among  the  partners,  pursuant  to 
Treasury  regulations,  so  as  to  take  account  of  the  variation  be- 
tween the  partnership's  basis  for  the  property  and  the  fair  market 
value  of  the  property  at  the  time  of  contribution.  It  is  anticipated 
that  regulations  under  this  provision  generally  will  provide  for  the 
same  result  that  is  achieved  under  present  law  when  a  partnership 
elects  with  respect  to  all  relevant  items  to  provide  for  sharing  of 
depreciation,  depletion,  and  gain  or  loss  among  the  partners  so  as 
to  take  into  account  fully  the  variation  between  the  basis  of  the 
property  of  the  partnership  and  its  fair  market  value  at  the  time  of 
the  contribution.2  Thus,  a  partnership  will  generally  be  required, 
rather  than  being  permitted  to  elect  (as  under  present  law),  to  allo- 
cate "built-in"  gain  or  loss  on  contributed  property  to  the  contrib- 
uting partner.  It  is  anticipated  that  the  regulations  will  permit 
partnerships  to  agree  to  a  more  rapid  elimination  of  disparity 
among  partners  than  required  by  the  new  rules  by  substituting 
items  not  described  in  section  704(c)  for  items  described  in  section 
704(c)  and  vice  versa,  provided  there  is  no  tax  avoidance  potential.3 

The  bill  also  eliminates  a  special  rule  for  the  treatment  of  contri- 
butions of  undivided  interests  in  property  to  a  partnership  by  the 
various  owners  of  the  undivided  interest.  This  rule,  which  allowed 


2  Generally,  the  fair  market  value  of  contributed  property  will  be  determined  by  the  arm's- 
length  dealings  of  the  various  partners  as  reflected  in  their  capital  accounts  and  will  not  be 
upset  by  the  Treasury  except  in  cases  of  abuse. 

3  In  addition,  it  may  be  appropriate  to  amend  example  (2)  of  Treas.  Reg.  sec.  1.704-l(c)  to  pro- 
vide that  if  the  property  there  is  sold  for  a  price  exceeding  $9,000,  the  gain  represented  by  the 
first  $200  of  such  excess  would  be  allocated  to  partner  C. 
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the  partnership  to  treat  the  property  as  if  it  had  not  been  contrib- 
uted to  the  partnership,  is  made  unnecessary  by  the  provision  of 
the  bill  requiring  allocations  of  depreciation,  depletion,  and  gain  or 
loss  to  reflect  the  difference  between  the  basis  of  property  and  its 
fair  market  value  at  the  time  of  contribution. 

The  bill  also  makes  two  conforming  amendments  in  sections 
613A(c)(7)(D)  (relating  to  percentage  depletion)  and  743(b)  (relating 
to  optional  adjustment  to  basis). 

Effective  Date 

The  provision  is  effective  with  respect  to  property  contributed  to 
a  partnership  after  March  31,  1984,  in  taxable  years  ending  after 
that  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  years  budget  receipts  by  $4 
million  in  1984,  $61  million  in  1985,  $147  million  in  1986,  $178  mil- 
lion in  1987,  $240  million  in  1988,  and  $298  million  in  1989. 


2.  Retroactive  Allocations  (sec.  72  of  the  bill  and  sec.  706  of  the 
Code) 

Present  Law 

General  rules 

The  Tax  Reform  Act  of  1976  amended  the  partnership  provisions 
to  preclude  a  partner  who  acquires  his  interest  late  in  the  taxable 
year  from  deducting  partnership  expenses  incurred  prior  to  his 
entry  into  the  partnership  (so-called  "retroactive  allocations"  of 
partnership  losses).  The  1976  Act  provided  that  when  partners'  in- 
terests change  during  the  taxable  year,  each  partner's  share  of  var- 
ious items  of  partnership  income  gain,  loss,  deduction  and  credit  is 
to  be  determined  by  taking  into  account  each  partner's  varying  in- 
terest in  the  partnership  during  the  taxable  year. 

Present  law  allows  two  basic  methods  for  determining  the 
amount  of  a  partnership's  income,  gain,  loss,  deduction,  and  credit 
which  may  be  allocated  to  a  partner  entering  during  the  taxable 
year.  The  first  method  provides  for  an  "interim  closing"  of  the 
partnership  books  whenever  a  new  partner  enters  the  partnership. 
This  method  traces  partnership  income,  gain,  loss,  deduction,  and 
credit  to  the  particular  segment  of  the  partnership  taxable  year 
during  which  it  is  incurred.  For  example,  a  partner  admitted  on 
December  1  to  a  partnership  using  a  calendar  taxable  year  could 
be  allocated  only  his  share  of  items  incurred  by  the  partnership 
during  the  month  of  December. 

The  second  method  allowed  by  present  law  provides  for  a  prora- 
tion of  partnership  income,  gain,  loss,  deduction,  and  credit  for  the 
entire  taxable  year.  This  proration  is  generally  based  on  the 
number  of  days  in  the  partnership  taxable  year  during  which  the 
entering  partner  was  a  member  of  the  partnership  divided  by  the 
total  number  of  days  in  the  partnership  taxable  year.  The  entering 
partner's  share  of  each  partnership  item  for  the  taxable  year  is  de- 
termined by  multiplying  this  fraction  by  the  amount  of  partnership 
income,  gain,  loss,  deduction,  and  credit  that  the  partner  would 
have  been  allocated  had  he  been  a  partner  for  the  entire  partner- 
ship taxable  year.  For  example,  a  partner  admitted  on  December  1 
to  a  partnership  having  a  calendar  year  taxable  year  would  be  allo- 
cated 1/12  of  his  hypothetical  share  of  items  for  the  entire  partner- 
ship taxable  year,  regardless  of  the  point  during  the  year  at  which 
these  expenses  were  incurred. 

To  avoid  undue  complexity,  present  law  generally  permits  use  of 
a  convention  (for  both  the  interim  closing  and  proration  method) 
under  which  partners  are  treated  as  entering  on  a  semi-monthly 
basis.  That  is,  partners  entering  in  the  first  half  of  a  month  can  all 
be  treated  as  entering  on  the  first  day  of  the  month  and  partners 
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entering  in  the  last  half  of  the  month  can  be  treated  as  entering  on 
the  16th  day  of  the  month. 

Techniques  for  avoiding  retroactive  allocation  rules 

Tiered  arrangements 

Some  taxpayers  have  attempted  to  avoid  the  retroactive  alloca- 
tion rules  by  use  of  tiered  partnership  arrangements  combined 
with  the  interim  closing  method  of  allocations.  For  example, 
assume  that  Parent  partnership  owns  a  90  percent  interest  in  Sub- 
sidiary partnership  and  that  both  Parent  and  Subsidiary  use  calen- 
dar year  taxable  year.  Assume  further  that  Subsidiary  has  a 
$10,000  loss  for  the  calendar  year  1983,  and  that  Parent's  distribu- 
tive share  is  $9,000.  If  Partner  A  buys  an  80-percent  interest  in 
Parent  at  the  close  of  business  on  December  31,  1983,  Parent  may 
make  an  interim  closing  of  its  books  on  December  30,  1983,  in 
order  to  determine  A's  distributive  share  of  partnership  items. 
Parent  may  take  the  position  that,  for  tax  purposes,  it  incurs  its 
entire  $9,000  portion  of  Subsidiary's  loss  on  December  31,  1983,  i.e., 
at  the  close  of  Subsidiary's  taxable  year,  regardless  of  when  the 
loss  was  actually  incurred  by  subsidiary.  Partner  A  will,  therefore, 
claim  a  $7,200  loss  on  his  1983  return  (Parent's  $9,000  loss  multi- 
plied by  his  80-percent  interest  in  the  partnership  on  December  31, 
1983)  rather  than  the  $19.73  that  he  would  be  entitled  to  under  a 
proportioned  share  computation  (i.e.,  $9,000  x  80%  x  1/365  days). 

The  Internal  Revenue  Service  has  taken  the  position  that,  in  the 
situation  above,  losses  are  sustained  by  the  parent  partnership  in 
this  case  at  the  same  time  they  are  sustained  by  the  subsidiary 
partnership  and  that  the  limitation  against  retroactive  allocations 
is  equally  applicable  in  this  situation.  Rev.  Rul.  77-311,  1977-2  C.B. 
218.  However,  taxpayers  may  continue  to  take  a  contrary  position 
on  their  returns. 

Cash  basis  partnerships 

In  addition  to  tiered  arrangements,  partnerships  may  attempt  to 
avoid  the  retroactive  allocation  rules  by  using  the  cash  method  of 
accounting  and  deferring  actual  payment  of  deductible  items  until 
near  the  close  of  the  partnership's  taxable  year.  For  example,  if  a 
partnership  defers  the  payment  of  an  expense  (e.g.,  interest)  until 
December  31,  and  the  partnership  uses  the  interim  closing  method 
of  allocations,  a  partner  admitted  on  December  31  may  be  allowed 
a  deduction  for  a  full  portion  of  the  expense.  This  may  be  the  case 
although  the  expense  has  economically  accrued  at  an  equal  rate 
throughout  the  taxable  year. 

Reasons  for  Change 

The  1976  rules  were  enacted  to  clarify  that  the  law  required  the 
inclusion  of  income  and  loss  according  to  a  partner's  varying  inter- 
ests during  the  taxable  year.  Legislative  history  indicates  that  Con- 
gress, in  adding  these  rules,  intended  to  prevent  partners  investing 
in  a  partnership  toward  the  close  of  the  taxable  year  from  deduct- 
ing expenses  which  were  incurred  prior  to  their  entry  into  the 
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partnership.4  In  adding  these  rules,  Congress  rejected  the  argu- 
ment that  retroactive  allocations  were  proper  because  the  funds  in- 
vested by  the  new  partners  served  to  reimburse  the  original  part- 
ners for  their  expenditures  so  that,  as  an  economic  matter,  the  new 
partners  had  incurred  the  costs  for  which  they  were  claiming  de- 
ductions. This  argument  was  found  unpersuasive  when  the  new 
partner  was  compared  with  an  investor  directly  purchasing  proper- 
ty which  had  generated  tax  losses  earlier  in  the  taxable  year;  that 
investor  would  clearly  not  be  entitled  to  deduct  the  losses  incurred 
prior  to  his  ownership  of  the  property. 

The  committee  believes  that  the  policy  of  the  1976  act  prohibit- 
ing retroactive  allocations  and  the  rationale  for  that  policy  remain 
equally  applicable  today.  Taxpayers  should  not  be  able  to  attempt 
to  avoid  the  1976  rules  through  the  use  of  tiered  or  other  arrange- 
ments. 

The  committee  recognizes  that  the  use  of  cash  method  partner- 
ships raises  issues  distinct  from  tiered  arrangements  and  that  the 
cash  method  may  be  appropriate  for  partnerships  in  certain  cir- 
cumstances. However,  the  committee  believes  that  the  cash  method 
should  not  be  used  to  create  deductions  for  late-entering  partners. 
Accordingly,  the  bill  requires  that  cash  basis  items  generally  be 
prorated  over  those  days  during  the  year  to  which  they  are  eco- 
nomically attributable  and  that  each  partner  take  into  account 
only  that  portion  of  each  item  attributable  to  that  portion  of  the 
year  for  which  he  is  a  partner.  This  rule  will  prevent  abuses  associ- 
ated with  retroactive  allocations  without  causing  undue  hardship 
or  administrative  burdens  to  cash  basis  partnership.  To  prevent 
undue  burdens,  the  bill  provides  that  Treasury  regulations  may 
provide  reasonable  procedures  for  complying  with  the  daily  prora- 
tion rule. 

Explanation  of  Provision 

General  rule 

The  bill  provides  a  general  rule  comparable  to  the  present  rule 
that  if  any  partner's  interest  in  a  partnership  changes  at  any  time 
during  the  partnership's  taxable  year,  each  partner's  share  of  any 
item  of  partnership  income,  gain,  loss,  deduction,  or  credit  is  to  be 
determined  by  using  any  method  prescribed  by  Treasury  regula- 
tions which  takes  into  account  the  varying  interests  of  the  partners 
in  the  partnership  during  the  taxable  year.  It  is  anticipated  that 
these  regulations  will  apply  the  law  in  a  manner  consistent  with 
the  policies  of  the  Tax  Reform  Act  of  1976  and  of  the  new  provi- 
sions. 

Cash  basis  partnership 

With  respect  to  partnerships  using  the  cash  method  of  account- 
ing, the  bill  provides  new  rules  for  the  allocation  of  items  among 
partners  when  there  is  a  change  in  partnership  interests.  First,  for 
specified  cash  basis  items,  the  bill  requires  that  the  item  be  as- 
signed to  each  day  in  the  period  to  which  it  is  attributable.  The 


4  H.  Rep.  94-658,  accompanying  H.R.  10612,  94th  Cong.  1st  Sess,  P.  124  (November  12,  1975);  S. 
Rep.  94-938,  94th  Cong.,  2d  Sess.  p.  97  (June  10,  1976). 
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amounts  so  assigned  are  then  apportioned  among  the  partners  in 
proportion  to  their  interest  in  the  partnership  at  the  close  of  each 
day.  These  rules  (which  apply  except  when  regulations  otherwise 
provide)  effectively  require,  for  purposes  of  determining  the  part- 
ners' varying  interests  in  a  partnership  taxable  year,  that  certain 
items  be  allocated  under  the  accrual  method.  The  items  to  which 
the  provision  applies  are  (1)  interest,  (2)  taxes,  (3)  payment  for  serv- 
ices or  for  the  use  of  property,  and  (4)  any  other  item  of  a  kind 
specified  in  Treasury  regulations  as  an  item  with  respect  to  which 
the  rule  is  necessary  to  avoid  retroactive  allocations  to  the  part- 
ners. 

For  example,  if  a  new  partner  joins  a  calendar-year  partnership 
on  December  1,  and  if  the  partnership  on  December  1  pays  an  in- 
terest expense  which  has  accrued  over  the  course  of  the  entire 
year,  the  partner  would  be  entitled  to  1/12  of  his  otherwise  alloca- 
ble share  of  deduction  for  that  item.  If  the  expense  were  attributa- 
ble only  to  the  final  6-months  of  the  year,  he  would  receive  1/6  of 
his  otherwise  allocable  share  of  that  item.  The  committee  intends 
that  the  determination  of  the  period  to  which  an  expense  is  attrib- 
utable will  be  made  in  accordance  with,  economic  accrual  princi- 
ples. 

The  bill  provides  that  when  application  of  the  economic  accrual 
principles  described  above  would  result  in  allocating  an  item  to  pe- 
riods before  or  after  the  current  taxable  year,  those  items  are  to  be 
allocated  entirely  to  the  first  in  the  case  of  items  allocable  to  prior 
years  and  entirely  to  the  last  day  of  the  year  in  the  case  of  items 
allocable  to  future  periods.  This  rule  does  not  make  any  substan- 
tive change  to  the  timing  of  any  deduction  under  present  law; 
rather,  it  merely  describes  the  treatment  of  amounts  that  are  cur- 
rently deductible  even  though  allocable  to  a  past  or  future  year  in 
economic  terms.  For  example,  if  a  cash  method  partnership  failed 
to  pay  for  services  provided  to  it  in  year  1  until  the  middle  of  year 
2,  the  amount  of  the  year  2  deduction  would  be  allocated  to  the 
first  day  of  year  2.  Similarly,  if  the  partnership  was  required  to 
pay  property  taxes  in  year  1  for  the  last  half  of  year  1  and  the  first 
half  of  year  2,  the  amount  allocable  to  year  2  would  be  treated  as 
paid  on  the  last  day  of  year  L  Of  course,  this  latter  rule  will  have 
limited  application  due  to  the  limitations  on  the  deductibility  of 
prepaid  expenses. 

Tiered  partnerships 

The  bill  provides  that,  if  a  parent  partnership  holds  an  interest 
in  a  subsidiary  partnership,  then  (except  to  the  extent  provided  by 
regulations)  the  parent,  partnerships  share  of  any  item  of  income, 
gain,  loss,  deduction,  or  credit  of  the  subsidiary  partnership  is  to  be 
prorated  equally  over  that  portion  of  the  taxable  year  during  which 
the  parent  partnership  had  an  interest  in  the  subsidiary.  For  ex- 
ample, if  a  new  partner  who  has  a  25-percent  interest  in  all  part- 
nership items  enters  a  parent  partnership  that  is  on  a  calendar 
taxable  year  on  December  1,  and  the  parent  has  had  a  50-percent 
interest  in  a  calendar  year  subsidiary  partnership  for  the  subsid- 
iary's entire  year,  then  that  partner  would  be  allocated  l/96th  of 
the  subsidiary's  items  for  the  taxable  year  (regardless  of  when  each 
item  was  actually  incurred).  (That  is  his  l/4th  share  of  l/12th  of 
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the  parent's  1/2  of  the  items  of  an  entire  year.)  If  the  parent  had 
an  interest  in  the  subsidiary  beginning  July  1,  the  partner  would 
be  allocated  1/ 192nd  of  each  of  the  subsidiary's  items.  (That  is  his 
1/4  share  of  l/12th  of  parent's  1/2  of  the  items  for  1/2  of  the  year.) 
These  rules  are  intended  to  prevent  the  use  of  tiered  partnership  to 
avoid  the  retroactive  allocation  rules. 

Other  rules 

The  bill  provides  that  the  daily  apportionment  rule  will  apply 
except  to  the  extent  provided  by  Treasury  regulations.  In  this  con- 
nection, the  committee  recognizes  that  most  partnerships  do  not  ac- 
count for  the  admission  of  new  partners  on  a  daily  basis  and  that 
daily  apportionment  of  partnership  income  and  expenses  would 
thus  result  in  an  undue  administrative  burden.  Accordingly,  to  pre- 
vent undue  complexity,  it  is  anticipated  that  the  regulations  will 
provide,  in  part,  that  a  partnership  has  complied  with  the  daily 
proration  of  the  statute  even  though  it  operates  under  the  semi- 
monthly convention  described  under  present  law,  above. 

The  committee  does  not  intend  that  any  inference  be  drawn  re- 
garding the  present  law  treatment  of  either  the  tiered  partnership 
or  cash  methods  arrangement  for  allowing  retroactive  allocations. 

Effective  Dates 

The  rule  regarding  tiered  partnerships  is  effective  for  amounts 
paid  or  accrued  after  March  31,  1984.  The  rule  regarding  cash  basis 
partnerships  is  effective  for  amounts  attributable  to  periods  after 
March  31,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $50 
million  in  1985,  $75  million  in  1986,  $100  million  in  1987,  $100  mil- 
lion in  1988,  and  $100  million  in  1989. 


3.  Payments  to  Partners  for  Property  or  Certain  Services  (sec.  73 
of  the  bill  and  sees.  707  and  709  of  the  Code) 

Present  Law 

General  background 

The  contribution  of  property  to  a  partnership  in  return  for  a 
partnership  interest  is  generally  a  tax-free  transaction  (sec.  721).  If, 
instead  of  contributing  property  to  a  partnership,  the  taxpayer 
sells  property  to  the  partnership,  the  taxpayer  realizes  income  to 
the  extent  of  gain  on  the  sale  and  the  partnership  is  generally  re- 
quired to  capitalize  the  amount  of  the  purchase  price,  which  may 
be  deductible  over  the  useful  life  of  the  property  (or  any  applicable 
accelerated  recovery  period).  When  services  are  provided  to  a  part- 
nership, the  partnership  may  generally  deduct  amounts  paid  or  in- 
curred for  such  services  unless  such  expenses  are  required  to  be 
capitalized)  and  the  party  providing  services  must  include  an  equiv- 
alent amount  in  income.  This  rule  also  applies  to  services  provided 
by  a  partner  acting  in  a  capacity  other  than  that  of  a  member  of 
the  partnership. 

When  a  partnership  allocates  income  from  partnership  oper- 
ations among  its  partners,  the  partners  generally  include  these 
amounts  in  income  in  the  year  taxable  to  the  partnership.  This  is 
distinct  from  a  distribution  of  partnership  assets,  which  is  general- 
ly tax-free  to  the  extent  that  the  amount  distributed  does  not 
exceed  the  recipient  partner's  basis  for  his  partnership  interest. 
This  tax-free  treatment  is  based,  in  part,  on  the  theory  that  a  part- 
ner is  entitled  to  withdraw  his  investment  in  a  partnership  before 
recognizing  gain  on  the  investment. 

Although  amounts  allocated  to  a  partner  are  not  deductible  by 
the  partnership,  an  allocation  of  taxable  income  to  one  partner 
may  have  the  effect  of  a  deduction  for  the  remaining  partners  by 
reducing  the  amount  of  taxable  income  allocated  to  them. 

Avoidance  of  capitalization  requirement  for  payments  for  property 
or  services 

A  partnership,  like  any  taxpayer,  is  generally  required  to  capital- 
ize (rather  than  currently  deduct)  expenditures  which  relate  to  the 
improvement  of  property  or  which  create  an  asset  the  useful  life  of 
which  extends  substantially  beyond  the  end  of  the  taxable  year. 
Present  law  (sec.  709)  provides  specifically  that  a  partnership  may 
not  currently  deduct  amounts  paid  or  incurred  to  organize  the 
partnership.  Instead,  the  partnership  is  permitted  an  election  to 
deduct  these  amounts  ratably  over  a  5-year  period.  Alternatively, 
the  partnership  may  capitalize  these  expenses.  The  denial  of  cur- 
rent deductions  for  organizational  expenses  was  made  explicit  by 
the  Tax  Reform  Act  of  1976.  In  addition,  neither  the  partnership 
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nor  any  partner  is  ever  permitted  to  deduct  partnerships  syndica- 
tion expenses. 

If  the  organizer  or  syndicator  of  a  partnership  is  also  a  general 
partner  of  the  partnership,  allocations  of  partnership  gross  or  net 
income  to  the  organizer  and  related  distributions  to  him  in  pay- 
ment for  his  services,  if  recognized,  could  have  the  effect  of  a  cur- 
rent deduction  for  organizational  and  syndication  fees  despite  the 
rules  above.  This  results  because  the  allocation,  which  in  this  case 
when  coupled  with  an  equivalent  distribution  is  economically  indis- 
tinguishable from  a  direct  payment,  reduces  the  taxable  income  al- 
located to  the  remaining  partners  in  the  year  of  the  allocation.  The 
capitalization  requirement  for  other  types  of  capital  expenditures 
can  also  be  avoided  by  this  type  of  arrangement. 

Present  law  (sec.  707)  provides  that,  if  amounts  are  paid  or  pay- 
able to  a  partner  when  he  engages  in  a  transaction  with  the  part- 
nership in  a  capacity  other  than  as  a  member  of  the  partnership, 
or  if  guaranteed  payments  are  made  to  a  partner  for  services  or 
use  of  capital  capitalization  is  required  to  the  same  extent  as  with 
comparable  payments  to  a  non-partner.  This  rule  prevent  the  use 
of  partnership  allocations  to  pay  for  goods  and  services  under  cer- 
tain conditions.  The  courts,  however,  have  held  that  payments 
based  on  partnership  gross  income  generally  are  not  to  be  regarded 
as  guaranteed  payments  for  purposes  of  this  provision.  Pratt  v. 
Commissioner,  64  T.C.  203  (1975),  affd,  550  F.  2d  1023  (5th  Cir. 
1977). 

Disguised  sales 

Gain  or  loss  is  generally  not  recognized  on  the  contribution  of 
property  to  a  partnership  in  return  for  a  partnership  interest  (sec. 
721).  Additionally,  distributions  of  money  from  a  partnership  to  a 
partner  are  generally  tax-free  to  the  extent  of  the  adjusted  basis  of 
the  recipient  partner's  interest  in  the  partnership  (sec.  731).  How- 
ever, the  partner  is  required  to  reduce  the  basis  of  his  partnership 
interest  by  the  amount  of  money  received  (thereby  deferring  tax 
until  he  disposes  of  the  interest). 

Treasury  regulations  provide  that,  if  the  transfer  of  property  by 
a  partner  to  a  partnership  results  in  the  receipt  by  the  partner  of 
money  or  other  consideration,  including  a  promissory  obligation 
fixed  in  amount  and  time  for  payment,  the  transaction  will  be 
treated  as  a  sale  or  exchange  rather  than  a  contribution  (Treas. 
Reg.  sec.  1.721-l(a)).  Based  on  these  regulations,  the  Internal  Reve- 
nue Service  has  argued  that  a  contribution  of  cash  by  one  partner 
followed  by  a  distribution  of  cash  to  another  partner  should  be  re- 
characterized as  a  sale.  These  regulations  state  that  the  substance 
of  the  transaction,  rather  than  its  form,  will  govern  in  such  cases. 
Treasury  regulations  also  provide  that  if  a  contribution  of  property 
is  made  to  a  partnership  and  (1)  within  a  short  time  before  or  after 
such  contribution  other  property  is  distributed  to  the  contributing 
partner  and  the  contributed  property  is  retained  by  the  partner- 
ship, or  (2)  within  a  short  time  after  such  contribution  to  the  part- 
nership, contributed  property  is  distributed  to  another  partner,  tax- 
free  distribution  treatment  may  not  apply.  These  regulations  fur- 
ther state  that  tax-free  treatment  does  not  apply  if,  a  purported 
distribution  was,  in  fact,  made  to  effect  an  exchange  of  property  be- 
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tween  two  or  more  of  the  partners  or  between  the  partnership  and 
a  partner  (Treas.  Reg.  sec.  1.731-l(c)(3)). 

The  rules  above  do  not  always  prevent  de  facto  sales  of  property 
to  a  partnership  or  another  partner  from  being  structured  as  a  con- 
tribution to  the  partership,  followed  (or  preceded)  by  a  tax-free  dis- 
tribution from,  the  partnership.  For  example,  under  the  case  law, 
partner  A  may  contribute  $50,000  in  cash  to  a  partnership  and 
partner  B  may  contribute  property  with  a  basis  of  $50,000  and  a 
fair  market  value  of  $100,000.  If  the  partnership  then  transfers 
$50,000  in  cash  to  partner  B,  partner  B  may  claim  that  this  $50,000 
represents  a  distribution  not  exceeding  his  basis  in  the  partnership 
and  for  which  he  is  therefore  not  subject  to  tax.  (The  basis  for  part- 
ner B's  interest  in  the  partnership  would  then  be  reduced  from 
$50,000  to  $0.)  If  this  result  is  permitted,  partner  B  has  deferred  or 
avoided  tax  on  a  transaction  which  closely  resembles  a  sale  of  prop- 
erty to  the  partnership  (or  a  partial  sale  to  partner  A  followed  by  a 
joint  contribution).  Case  law  has  permitted  this  result,  despite  the 
regulations  described  above,  in  cases  which  are  economically  indis- 
tinguishable from  a  sale  of  all  or  part  of  the  property.  See,  Otey  v. 
Commissioner,  70  T.C.  312  (1978),  affd  per  curiam  634  F.  2d  1046 
(1980);  Communications  Satellite  Corp.  v.  United  States  223  Ct.  CI. 
253  (1980);  Jupiter  Corp.  v.  United  States,  No.  83-842  (Ct.  CI.  1983). 

Reasons  for  Change 

The  committee  is  concerned  that  partnerships  have  been  used  to 
effectively  circumvent  the  requirement  to  capitalize  certain  ex- 
penses by  making  allocations  of  income  corresponding  distributions 
in  place  of  direct  payments  for  property  or  services.  The  committee 
believes  that  these  transactions  must  be  expressly  prohibited  if  the 
integrity  of  the  capitalization  requirements  of  present  law  is  to  be 
preserved.  For  example,  in  Ellison  v.  Commissioner,  80  T.C.  391 
(1983),  the  Tax  Court  rejected  use  of  a  similar  technique  to  convert 
purchase  price  into  the  equivalent  of  a  deductible  expense  and  con- 
cluded that  a  retained  income  interest  in  the  seller  of  property  was 
in  reality  a  disguised  purchase  price. 

In  the  case  of  disguised  sales,  the  committee  is  concerned  that  in- 
dividuals have  deferred  or  avoided  tax  on  sales  of  property  by  char- 
acterizing sales  as  contributions  of  property  followed  (or  preceded) 
by  a  related  tax-free  partnership  distribution.  Although  Treasury 
regulations  provide  that  the  substance  of  the  transaction  should 
govern,  court  decisions  have  allowed  tax-free  treatment  in  cases 
which  are  economically  indistinguishable  from  sales  of  property  to 
a  partnership.  The  committee  believes  that  these  transactions 
should  be  treated  for  tax  purposes  in  a  manner  consistent  with 
their  underlying  economic  substance. 

Explanation  of  Provisions 
Recharacterization  of  payments  for  capital  expenses 

If  a  partner  performs  services  for,  or  transfers  property  to,  a 
partnership,  and  receives  a  related  allocation  (direct  or  indirect)  of 
partnership  income  or  gain,  the  transaction  will  be  treated  as  a 
transaction  between  the  partnership  and  a  person  who  is  not  a 
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partner,  if  a  direct  payment  for  the  property  or  services  would 
have  been  a  capital  expenditure  by  the  partnership.  Thus,  the 
amount  paid  to  the  partner  in  consideration  for  the  property  or 
services  will  be  treated  as  a  fee  for  services  or  purchase  price  of 
property  provided  to  the  partnership  (as  the  case  may  be),  and  the 
partnership  will  be  required  to  capitalize  these  amounts.  The  part- 
nership will  disregard  the  purported  allocation  to  the  partner  per- 
forming services  or  transferring  property  to  the  partnership  in  de- 
termining the  partners'  shares  taxable  income  or  loss  under  the 
partnership  agreement  and  section  704(b). 

For  purposes  of  the  rule,  expenses  required  to  be  capitalized  in- 
clude syndication  expenses  and  organization  expenses.  When  allo- 
cations are  made  with  respect  to  organization  expenses  the  taxpay- 
er will  be  considered  to  have  foregone  the  right  to  amortize  rather 
than  capitalize  such  expenses. 

The  committee  does  not  intend  that  this  provision  will  apply  in 
every  instance  in  which  a  partner  acquires  an  interest  in  a  part- 
nership and  also  performs  services  or  transfers  property  to  the 
partnership.  In  particular,  the  committee  does  not  intend  to  repeal 
the  general  rule  under  which  gain  or  loss  is  not  recognized  on  a 
contribution  of  property  in  return  for  a  partnership  interest  (sec. 
721)  or  to  apply  this  new  provision  in  cases  in  which  a  partner  re- 
ceives an  allocation  (or  an  increased  allocation)  for  an  extended 
period  to  reflect  his  contribution  of  property  or  services,  payment 
for  which  must  be  capitalized,  to  the  partnership  provided  the  allo- 
cation is  not  fixed  or  determinable.  However,  the  committee  does 
intend  that  the  provision  apply  to  allocations  which  are  determined 
to  be  related  to  the  performance  of  services  (payments  for  which 
must  be  capitalized),  or  the  transfer  of  property  to,  the  partnership 
and  which  have  the  substantive  economic  effect  of  direct  payments 
for  such  property  or  services. 

The  bill  authorizes  the  Treasury  Department  to  prescribe  such 
regulations  as  may  be  necessary  or  appropriate  to  carry  out  the 
purposes  of  the  provision.  In  prescribing  these  regulations,  the 
Treasury  should  be  mindful  that  the  committee  is  concerned  with 
transactions  that  work  to  avoid  capitalization  requirements  and 
not  with  non-abusive  allocations  that  reflect  the  various  economic 
contributions  of  the  partners.  These  regulations  may  apply  the  pro- 
vision both  to  one-time  transactions  and  to  continuing  arrange- 
ments which  utilize  purported  partnership  allocations  and  distribu- 
tions in  place  of  capital  payments.  These  regulations  may  provide, 
where  appropriate,  that  the  service  performer  is  not  a  partner  of 
the  partnership  or  simply  not  performing  services  in  his  capacity 
as  a  partner.  Continuing  arrangements  that  could  be  appropriately 
covered  include  annual  compensation  arrangements  in  which 
income  allocations  and  property  distributions  are  fixed  in  amount 
or  reasonably  determinable  under  all  the  facts  and  circumstances 
and  which  arise  in  connection  with  services  direct  payments  for 
which  must  be  capitalized.  These  allocations  may  be  either 
"capped"  allocations  of  partnership  income  (i.e.,  percentage  alloca- 
tions subject  to  an  annual  maximum  amount  where  the  parties 
could  reasonably  expect  the  cap  to  apply  in  most  years)  or  alloca- 
tions for  a  fixed  number  of  years  under  which  the  income  that  will 
go  to  the  partner  is  reasonably  certain.  In  the  case  of  continuing 
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arrangements,  the  time  at  which  income  will  be  allocated  to  the 
partner  may  be  a  factor  indicating  that  an  allocation  is  related  to  a 
properly  capitalized  expense.  For  example,  an  allocation  close  in 
time  to  the  performance  of  services,  or  the  transfer  of  property,  is 
more  likely  to  be  related  to  the  services  or  property.  Also,  when 
the  income  subject  to  allocation  arises  over  an  extended  period  or 
is  removed  from  the  services  or  property  contributed  by  a  partner, 
the  differences  between  capitalization  and  use  of  an  allocation  are 
reduced.  The  committee  specifically  intends  that  the  provision  will 
apply  to  allocations  used  to  pay  partnership  organization  or  syndi- 
cation fees  subject  to  the  general  principles  above. 

In  the  case  of  allocations  which  are  only  partly  determined  to  be 
related  to  the  performance  of  services  for,  or  the  transfer  of  proper- 
ty to,  the  partnership,  the  provision  will  apply  to  that  portion  of 
the  allocated  which  is  reasonably  determined  to  be  related  to  the 
property  or  services  provided  to  the  partnership.  Finally,  it  is  an- 
ticipated that  Treasury  regulations  will  provide  for  the  coordina- 
tion of  this  provision  with  the  existing  rules  regarding  payments  to 
partners  in  their  non-partner  capacity  (sec.  707(a)),  guaranteed  pay- 
ments to  partners  (sec.  707(c)),  sales  or  exchanges  with  respect  to 
controlled  partnerships  (sec.  707(b)),  certain  other  payments  to 
partners  (sec.  736  and  related  provisions),  consistently  with  the 
principles  above. 

The  committee  does  not  intend  to  create  any  inference  regarding 
the  tax  treatment  of  these  transactions  under  existing  law. 

Disguised  sales 

The  bill  provides  that,  when  a  partner  transfers  money  or  other 
property  to  a  partnership  and  there  is  a  related  direct  or  indirect 
transfer  of  money  or  other  property  to  that  partner  or  other  part- 
ner, the  transaction  is  to  be  treated  (as  appropriate)  as  a  sale  be- 
tween the  partners  of  property  (including  partnership  interests)  or 
as  a  partial  sale  and  partial  contribution  of  the  property  to  the 
partnerships.  The  selling  partner  will  be  required  to  recognize  gain 
(or  loss)  on  all  or  part  of  the  amount  received  in  the  transaction. 
This  rule  is  intended  to  prevent  the  parties  from  characterizing  a 
sale  or  exchange  of  property  as  a  contribution  to  the  partnership 
followed  by  a  distribution  from  the  partnership  thereby  deferring 
or  avoiding  tax  on  the  transaction. 

To  accomplish  this,  the  bill  authorizes  the  Treasury  Department 
to  prescribe  such  regulations  as  may  be  necessary  or  appropriate  to 
carry  out  the  purposes  of  this  provision.  In  prescribing  these  regu- 
lations, the  Treasury  should  be  mindful  that  the  committee  is  con- 
cerned with  transactions  that  attempt  to  disguise  a  sale  of  property 
and  not  with  non-abusive  transactions  that  reflect  the  various  eco- 
nomic contributions  of  the  partners.  Thus,  it  is  anticipated  that  the 
regulations  will  apply  the  provision  when  the  transfer  of  money  or 
property  from  the  partnership  to  the  partner  is  related  to  the 
transfer  of  money  or  other  property  to  the  partnership  in  such 
manner  that,  taking  into  account  all  the  facts  and  circumstances, 
the  transaction  substantially  resembles  a  sale  or  exchange  of  all  or 
part  of  the  property  including  on  interest  in  the  partnership)  to  the 
or  another  partner  or  a  sale  or  exchange  of  all  or  part  of  the  prop- 
erty to  the  partnership.  For  example,  when  a  partner  contributes 


1221 


appreciated  property  to  a  partnership  and  receives  a  distribution  of 
money  or  property  within  a  reasonable  period  before  or  after  such 
contribution,  that  is  approximately  equal  in  value  to  the  portion  of 
contributed  property  given  up,  the  transaction  will  be  treated  as  a 
sale  or  exchange  of  property.  This  result  will  also  apply  to  the 
extent  (1)  the  transferor  partner  receives  the  proceeds  of  a  loan  re- 
lated to  the  property  while  responsibility  for  repayment  of  which 
rests  with  the  partnership  or  the  other  partners,  or  (2)  the  partner 
has  received  a  loan  related  to  the  property  in  anticipation  of  the 
transaction  and  responsibility  for  repayment  of  the  loan  is  trans- 
ferred to  the  other  partners.  Although  the  rule  applies  to  sales  of 
property  to  the  partnership,  the  committee  does  not  intend  to  pro- 
hibit a  partner  from  receiving  a  partnership  interest  in  return  for 
contributing  property  which  entitles  him  to  priorities  or  prefer- 
ences as  to  distributions  from  operations  that  are  not  directly  relat- 
ed to  his  contribution.  The  committee  anticipates  that  the  Treasury 
regulations  will  treat  transactions  to  which  the  provision  applies  as 
a  sale  of  property  or  partnership  interests  among  the  partners  or 
as  a  partial  sale  and  partial  contribution  of  the  property  to  the 
partnership,  with  attendant  tax  consequences,  depending  upon  the 
underlying  economic  substance  of  the  transaction.  Finally,  it  is  an- 
ticipated that  the  regulations  will  take  into  account  the  effect  of 
liabilities  which  may  accompany  effective  sales  of  property  to  a 
partnership  or  other  partner. 

No  inference  regarding  the  tax  treatment  of  contribution  ar- 
rangements or  any  similar  transactions  under  existing  law  should 
be  drawn  from  the  committee's  action. 

Definition  of  partner 

For  purpose  of  the  provisions  regarding  payments  for  capital  ex- 
penses, and  disguised  sales,  the  bill  provides  that  persons  who 
become  partners  after  performing  services  for,  or  transferring  prop- 
erty to,  the  partnership  are  to  be  treated  as  partners. 

Effective  Dates 

The  provision  regarding  is  effective  for  services  performed  or 
property  transferred  after  March  1,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $20 
million  in  1985,  $51  million  in  1986,  $60  million  in  1987,  $69  million 
in  1988,  and  $78  million  in  1989. 


4.  Character  of  Gain  or  Loss  on  Disposition  of  Contributed 
Property  (sec.  74  of  the  bill  and  new  sec.  724  of  the  Code) 

Present  Law 

Character  of  gain  or  loss. — The  character  of  income  or  loss  from 
the  disposition  of  property  by  a  partnership  is  generally  deter- 
mined at  the  partnership  level. 

Under  present  law,  a  contribution  of  property  to  a  partnership 
by  a  partner,  followed  by  a  sale  of  the  property,  may  result  in  a 
character  of  gain  or  loss  different  from  that  which  would  have  re- 
sulted from  a  direct  sale  by  the  partner.  Thus,  ordinary  income 
may  be  converted  into  capital  gain  when  dealer  status  exists  at  the 
partner  but  not  at  the  partnership  level.  For  example,  a  taxpayer 
having  appreciated  inventory  may  convert  the  gain  on  such  proper- 
ty from  ordinary  income  to  capital  gains  by  contributing  the  inven- 
tory property  to  a  partnership  and  having  the  partnership  sell  the 
property.  Conversely,  a  capital  loss  may  be  converted  into  an  ordi- 
nary loss  when  dealer  status  exists  at  the  partnership  but  not  the 
partner  level.  For  example,  a  taxpayer  owning  securities  which 
have  declined  in  value  may  attempt  to  convert  his  capital  losses 
into  ordinary  losses  by  contributing  the  securities  to  a  dealer  part- 
nership and  claiming  that  the  loss  upon  a  later  sale  of  the  securi- 
ties was  incurred  in  the  ordinary  course  of  the  partnership's  trade 
or  business. 

This  result  can  be  contrasted  with  the  treatment  of  property  dis- 
tributed by  a  partnership  and  subsequently  sold  by  the  recipient. 
The  character  of  gain  or  loss  on  property  in  such  a  case  generally 
is  determined  by  the  character  of  the  property  in  the  hands  of  the 
distributee  with  two  exceptions.  First,  in  the  case  of  certain  inven- 
tory items,  the  ordinary  income  character  of  an  asset  in  the  hands 
of  the  partnership  carries  over  to  the  partner  for  a  5-year  period. 
Second,  the  ordinary  income  character  of  certain  unrealized  trade 
or  business  receivables  also  carries  over  to  the  partner  on  an  in- 
definite basis  (sec.  735). 

Reasons  for  Change 

The  committee  is  concerned  that,  under  certain  circumstances,  a 
taxpayer  may  alter  the  character  of  gain  or  loss  merely  by  contrib- 
uting property  to  a  new  or  existing  partnership.  In  particular,  the 
conversion  of  capital  to  ordinary  losses  by  contributing  securities  to 
a  dealer  partnership  may  allow  a  taxpayer  to  receive  the  benefits 
of  capital  gain  taxation  on  appreciated  securities  while  deducting 
ordinary  losses  on  those  which  have  declined  in  value.  The  commit- 
tee believes  that  these  potential  abuses  should  be  prevented  by  pre- 
serving the  pre-contribution  character  of  contributed  (or  substitute 
basis)  property  for  an  appropriate  period. 
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For  similar  reasons,  the  committee  believes  the  existing  rules 
preserving  the  character  of  certain  property  distributed  by  a  part- 
nership should  apply  to  property  the  basis  of  which  is  determined 
by  reference  to  the  distributed  property. 

Explanation  of  Provision 

Under  the  bill,  if  a  partnership  disposes  of  property  which  was 
inventory  property  in  the  hands  of  the  partner  immediately  before 
such  contribution  within  5  years  after  its  contribution  by  a  part- 
ner, any  gain  or  loss  recognized  by  the  partnership  on  the  disposi- 
tion will  be  treated  as  ordinary  income  or  loss.  Thus,  gains  or 
losses  on  such  items  will  retain  their  ordinary  character  for  5  years 
after  the  date  of  contribution.  Gain  or  loss  on  the  sale  of  unrealized 
receivables  contributed  by  a  partner  would  be  treated  as  ordinary 
income  or  loss  regardless  of  the  date  of  disposition.  These  rules 
mirror  the  present  law  treatment  of  unrealized  receivables  and  in- 
ventory distributed  to  a  partner  by  a  partnership.  The  bill  also  pro- 
vides that  built-in  losses  on  capital  assets  will  retain  their  charac- 
ter as  capital  losses  for  5  years  after  the  date  of  contribution,  but 
only  to  the  extent  of  pre-contribution  unrealized  losses. 

To  prevent  avoidance  of  the  rules  requiring  a  carryover  of  the 
character  of  contributed  property  by  exchanging  items  of  property, 
the  rules  also  apply  to  any  property  the  basis  of  which  is  deter- 
mined by  reference  to  the  basis  of  contributed  property. 

Specifically,  if  contributed  property  subject  to  the  rule  is  trans- 
ferred to  another  person  in  a  nonrecognition  transaction  and  the 
transferee  holds  the  property  at  a  basis  determined  by  reference  to 
the  transferor-partnership's  basis,  the  transferee  will  be  subject  to 
the  same  characterization  rules.  Similarly,  if  the  partnership  ex- 
changes the  contributed  property  for  other  property  which  it  holds 
with  a  basis  determined  by  reference  to  the  contributed  property 
that  was  exchanged,  the  characterization  rules  will  apply  to  the 
property  received  in  the  exchange.  Similar  basis  tainting  rules  are 
added  to  the  existing  provision  regarding  certain  ordinary  income 
property  distributed  by  a  partnership  to  a  partner  (sec.  735).  It  is 
intended  that  the  basis  tainting  rules  regarding  contributed  and 
distributed  property  will  apply  only  for  the  period  during  which 
the  underlying  rules  would  apply  if  the  property  were  not  disposed 
of  in  a  nonrecognition  transaction.  For  example,  if  capital  loss 
property  were  contributed  to  a  partnership  and  subsequently  dis- 
posed of  in  a  nonrecognition  transaction,  capital  loss  treatment 
would  apply  to  any  substitute  basis  property  only  for  the  duration 
of  the  5-year  period  beginning  on  the  date  of  the  original  contribu- 
tion. 

The  bill  further  provides  that,  for  purposes  of  the  rules  regarding 
contributed  and  distributed  property  (i.e.,  the  new  rules  and  sec. 
735  but  not  sec.  751),  certain  property  which  would  qualify  as  a 
capital  asset  if  held  for  one  year  or  more  by  the  partner  or  partner- 
ship prior  to  contribution  or  distribution  (as  the  case  may  be)  will 
not  be  treated  as  ordinary  income  property.  This  change  prevents 
property  which  would  have  qualified  for  capital  gain  treatment  if 
held  by  its  original  owner  from  receiving  less  favorable  treatment 
following  the  transfer  of  the  property. 
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Effective  Date 

The  provisions  regarding  contributed  property  apply  to  property 
contributed  to  a  partnership  after  March  31,  1984,  in  taxable  years 
ending  after  that  date. 

The  amendments  to  the  provisions  regarding  property  distribut- 
ed by  a  partnership  apply  to  property  distributed  after  March  31, 
1984,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $24 
million  in  1985,  $63  million  in  1986,  $66  million  in  1987,  $67  million 
in  1988,  and  $69  million  in  1989. 


5.  Transfers  of  Partnership  Interests  by  Corporations  (sec.  75  of 
the  bill  and  new  sec.  744  of  the  Code) 

Present  Law 

The  gain  or  loss  on  the  sale  or  exchange  of  a  partnership  interest 
in  generally  a  capital  gain  or  loss.  However,  money  or  property  re- 
ceived by  a  transferor  partner  in  exchange  for  all  or  part  of  his 
partnership  interest  is  subject  to  ordinary  income  treatment  to  the 
extent  it  is  attributable  to  certain  ordinary  income  assets  of  the 
partnership  (sec.  751).  For  purposes  of  this  provision,  ordinary 
income  items  include  the  recapture  of  depreciation  deductions  pre- 
viously taken  on  partnership  property. 

Also  under  present  law,  when  a  corporation  distributes  property 
(or  sells  property  in  the  course  of  certain  complete  liquidations), 
income  attributable  to  recapture  property  (and  installment  sales)  is 
taxed  to  the  corporation,  while  nonrecapture  gain  attributable  to 
appreciation  in  value  of  the  transferred  property  generally  goes  un- 
recognized. 

Some  taxpayers  have  taken  the  position  that  the  present  law  re- 
capture provisions  do  not  apply  to  the  distribution  or  liquidating 
sale  by  a  corporation  of  an  interest  in  a  partnership  that  holds  re- 
capture property.  According  to  this  interpretation,  a  corporation 
may  avoid  recapture  by  contributing  recapture  property  to  a  part- 
nership and  distributing  interests  in  the  partnership  to  its  share- 
holders, or  selling  the  interests  in  the  course  of  liquidation.  Since 
the  partnership  interests  themselves  arguably  do  not  constitute  re- 
capture property,  the  corporation  may  claim  that  no  gain  should  be 
recognized  on  the  transaction. 

Basis  adjustment. — Under  present  law  (sees.  743  and  754),  a  part- 
nership may  elect  to  adjust  the  basis  of  partnership  assets  to  offset 
gain  or  loss  recognized  by  its  partners  on  a  sale  or  exchange  of  in- 
terests in  the  partnership.  The  election  must  apply  to  all  sales  or 
exchanges  of  partnership  interests  and  may  be  revoked  only  for 
sufficient  reason  (Treas.  Reg.  sec.  1.754-l(c)). 

Reasons  for  Change 

The  existing  corporate  recapture  rule  is  intended  to  insure  that 
corporate  income  is  recognized  on  a  distribution  of  recapture  prop- 
erty to  a  corporations'  shareholders  or  upon  a  liquidating  sale  of 
such  property.  Similarly,  the  requirement  that  a  taxpayer  recog- 
nize ordinary  income  on  sales  or  exchanges  of  certain  partnership 
interests  prevents  taxpayers  from  avoiding  ordinary  income  tax- 
ation by  transferring  interests  in  partnership  which  hold  assets 
that  would  be  subject  to  depreciation  recapture  (or  otherwise  sub- 
ject to  ordinary  income  treatment)  if  the  assets  themselves  were 
disposed  of. 
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If  an  interest  in  a  partnership  which  holds  recapture  property 
may  be  distributed,  or  sold  in  liquidation,  without  being  subjected 
to  recapture,  the  corporation  has  effectively  avoided  the  recapture 
taxes.  Thus,  if  this  analysis  is  correct,  the  corporation  may  have 
benefitted  from  the  tax  advantages  of  depreciation  (including  accel- 
erated depreciation)  without  being  subject  to  recapture  as  would 
the  case  if  the  corporation  distributed  the  recapture  property  di- 
rectly to  its  shareholders.  The  committee  believes  that  the  Code 
should  specifically  prohibit  this  unintended  tax  benefit.  To  accom- 
plish this,  the  bill  generally  requires  that  the  distribution  of  the 
partnership  interest  be  treated  as  if  the  corporation  had  made  a 
direct  distribution  (or  liquidating  sale)  of  the  recapture  and  other 
recognition  assets. 

Explanation  of  Provision 

For  purposes  of  determining  the  amount  of  gain  recognized  by  a 
corporation  on  any  distribution,  the  bill  treats  the  distribution  of  a 
partnership  interest  as  a  distribution  of  the  corporation's  propor- 
tionate share  of  the  recognition  property  of  the  partnership.  Recog- 
nition property  is  defined  as  any  property  with  respect  to  which 
the  corporation  would  recognize  gain  if  it  distributed  the  property 
in  a  distribution  (sec.  311  or  336)  or  sold  the  property  in  a  liquida- 
tion sale  (sec.  337).  The  corporation's  proportionate  share  of  recog- 
nition property  shall  be  determined  in  accordance  with  the  princi- 
ples of  section  751.  In  determining  the  amount  of  gain  recognized 
on  the  transaction,  the  corporation  is  treated  as  if  it  had  made  a 
direct  distribution  (or  liquidating  sale  or  exchange)  of  the  underly- 
ing recognition  property. 

The  bill  specifies  that  the  amount  of  gain  recognized  by  a  corpo- 
ration under  the  rules  above  may  not  be  greater  than  the  amount 
of  gain  that  would  have  been  recognized  if  the  partnership  interest 
had  been  sold  directly  by  the  corporation.  This  limitation  would  be 
applied  separately  to  the  various  gains  arising  under  section  751 
without  reduction  for  any  separate  losses.  For,  example  if  applica- 
tion of  section  751  to  a  sale  of  the  partnership  interest  would  result 
in  $200  of  gain  and  $100  of  loss,  the  limitation  would  be  $200. 

The  bill  provides  that,  in  determining  whether  property  of  a 
partnership  is  recognition  property,  the  partnership  shall  be  treat- 
ed as  owning  its  proportionate  share  of  the  property  of  any  other 
partnership  in  which  it  is  a  partner.  This  rule  is  intended  to  pre- 
vent the  avoidance  of  the  rules  above  by  the  use  of  tiered  or  multi- 
tiered  partnership  arrangements.  (See  item  E.6.  below). 

The  bill  further  provides  that,  under  Treasury  regulations,  rules 
similar  to  the  rules  above  shall  apply  in  the  case  of  interests  in 
trusts.  These  rules  will  prevent  the  use  of  interests  in  trusts  to 
achieve  results  similar  to  those  prevented  by  the  statute  in  the 
case  of  partnership  interests. 

No  inference  should  be  drawn  from  the  committee's  action  re- 
garding the  treatment  of  these  transactions  under  present  law. 

Basis  adjustments. — When  a  partnership  has  an  appropriate  elec- 
tion in  effect,  the  basis  of  partnership  property  may  be  adjusted  fol- 
lowing the  taxable  sale  or  exchange  of  interests  in  the  partnership 
to  reflect  gain  or  loss  on  the  transfer  (sees.  743  and  754).  The  bill 
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clarifies  that  the  basis  of  partnership  property  is  to  be  adjusted  to 
take  into  account  amounts  recognized  on  transfers  accomplished 
through  distributions  (whether  by  corporations  or  partnerships). 

Effective  Date 

The  provision  applies  to  distributions,  sales,and  exchanges  made 
after  March  1,  1984,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $50 
million  annually  for  years  1986  through  1989. 


6.  Abuses  Involving  Tiered  Partnerships  (sees.  76  and  78  of  the 
bill  and  sees.  734,  751,  and  754  of  the  Code) 

a.  Use  of  tiered  partnerships  to  alter  character  of  income  on  ex- 
changes of  partnership  interest 

Present  Law 

The  gain  or  loss  on  the  sale  or  exchange  of  a  partnership  interest 
is  generally  a  capital  gain  or  loss.  However,  money  or  property  re- 
ceived by  a  transferor  partner  in  exchange  for  all  or  part  of  his 
partnership  interest  is  subject  to  ordinary  income  treatment  to  the 
extent  it  is  attributable  to  certain  ordinary  income  assets  of  the 
partnership  (sec.  751).  These  items  include  (1)  certain  unrealized  re- 
ceivables of  the  partnership,  and  (2)  inventory  items  of  the  partner- 
ship which  have  attributed  substantially  in  value.  Generally,  sub- 
stantially appreciated  inventory  is  defined  as  inventory  having  a 
fair  market  value  greater  than  120  percent  of  the  partnership's  ad- 
justed basis  for  the  property  and  greater  than  10  percent  of  the  fair 
market  value  of  all  partnership  property,  other  than  money.  Un- 
realized receivables  of  a  partnership  include  rights  to  payments 
that  have  not  yet  been  taken  into  account  under  the  partnership 
method  of  accounting  and  a  variety  of  recapture  amounts  with  re- 
spect to  partnership  property.  Ordinary  income  treatment  also  ap- 
plies to  distributions  to  a  partner  that  have  the  effect  of  causing  a 
shifting  of  the  various  partners'  interests  in  unrealized  receivables 
or  substantially  appreciated  appreciated  inventory  of  the  partner- 
ship property.  These  rules  prevent  a  partner  from  receiving  capital 
gain  treatment  for  gains  attributable  to  ordinary  income  property 
of  the  partnership. 

Under  present  law,  some  taxpayers  have  argued  that  ordinary 
income  treatment  of  unrealized  receivables  and  substantially  ap- 
preciated inventory  may  be  avoided  when  the  assets  are  held  in  a 
second  partnership.  When  this  occurs,  it  is  not  clear  whether  the 
ordinary  income  rules  of  section  751  should  be  applied  by  regarding 
change  in  interests  in  the  first  partnership  as  an  exchange  of  a 
capital  asset  (the  interest  in  the  second  partnership)  or  of  ordinary 
income  assets  (the  assets  owned  through  the  second  partnership). 

Reasons  for  Change 

The  committee  believes  that  taxpayers  should  not  be  allowed  to 
convert  potential  ordinary  income  into  capital  gains  by  selling 
their  partnership  interests.  This  policy  has  been  reflected  in  the 
1954  Code  since  the  enactment.  The  committee  knows  of  no  reason 
why  the  use  of  tiered  partnership  arrangements  should  be  permit- 
ted to  frustrate  this  policy. 
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Explanation  of  Provision 

Under  the  bill,  the  ordinary  income  rules  of  section  751  will  be 
applied  by  regarding  income  rights,  as  section  751  does  under 
present  law,  as  severable  from  the  partnership  interest.5  Under 
this  approach,  a  partner  will  be  treated  as  disposing  of  such  items 
independently  of  the  rest  of  his  partnership  interest.  The  rule  will 
apply  regardless  of  how  many  tiers  of  partnerships  exist  between 
the  transferring  or  distributee  partner  and  the  ordinary  income 
assets. 

The  committee  amendment  also  provides  that  this  approach  re- 
garding income  rights  as  severable  is  to  apply  to  interests  in  trusts 
held  by  partnerships  in  the  manner  provided  for  in  regulations. 

Effective  Date 

The  provision  is  effective  for  distributions,  sales,  and  exchanges 
made  after  March  31,  1984,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 

This  provision  has  a  negligible  effect  on  fiscal  year  budget  re- 
ceipts. 

b.  Use  of  tiered  partnership  to  achieve  step-up  in  basis  of  partner- 
ship assets 

Present  Law 

The  partnership  provisions  of  present  law  were  generally  de- 
signed to  permit  partners  to  enter  and  leave  a  partnership  witbput 
recognizing  gain  or  loss.  To  prevent  the  general  rules  from  allow- 
ing a  partner  to  escape  tax  on  gain  or  from  extinguishing  a  loss 
that  a  partner  would  otherwise  be  entitled  to,  the  Code  provided 
for  a  variety  of  rules  relating  to  basis  of  the  the  partners'  interests 
in  the  partnership,  and  in  contributed  or  distributed  property  and 
to  the  partnership's  basis  in  partnership  property.  In  certain  trans- 
actions, a  partner  may  experience  an  increase  or  decrease  in  basis 
that  is  not  reflected  appropriately  in  the  basis  of  other  assets.  For 
example,  if  a  partnership  distributes  property  which  it  holds  at  a 
basis  of  $900  to  a  partner  with  an  interest  with  a  $500  basis,  the 
Code  will  not  permit  the  $900  basis  to  carry  over  but  will  instead 
require  a  substitution  of  the  $500  basis.  Thus,  $400  of  basis  is  po- 
tentially "lost." 

Present  law  permits,  but  does  not  require,  a  partnership  in  such 
a  case  to  elect  to  adjust  the  basis  of  remaining  partnership  assets. 
A  similar  result  applies  in  the  case  of  transfers  of  interests  in  the 
partnership  (sec.  743).  The  election  to  step  up  (or  step  down)  may 
be  revoked  only  upon  a  showing  of  sufficient  reason  and  applies  to 
all  distributions  by  a  partnership  and  to  all  transfers  of  interests  in 
the  partnership. 

Since  the  election  may  at  some  future  date  require  a  decrease  in 
basis,  partnerships  may  not  make  the  election  where  it  appears  at 
first  to  be  advantageous.  Under  present  law,  it  may  be  possible  in  a 


5  See  H.R.  Rep.  No.  1337,  83rd  Cong.  2nd  Sess.  pages  70,  71  (March  9,  1954). 


31-409  O  -  84  -  79  BK  1 


1230 


tiered  partnership  arrangement  to  manipulate  the  basis  adjust- 
ment rules  and  the  election  to  adjust  basis  in  such  a  manner  as  to 
effectively  distribute  high  basis  property  to  a  low  basis  partner 
without  causing  him  to  recognize  gain  when  the  property  is  sold. 
For  example,  assume  that  partnership  AB  holds  two  assets,  asset  1 
with  a  basis  of  0  and  a  fair  market  value  of  $100  and  asset  2  with  a 
basis  of  $100  and  a  fair  market  value  of  $100.  A  distribution  of 
asset  2  to  partner  A,  who  has  a  zero  basis  for  his  interest,  would 
result  in  A  holding  the  asset  at  a  zero  basis,  and  the  basis  of  asset 
1  will  be  increased  to  $100,  assuming  that  the  partnership  has  a 
section  754  election  in  effect.  Thus,  if  asset  1  is  sold,  no  gain  or  loss 
will  be  realized,  but  if  asset  2  is  sold,  A  will  realize  $100  gain.  How- 
ever, if  asset  2  is  instead  contributed  to  a  second  partnership  in 
which  partnership  AB  has  a  major  interest  (e.g.,  99  percent),  its 
basis  will  remain  at  $100.  A  distribution  of  AB's  interest  in  the 
second  partnership  to  partner  A  will  result  in  the  basis  of  the  in- 
terest being  reduced  to  zero  but  (if  the  second  partnership  does  not 
have  section  754  election  in  effect)  the  basis  of  asset  2  will  remain 
$100.  Thus,  the  effect  is  an  increase  in  total  basis  of  assets  so  that, 
in  this  example,  both  asset  1  and  asset  2  can  subsequently  be  sold 
without  recognition  of  gain.  While  the  basis  of  A's  interest  in  the 
second  partnership  would  be  reduced  by  $100,  this  would  not  have 
any  effect  so  long  as  A  retains  his  interest  in  the  partnership.  A 
could  cause  asset  1  to  be  sold  and  reinvest  the  proceeds  through 
the  second  partnership  without  recognizing  any  gain.  Taxpayers 
may  also  attempt  to  create  more  complex  arrangements  to  achieve 
results  similar  to  the  results  described  above. 

Reasons  for  Change 

The  committee  believes  that  it  is  inappropriate  for  taxpayers  to 
defer  or  avoid  taxation  by  using  inconsistent  basis  adjustment  elec- 
tions for  related  partnerships. 

Explanation  of  Provision 

The  bill  prohibits  a  partnership  from  adjusting  the  basis  for  its 
interest  in  another  partnership  following  a  distribution  if  the 
second  partnership  does  not  have  a  section  754  election  in  effect. 
This  provision  is  intended  to  prevent  taxpayers  from  achieving  a 
net  step-up  in  the  basis  of  assets  by  means  of  inconsistent  elections 
under  section  754.  This  occurs  because  under  section  743  a  distribu- 
tion of  a  partnership  interest  is  treated  as  a  distribution  of  the  un- 
derlying assets  (see  item  E.5.,  above). 

Effective  Date 

This  provision  is  effective  for  distributions  after  March  1,  1983, 
in  taxable  years  ending  after  that  date. 

Revenue  Effect 

This  provision  has  a  negligible  effect  on  fiscal  year  budget  re- 
ceipts. 


7.  Exchanges  of  Like-Kind  Property  (sec.  77  of  the  bill  and  sec. 
1031  of  the  Code) 

Present  Law 

General  rules 

An  exchange,  like  a  sale  of  property,  is  generally  a  taxable  trans- 
action. However,  present  law  provides  that  no  gain  or  loss  is  to  be 
recognized  if  property  held  for  productive  use  is  the  taxpayer's 
trade  or  business,  or  property  held  for  investment  purposes,  is  ex- 
changed solely  for  property  of  a  like-kind  that  is  also  to  be  held  for 
productive  use  in  a  trade  or  business  or  for  investment.  This  provi- 
sion (sec.  1031)  specifically  does  not  apply  to  exchanges  of  stock  in 
trade  or  other  property  held  primarily  for  sale,  or  to  stocks,  bonds, 
notes,  choses  in  action,  certificates  of  trust  or  beneficial  interest,  or 
other  securities  or  evidences  of  indebtedness  or  interest.6 

The  nonrecognition  of  gain  in  like-kind  exchange  applies  only  to 
the  extent  that  like-kind  property  is  received  in  the  transaction. 
For  example,  if  a  taxpayer  holding  a  parcel  of  land  having  a  basis 
of  $50,000  and  a  fair  market  value  of  $100,000  exchanges  the  prop- 
erty for  a  parcel  of  land  worth  $90,000  plus  $10,000  in  cash,  the 
taxpayer  would  recognize  $10,000  of  gain  on  the  transaction.  The 
remaining  $40,000  of  gain  would  be  deferred  until  the  taxpayer  dis- 
poses of  the  second  parcel  as  a  taxable  sale  or  exchange.  No  losses 
may  be  recognized  from  a  qualifying  like-kind  exchange. 

Present  law  does  not  require  specifically  that  a  like-kind  ex- 
change be  completed  within  a  specified  period  in  order  to  qualify 
for  tax-free  treatment.  In  Starker  v.  United  States,  602  F.2d  1341 
(9th  Cir.  1979),  the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit  held  that  an  exchange  qualified  for  like-kind  treatment  al- 
though the  property  to  be  exchanged  could  be  designated  by  the 
transferor  for  up  to  5  years  after  the  transaction  and  although  the 
transferor  could  have  ultimately  received  cash  rather  than  like- 
kind  property.  The  case  involved  an  exchange  of  real  property  in 
which  the  transferor  eventually  received  like-kind  property. 

Installment  sales. — The  Internal  Revenue  Code  provides  special 
rules  for  the  reporting  of  income  from  installment  sales  (sec.  453). 
These  rules  allow  gains  from  an  installment  sale  to  be  spread  out 
over  the  period  during  which  installment  payments  are  received. 
In  general,  the  taxpayer  reports  income  in  each  year  for  that  pro- 
portion of  the  payments  received  during  the  year  which  is  equiva- 
lent to  the  ratio  which  the  gross  profit  from  the  sale  bears  to  the 
total  contract  price.  An  installment  sale  is  defined  as  a  disposition 


6  Special  rules  allow  tax-free  like-kind  exchanges  of  stock  of  the  same  corporation  (sec.  1035), 
certain  insurance  policies  (sec.  1036),  and  certain  U.S.  obligations  (sec.  1037).  Additionally,  the 
law  provides  for  nonrecognition  of  gain  in  certain  situations  in  which  property  lost  or  sold  by 
the  taxpayer  is  replaced,  within  a  specified  period,  by  property  of  a  similar  kind. 
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of  property  where  at  least  one  payment  is  received  after  the  close 
of  the  taxable  year  in  which  the  disposition  occurs.  For  this  pur- 
pose, payment  includes  property  permitted  to  be  received  without 
the  recognition  of  gain  (sec.  453(f)(6)). 

Exchanges  of  partnership  interests 

Present  law  does  not  state  specifically  whether  an  interest  in  one 
partnership  may  be  exchanged  for  an  interest  in  another  partner- 
ship as  a  tax-free  exchange  of  like-kind  property.  The  Internal  Rev- 
enue Service  has  ruled  that  the  exception  for  interests  in  financial 
enterprises  applies  to  partnership  interests  and  thus  they  do  not 
qualify  as  like-kind  property  that  may  be  exchanged  tax-free.  Rev. 
Rul.  78-135,  1978-1  C.B.  256.  Court  decisions  have  held  that  ex- 
changes of  partnership  interest  may  qualify  for  tax-free  treatment 
as  like-kind  property  exhanges  where  the  underlying  assets  of  the 
partnerships  are  substantially  similar  in  nature.  Estate  of  Rollin  E. 
Meyer,  Sr.,  58  T.C.  311  (1972),  aff'd  per  curiam  503  F.  2d  566  (9th 
Cir.  1974);  Gulf  stream  Land  and  Development  Co.,  71  T.C.  587 
(1979).  However,  the  court  in  the  Estate  of  Meyer  case  held  that  an 
exchange  of  a  general  partnership  interest  for  a  limited  partner- 
ship interest  does  not  satisfy  the  like-kind  requirement. 

Reasons  for  Change 
Deferred  like-kind  exchanges 

The  committee  is  concerned  that  like-kind  treatment  of  non-si- 
multaneous exchanges  has  given  rise  to  unintended  results  and  ad- 
ministrative problems.  These  concerns  extend  to  the  underlying 
policy  of  the  like-kind  exchange  rule. 

The  special  treatment  of  like-kind  exchanges  has  been  justified 
on  the  grounds  that  a  taxpayer  making  a  like-kind  exchange  has 
received  property  similar  to  the  property  relinquished  and  there- 
fore has  not  effectively  *  'realized"  a  profit  on  the  transaction.  This 
rationale  is  less  applicable  in  the  case  of  deferred  exchanges.  To 
the  extent  that  the  taxpayer  is  able  to  defer  completion  of  the 
transaction — often  retaining  the  right  to  designate  the  property  to 
be  received  at  some  future  point — the  transaction  begins  to  resem- 
ble less  a  like-kind  exchange  and  more  a  sale  of  one  property  fol- 
lowed, at  some  future  point,  by  a  purchase  of  a  second  property  or 
properties.  This  is  particularly  true  when  (as  was  the  case  in  the 
Starker  v.  United  States)  the  taxpayer  might  have  received  like- 
kind  or  non-like-kind  property  in  the  future.  The  committee  be- 
lieves that  like-kind  exchange  treatment  is  inappropriate  in  such 
situations  and  that  the  general  rule  requiring  recognition  of  gain 
on  sales  or  exchanges  of  property  should  apply  to  these  cases. 

The  special  treatment  of  like-kind  exchanges  has  also  been  justi- 
fied from  an  administrative  standpoint  because  of  the  difficulty  of 
valuing  property  which  is  exchanged  solely  or  primarily  for  similar 
property.  This  rationale  may  also  be  less  applicable  to  deferred 
like-kind  exchanges,  in  particular  exchanges  which  are  "left  open" 
until  the  taxpayer  has  selected  a  suitable  exchange  property.  In 
such  cases,  the  transferred  property  must  be  valued  at  a  specific  or 
near-specific  dollar  amount  in  order  to  determine  the  aggregate 
value  of  the  properties  that  the  taxpayer  may  receive  in  the  future. 
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Thus,  the  taxpayer's  gain  may  be  measured  with  reasonable  accu- 
racy in  the  year  of  the  original  transfer. 

The  committee  is  also  concerned  that  the  like-kind  exchange 
rules  significantly  expand  the  ability  of  taxpayers  to  avoid  recogni- 
tion of  gain  on  deferred  payment  sales.  Unlike  other  nonrecogni- 
tion  rules  (e.g.,  the  rollover  of  gain  on  replacement  of  a  principal 
residence),  the  like-kind  exchange  provisions  have  no  express  statu- 
tory time  limit  on  the  availability  of  nonrecognition  treatment.  De- 
cisions such  as  that  in  Starker  v.  United  States  suggest  that  there 
may,  in  fact,  be  no  limit  on  the  time  for  which  like-kind  exchanges 
may  be  kept  open.  If  this  is  the  case,  taxpayers,  by  combining  the 
installment  sale  rules  and  the  like-kind  exchange  provisions,  may 
defer  taxation  on  dispositions  of  property  for  an  indefinite  period  of 
time,  even  if  a  right  to  receive  cash  instead  of  property  is  retained. 
If  cash  is  ultimately  received,  the  installment  sale  rules  will 
achieve  a  deferral  until  the  time  of  receipt,  while  if  like-kind  prop- 
erty is  received,  recognition  will  be  even  further  delayed.  By  exer- 
cising the  right  to  designate  property  shortly  before  death,  a  tax- 
payer may  conceivably  avoid  any  taxation  on  the  sale.  Interaction 
of  the  installment  sale  and  like-kind  exchange  rules  also  raises  se- 
rious administrative  problems  regarding  the  allocation  of  liabilities 
and  basis  among  different  properties,  problems  which  may  not  be 
resolvable  until  all  exchanges  and  payments  required  by  the  agree- 
ment have  been  completed.  Thus  the  tax  consequences  of  deferred 
exchanges  may  not  be  determined  for  many  years  after  the  trans- 
action is  initiated. 

Exchanges  of  partnership  interests 

It  is  questionable  whether  the  like-kind  exchange  provisions  were 
originally  intended  to  apply  to  exchanges  of  partnership  interests. 
The  statute  by  its  own  terms  does  not  apply  to  exchanges  of  stock, 
certificates  of  trust  or  beneficial  interest,  or  other  securities  or  evi- 
dences of  indebtedness  or  interest  (sec.  1031).  These  exclusions  pre- 
vent taxpayers  from  trading  investment  interests  so  as  to  take  ad- 
vantage of  like-kind  treatment  on  dispositions  of  appreciated  prop- 
erty. The  committee  believes  that,  at  least  under  current  condi- 
tions, partnership  interests  typically  represent  investment  interest 
similar  to  those  items  already  excluded  from  like-kind  treatment 
and  should  therefore  be  excluded  from  such  treatment. 

In  reaching  the  decision  above,  the  committee  is  particularly  con- 
cerned by  the  use  of  the  like-kind  exchange  rules  to  facilitate  the 
exchange  of  interests  in  tax  shelter  investments  for  interests  in 
other  partnerships.  Under  this  arrangement,  taxation  of  the  gain 
inherent  in  an  interest  in  a  "burned  out"  tax  shelter  partnership — 
i.e.,  a  partnership  which  has  taken  substantial  deductions  for  non- 
recourse liabilities  without  actually  paying  off  such  liabilities,  and 
hence  without  the  partners  suffering  real  economic  loss — may  be 
avoided  if  the  interest  is  exchanged,  tax-free,  for  an  interest  in  an- 
other partnership.  While  court  decisions  have  limited  like-kind  ex- 
change treatment  to  partnerships  holding  similar  underlying 
assets,  this  rule  may  be  inadequate  to  reflect  the  actual  situation  of 
the  two  partnerships  and  may  therefore  continue  to  allow  abuses  of 
the  type  above.  The  committee  believes  that  such  abuses  are  best 
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prevented  by  specifically  excluding  partnership  interests  from  the 
like-kind  exchange  rule. 

Explanation  of  Provisions 
Deferred  like-kind  exchanges 

The  bill  provides  that,  for  purposes  of  the  like-kind  exchange  pro- 
vision, any  property  received  by  the  taxpayer  more  than  180  days 
(but  not  later  than  the  due  date  of  the  taxpayer's  tax  return)  after 
the  date  on  which  the  taxpayer  relinquishes  property  is  not  to  be 
treated  as  like-kind  property.  Thus,  tax-free  treatment  will  be  un- 
available for  exchanges  not  completed  within  this  time  period. 

Exchanges  of  partnership  interests 

The  bill  specifies  that  the  like-kind  exchange  rules  do  not  apply 
to  any  exchange  of  interests  in  different  partnerships.  This  rule  is 
not  intended  to  apply  to  an  exchange  of  interests  in  the  same  part- 
nership. 

No  inference  should  be  drawn  from  the  committee's  action  re- 
garding the  proper  treatment  of  these  transactions  under  present 
law. 

Effective  Date 

The  provision  relating  to  partnership  exchanges  is  effective  for 
transfers  of  property  after  March  31,  1984  other  than  exchanges 
made  pursuant  to  binding  contracts  entered  into  on  or  before 
March  1,  1984.  The  provision  relating  to  deferred  like-kind  ex- 
changes is  effective  for  transfers  after  date  of  enactment.  For 
transfers  on  or  before  date  of  enactment,  any  property  received 
after  December  31,  1986,  will  not  be  treated  as  like-kind  property. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $226 
million  in  1985,  $630  million  in  1986,  $667  million  in  1987,  $788 
million  in  1988,  and  $842  million  in  1989. 


8.  Allocation  of  Certain  Liabilities  to  Limited  Partners  (sec.  79  of 
the  bill  and  sec.  751  of  the  Code.) 

Present  law 

In  general. — A  partner  is  entitled  to  deduct  his  allocable  share  of 
partnership  losses  to  the  extent  of  the  adjusted  basis  of  his  partner- 
ship interest.  When  a  partner  personally  assumes  liability  for 
partnership  debts,  the  basis  of  his  interest  is  increased  to  the 
extent  of  the  liabilities  assumed.  Similarly,  a  partners'  basis  in  his 
interest  is  increased  to  the  extent  of  his  share  of  partnership  liabil- 
ities. Treasury  regulations  provide  that,  when  none  of  the  partners 
is  personally  liable  for  a  partnership  debt  (nonrecourse  liabilities), 
all  of  the  partners,  including  limited  partners,  may  increase  the 
basis  of  their  interests  by  their  share  of  the  debt,  which  is  deter- 
mined in  accordance  with  the  interest  in  partnership  profits. 
(Treas.  Reg.  sec.  1.752-l(e)). 

In  Raphan  v.  United  States,  (United  States  Claims  Court,  No. 
452-78,  September  26,  1983),  the  court  held  that  a  general  partner 
was  not  to  be  treated  as  personally  liable  with  respect  to  an  other- 
wise nonrecourse  debt  because  he  guaranteed  repayment  of  the 
debt.  Thus,  the  debt  remained  a  nonrecourse  liability  and  the  limit- 
ed partners  were  entitled  to  include  a  portion  of  the  debt  in  com- 
puting the  basis  of  their  partnership  interests  (thereby  increasing 
the  maximum  amount  of  partnership  deductions  which  could  be  al- 
located to  the  limited  partners).  The  Internal  Revenue  Service  has 
taken  a  contrary  position  in  a  published  ruling  (Rev.  Rul.  83-151, 
1983-41  I.R.B.  6). 

At-risk  rules. — The  at-risk  rules  prevent  taxpayers  from  deduct- 
ing losses  in  excess  of  amounts  which  the  taxpayer  actually  risks 
losing  as  a  result  of  an  investment.  Because  limited  partners  are 
not  personally  liable  for  partnership  liabilities,  the  at-risk  rules, 
where  applicable,  generally  prevent  limited  partners  from  deduct- 
ing losses  in  excess  of  amounts  invested  in  the  partnership.  The  at- 
risk  rules  are  not  applicable  to  real  estate  investments. 

Reasons  for  Change 

The  committee  believes  the  holding  in  Raphan  v.  United  States 
results  in  an  inappropriate  increase  in  the  limited  partners'  basis 
in  their  interests.  The  committee  also  believes  the  rules  for  sharing 
partnership  liabilities  under  Treasury  regulation  sec.  1.752-l(b)  are 
outdated  and  require  revision  to  ensure  that  the  partner  receiving 
the  basis  with  respect  to  a  partnership  liability  bears  (to  the  extent 
possible)  the  economic  risk  of  loss  with  respect  to  such  liabilities. 
Similarly,  the  committee  is  concerned  with  the  lack  of  definition  of 
when  an  "assumption"  takes  place  under  section  752. 
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Explanation  of  Provision 

The  bill  directs  the  Treasury  Department  to  prescribe  regula- 
tions regarding  the  conditions  under  which  recourse  and  nonre- 
course liabilities  may  be  reflected  in  the  basis  of  the  partners'  part- 
nership interests.  It  is  anticipated  that  these  regulations  among 
other  things  will  reflect  the  position  taken  in  Revenue  Ruling  83- 
151  and  will  reject  the  holding  in  Raphan  v.  United  States.  Thus, 
the  regulations  will  specify  that  indebtedness  (or  portion  thereof) 
for  which  a  general  partner  is  primarily  or  secondarily  liable 
(whether  in  his  capacity  as  a  partner  or  otherwise)  is  not  nonre- 
course liability  providing  additional  basis  for  limited  partners'  in- 
terests in  a  partnership.  Similarly,  when  a  limited  partner  guaran- 
tees a  liability,  the  regulations  will  not  shift  the  basis  attributable 
to  that  liability  away  from  the  limited  partner  as  a  result  of  the 
guarantee.  The  committee  does  not  intend  that  the  regulations  will 
alter  the  general  rule  allowing  nonrecourse  liabilities  to  be  includ- 
ed in  the  basis  of  limited  partners'  interests. 

The  committee  anticipates  that  the  regulations  discussed  above 
will  be  effective  for  amounts  paid  or  incurred  after  March  1,  1984. 
The  committee,  therefore,  urges  prompt  action  by  the  Treasury  De- 
partment in  completing  these  regulations. 

Effective  Date 

This  provision  is  effective  for  amounts  paid  or  incurred  after 
March  1,  1984. 

Revenue  Effect 

The  effects  of  this  provision  are  included  in  the  estimated  rev- 
enues for  other  partnership  provisions. 


F.  Trust  Provisions 


1.  Trust  Distributions  (sec.  81  of  the  bill  and  sec.  643  of  the  Code) 

Present  Law 

Under  present  law,  beneficiaries  are  taxed  on  amounts  distribut- 
ed from  a  trust  or  estate  to  the  extent  of  the  trust's  or  estate's  dis- 
tributable net  income.  The  trust  or  estate  is  allowed  a  deduction 
for  amounts  taxed  to  its  beneficiaries.  The  present  Treasury  regula- 
tions provide  that  distributions  of  property  are  deemed  to  carry  out 
distributable  net  income  to  the  extent  of  the  property's  value  at 
the  time  of  distribution.  In  such  a  case,  there  is  no  gain  or  loss  re- 
alized by  the  trust  or  estate,1  and  the  basis  of  the  property  in  the 
hands  of  the  beneficiary  is  its  value  to  the  extent  it  carries  out  dis- 
tributable net  income.  Treas.  Reg.  sec.  1.661(a)-2(f). 

Reasons  for  Change 

Where  a  trust  or  estate  has  distributable  net  income  and  distrib- 
utes property,  the  effect  of  the  present  Treasury  regulations  is  to 
exempt  the  gain  or  loss  entirely  from  tax.  The  committee  believes 
that  the  gain  or  loss  should  be  taxed  to  either  the  beneficiary  or 
the  trust  (or  estate).  Accordingly,  the  committee  bill  provides  that, 
in  general,  the  distribution  of  property  will  be  a  taxable  event  re- 
sulting in  the  taxation  of  the  gain  or  loss  to  the  trust  or  estate. 
However,  the  committee  bill  provides  that,  at  the  election  of  the 
trustee  or  executor,  the  distribution  of  property  by  a  trust  or  estate 
carries  out  distributable  net  income  only  to  the  extent  of  the  lesser 
of  the  property's  basis  or  fair  market  value  and  that  the  basis  of 
the  property  carries  over  to  the  beneficiary.  Under  this  election, 
the  appreciation  will  be  taxed  to  the  beneficiary  when  the  benefici- 
ary disposes  of  the  property. 

Explanation  of  Provision 

Under  the  committee  bill,  the  distribution  of  property  by  a  trust 
or  estate  results  in  the  recognition  of  gain  or  loss  on  the  distribu- 
tion as  if  the  property  had  been  sold  to  the  beneficiary.2  Alterna- 
tively, the  bill  allows  the  trustee  or  executor  to  elect  to  treat  distri- 
butions of  property  as  carrying  out  distributable  net  income  only  to 
the  extent  of  the  lesser  of  the  property's  basis  or  its  fair  market 


1  Under  Rev.  Rul.  67-74,  1974-1  C.B.  194,  the  distribution  of  property  to  a  beneficiary  in  satis- 
faction of  his  right  to  receive  income  currently  results  in  the  recognition  of  gain  or  loss  to  the 
trust. 

2  In  the  case  of  depreciable  property,  section  1239  would  apply  to  deny  capital  gains  treatment 
on  the  gain  to  the  trust.  See  section  167  of  the  bill  which  makes  section  1239  apply  to  transac- 
tions between  trusts  and  their  beneficiaries.  Similarly,  in  the  case  of  a  distribution  by  a  trust  of 
property  whose  fair  market  value  is  less  than  its  basis,  section  267  would  deny  a  loss  deduction 
to  the  trust.  However,  section  267  does  not  apply  to  deny  a  deduction  to  an  estate  in  such  a  case. 
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value  at  the  time  of  distribution.  If  the  election  is  made,  the  basis 
of  the  property  in  the  hands  of  the  beneficiary  would  be  the  same 
as  the  trust's  or  estate's. 

Effective  Date 

The  provision  is  effective  with  respect  to  distributions  made  after 
March  1,  1984,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  $64  mil- 
lion in  1985,  $261  million  in  1986  and  $409  million  in  1987. 


2.  Taxation  of  Multiple  Trusts  (sec.  82  of  the  bill  and  sec.  643  of 

the  Code) 


Present  Law 

Trusts  are  treated  as  separate  taxable  entities  with  respect  to 
certain  accumulated  and  undistributed  income  (sec.  641).  Trusts  are 
taxed  under  a  separate  progressive  rate  schedule  (sec.  1(e)). 

Treasury  regulations  enacted  following  the  Tax  Reform  Act  of 
1969  provide  that  multiple  trusts  will  be  treated  as  one  trust  if 
they  have  (1)  the  same  grantor  and  substantially  the  same  benefici- 
ary, (2)  no  substantially  independent  purposes  (such  as  independent 
dispositive  purposes),  and  (3)  as  their  principal  purpose  the  avoid- 
ance or  mitigation  of  progressive  rates  of  tax  (including  mitigation 
as  a  result  of  deferral  of  tax)  or  avoidance  or  mitigation  of  the  al- 
ternative minimum  tax.3 

In  Edward  L.  Stephenson  Trust  v.  Commissioner,  81  T.C.  No.  22 
(September  12,  1983),  the  Tax  Court  held  that  the  Treasury  regula- 
tions regarding  multiple  trusts  were  invalid  because  the  Internal 
Revenue  Code  did  not  support  a  subjective  test  of  tax  avoidance 
motive  as  a  basis  for  determining  the  existence  of  multiple  trusts. 
The  court  further  held  that  Congress,  by  enacting  a  series  of  more 
limited  rules  relating  to  multiple  trusts  in  the  Tax  Reform  Acts  of 
1969  and  1976,  had  implicitly  accepted  an  earlier  Tax  Court  deci- 
sion which  held  that  the  motive  for  establishing  and  maintaining 
multiple  trusts  was  irrelevant  for  tax  purposes.4 

Reasons  for  Change 

Because  of  the  progressive  tax  structure,  it  would  be  possible  to 
significantly  reduce  income  taxes  by  establishing  multiple  trusts 
having  the  same  grantor  and  the  same  or  similar  beneficiaries.  For 
example,  if  instead  of  establishing  one  $1,000,000  trust  a  taxpayer 
establishes  ten  essentially  identical  $100,000  trusts,  the  taxpayer 
will  be  able  to  secure  a  significantly  lower  marginal  tax  rate  for 
the  undistributed  income  of  the  trusts. 

The  committee  is  concerned  that,  without  the  restrictions  of  the 
existing  Treasury  regulations  persons  would  be  able  to  significantly 
reduce  the  taxation  of  investment  income  through  the  creation  of 
multiple  trusts.  Accordingly,  the  committee  believes  that  rules  sim- 
ilar to  the  rules  contained  in  the  existing  regulations  should  be  leg- 
islated by  the  Congress. 


3  Treas.  Reg.  sec.  1.641(aM)(c). 

4  Estelle  Morris  Trusts  v.  Commissioner,  51  T.C.  20  (1968),  aff'd  per  curiam  427  F.2d  1361  (9th 
Cir.  1970). 
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Explanation  of  Provision 

The  bill  provides  that,  under  Treasury  regulations,  two  or  more 
trusts  shall  be  treated  as  one  trust  if  (1)  the  trusts  have  substan- 
tially the  same  grantor  or  grantors  and  substantially  the  same  pri- 
mary beneficiary  or  beneficiaries  and  (2)  a  principal  purpose  for 
the  existence  of  the  trusts  is  the  avoidance  of  Federal  income  tax. 
For  purposes  of  these  rules,  a  husband  and  wife  are  to  be  treated 
as  one  beneficiary  or  grantor.  For  this  purpose,  trusts  will  not  be 
treated  as  having  different  primary  beneficiaries  merely  because 
the  trust  has  different  contingent  beneficiaries.  Similarly,  trusts 
will  not  be  treated  as  having  different  grantors  by  having  different 
persons  making  nominal  transfers  to  the  trusts. 

For  example,  the  committee  expects  that  the  Treasury  regula- 
tions would  treat  the  trusts  in  the  following  example  as  one  trust: 

A  establishes,  with  the  principal  purpose  for  the  avoidance 
of  Federal  income  tax,  trust  1  for  the  benefit  of  his  sister 
SI,  his  brother  Bl,  and  his  brother  B2;  trust  2  for  the 
benefit  of  his  sister  S2,  his  brother  Bl,  and  his  brother  B2; 
trust  3  for  the  benefit  of  his  sister  SI,  his  sister  S2,  and  his 
brother  Bl;  and  trust  4  for  the  benefit  of  his  sister  SI,  his 
sister  S2,  and  his  brother  B2.  Under  each  trust  instru- 
ment, the  trustee  is  given  discretion  to  pay  any  current  or 
accumulated  income  to  any  one  or  more  of  the  benefici- 
aries. 

Where  there  are  substantial  independent  purposes,  and  tax  pur- 
poses are  not  a  principal  purpose  of  the  existance  of  separate 
trusts,  the  trusts  will  not  be  aggregated.  The  following  is  an  exam- 
ple where  separate  trusts  will  not  be  aggregated  under  the  commit- 
tee bill: 

X  establishes  two  irrevocable  trusts  for  the  benefit  of  X's 
son  and  daughter.  Son  is  the  income  beneficiary  of  the 
first  trust  and  the  trustee  (Bank  of  P)  is  required  to  pay  all 
income  currently  to  son  for  life.  Daughter  is  the  remainder 
beneficiary.  X's  daughter  is  an  income  beneficiary  of  the 
second  trust  and  the  trust  instrument  permits  the  trustee 
(Bank  of  D)  to  accumulate  or  to  pay  income,  in  its  discre- 
tion, to  daughter  for  her  education,  support  and  mainte- 
nance. The  trustee  also  may  pay  income  or  corpus  to  son 
for  his  medical  expenses.  Daughter  is  the  remainder  bene- 
ficiary and  will  receive  the  trust  corpus  upon  son's  death. 

Effective  Date 

This  provision  is  effective  for  taxable  years  beginning  after 
March  1,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $5  million  annually. 


G.  Time  Value  of  Money  and  Other  Accounting  Changes 

1.  Timing  and  Measurement  of  Interest  Inclusion  and  Deduction 
in  Deferred  Payment  Transactions.  (Sec.  41  of  the  Bill  and  sees. 
163(e)  and  483  and  new  sees.  1274  and  1275  of  the  Code) 

Present  Law 

Timing  of  inclusion  and  deduction  of  deferred  interest 

OID  rules. — If  in  a  lending  transaction  the  borrower  receives  less 
than  the  amount  that  must  be  repaid,  the  difference  represents 
' 'discount.' 1  Discount  performs  the  same  function  as  stated  interest; 
it  compensates  the  lender  for  the  use  of  its  money.1  Present  law 
(sees.  1232A  and  163(e))  generally  requires  the  holder  of  a  discount 
debt  obligation  to  include  in  income  annually  a  portion  of  the  origi- 
nal issue  discount  (OID)  on  the  obligation  and  allows  the  issuer  of 
the  obligation  to  deduct  a  corresponding  amount,  irrespective  of 
whether  the  issuer  or  holder  uses  the  cash  or  accrual  method  of  ac- 
counting (hereafter  referred  to  as  the  "OID  rules").2 

Original  issue  discount  is  defined  as  the  difference  between  the 
issue  price  of  an  obligation  and  its  stated  redemption  price  at  ma- 
turity. This  amount  is  allocated  over  the  life  of  the  obligation 
through  a  series  of  adjustments  to  the  issue  price  for  each  "bond 
period"  (generally,  each  one-year  period  beginning  on  the  date  of 
issue  of  the  bond  and  each  anniversary  of  that  date).  The  adjust- 
ment of  the  issue  price  for  each  bond  period  is  determined  by  mul- 
tiplying the  adjusted  issue  price  (i.e.,  the  issue  price  as  increased  by 
adjustments  prior  to  the  beginning  of  the  bond  period)  by  the  obli- 
gation's yield  to  maturity,  and  then  subtracting  the  interest  pay- 
able during  the  bond  period.  The  adjustment  of  the  issue  price  for 
any  bond  period  is  the  amount  of  OID  allocated  to  that  bond 
period. 

Present  law  provides  exceptions  to  the  rules  requiring  annual 
recognition  and  deduction  of  OID  for  the  following:  (1)  obligations 
issued  by  individuals;  (2)  obligations  with  a  maturity  of  less  than 
one  year;  (3)  obligations  exempt  from  tax  under  section  103  or  any 
other  provision  of  law;  (4)  obligations  issued  in  exchange  for  proper- 
ty where  neither  the  obligation  nor  the  property  received  is  public- 


1  United  States  v.  Midland-Ross  Corp.,  381  U.S.  54  (1965)  (a  case  decided  under  the  1939  Code). 
See  also  Commissioner  v.  National  Alfalfa  Dehydrating  &  Milling  Co.,  417  U.S.  134  (1974). 

2  The  purpose  of  the  OID  rules  is  to  ensure  that  an  OID  obligation  is  treated  for  tax  purposes 
in  a  manner  similar  to  a  nondiscount  obligation  requiring  current  payment  of  interest.  They 
treat  the  borrower  as  having  constructively  paid  the  lender  the  annual  unpaid  interest  accruing 
on  the  outstanding  principal,  which  amount  the  borrower  may  deduct  as  interest  expense  and 
the  lender  is  required  to  take  into  income.  The  lender  is  then  deemed  to  have  relent  this 
amount  to  the  borrower,  who  must  in  subsequent  periods  pay  interest  on  this  amount  as  well  as 
on  the  original  principal.  This  concept  of  accruing  interest  on  unpaid  interest  is  often  referred 
to  as  the  "economic  accrual"  of  interest  or  interest  "compounding.  ' 
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ly  traded;  (5)  obligations  issued  for  the  use  of  property;  and  (6)  obli- 
gations issued  in  exchange  for  services.3 

Measurement  of  interest  in  deferred  payment  transactions  involving 
nontraded  property 

Section  483. — Parties  to  a  deferred  payment  transaction  involv- 
ing a  sale  of  property  may  be  subject  to  the  unstated  interest  rules 
of  section  483. 4  If  the  parties  to  such  a  transaction  do  not  specify  a 
minimum  (safe-harbor)  rate  of  interest  to  be  paid  by  the  purchaser- 
borrower,  section  483  recharacterizes  a  portion  of  principal  as  un- 
stated interest  assuming  a  higher  ' 'imputed"  interest  rate.  The 
safe-harbor  rate  is  a  simple  interest  rate;  the  imputed  rate  is  a 
compound  rate.  Currently,  the  safe-harbor  and  imputed  rates  are  9 
percent  and  10  percent,  respectively.  The  maximum  imputed  inter- 
est rate  applicable  to  certain  transfers  of  land  between  members  of 
the  same  family  is  7  percent. 

Section  483  provides  exceptions  (1)  for  transactions  where  the 
sales  price  does  not  exceed  $3,000;  (2)  for  payments  made  pursuant 
to  a  transfer  described  in  section  1235(a)  (relating  to  the  sale  or  ex- 
change of  patents);  (3)  in  the  case  of  sellers,  for  sales  of  property  if 
all  of  the  gain  on  the  sale  would  be  ordinary;  and  (4)  for  certain 
other  transactions. 

If  interest  is  imputed  under  section  483,  a  portion  of  each  de- 
ferred payment  is  treated  as  unstated  interest.  The  allocation  be- 
tween unstated  interest  and  principal  is  made  on  the  basis  of  the 
size  of  the  deferred  payment  relative  to  total  deferred  payments. 
Amounts  characterized  as  unstated  interest  are  included  in  the 
income  of  the  lender  in  the  year  in  which  the  deferred  payment  is 
received  (in  the  case  of  a  cash  method  taxpayer)  or  due  (in  the  case 
of  an  accrual  method  taxpayer).  The  borrower  correspondingly  de- 
ducts the  imputed  interest  in  the  year  in  which  the  payment  is 
made  or  due. 

Section  482. — The  regulations  under  section  482,  relating  to  the 
allocation  of  income  and  deductions  between  commonly  controlled 
organizations,  trades  or  businesses,  require  a  similar  imputation  of 
interest  in  the  context  of  loans  and  deferred  payment  sales  transac- 
tions between  commonly  controlled  businesses  where  adequate  in- 
terest is  not  provided  for.  The  regulations  employ  a  simple  interest 
safe-harbor  rate  to  test  the  adequacy  of  stated  interest  and  assume 
a  higher  simple  interest  rate  if  this  rate  is  not  met. 

Reasons  for  Change 
Mismatching  and  noneconomic  accrual  of  interest 

The  OID  rules  were  enacted  in  1969  to  eliminate  the  distortions 
caused  by  the  mismatching  of  income  and  deductions  by  lenders 
and  borrowers.  Prior  to  that  time,  an  accrual  method  borrower 
could  deduct  deferred  interest  payable  to  a  cash  method  lender  in  a 


3  Payments  made  to  employees  and  nonemployees  pursuant  to  nonqualified  plans  of  deferred 
compensation  are  governed  by  sections  404  and  404A  which  denies  a  deduction  for  such  amounts 
until  the  year  in  which  they  are  included  in  the  income  of  the  employee.  Present  law  is  unclear 
as  to  whether  all  deferred  payments  for  services  are  within  the  scope  of  sections  404  and  404A. 

4  Section  483  does  not  apply  to  transactions  covered  by  the  OID  rules.  See  Treas.  Reg.  sees. 
1.483-l(bX3),  1.483-l(dX3Xh). 


period  prior  to  the  period  in  which  the  lender  took  the  interest  into 
income.  The  possibility  of  such  mismatching  still  may  exist  in  the 
case  of  obligations  that  come  within  one  of  the  exceptions  to  the 
OID  rules.  Some  taxpayers  have  attempted  to  exploit  these  excep- 
tions, particularly  the  exception  relating  to  obligations  issued  for 
nontraded  property,5  to  achieve  deferral  of  income  tax  on  interest 
income  and  accelerated  deductions  of  interest  expense. 

For  example,  real  estate  or  machinery  may  be  purchased  for 
notes  providing  that  interest  will  accrue  annually  but  will  not  be 
paid  until  the  notes  mature.  The  issuer,  who  typically  uses  the  ac- 
crual method  of  accounting,  will  claim  annual  interest  deductions 
while  the  holder,  who  typically  uses  the  cash  method  of  accounting, 
will  defer  interest  income  until  it  is  actually  received.  From  the 
government's  standpoint,  the  present  value  of  the  income  included 
by  the  lender  in  the  later  period  will  be  less  than  the  present  value 
of  the  deductions  claimed  by  the  borrower.  As  the  disparity  be- 
tween the  time  when  the  borrower  deducts  the  interest  expense 
and  the  time  when  the  lender  reports  the  interest  income  grows, 
the  revenue  loss  increases  geometrically.6 

The  revenue  loss  is  magnified  if  the  accrual  method  purchaser 
computes  its  interest  deduction  using  a  noneconomic  formula  such 
as  straight-line  amortization,  simple  interest,  or  the  "Rule  of 
78's."7  Although  the  Internal  Revenue  Service  recently  issued  a 
revenue  ruling  which  proscribes  the  deduction  of  interest  in  an 
amount  in  excess  of  the  economic  accrual  of  interest  for  the  tax- 
able year,8  the  committee  understands  that  some  taxpayers  are 
taking  the  position  that  this  ruling  is  an  incorrect  interpretation  of 
present  law. 

Significant  distortions  can  also  occur  in  connection  with  deferred 
payment  transactions  involving  services  or  the  use  of  property.  For 
example,  if  a  lessor  agrees  to  lease  property  to  the  lessee  for  5 
years  for  an  amount  payable  at  the  end  of  the  lease,  the  lessor  has 
actually  made  several  loans  to  the  lessee,  each  in  the  amount  of 
the  annual  rent.  A  portion  of  the  amount  payable  at  the  end  of  the 
5-year  period  is  unstated  interest.  If  the  lessee  is  an  accrual 
method  taxpayer,  the  lessee  will  deduct  annually  a  ratable  portion 
of  the  amount  due  at  the  end  of  the  lease.  However,  if  the  lessor  is 
a  cash  method  taxpayer,  the  lessor  will  report  no  income  until  the 


5  The  bill  which  became  the  Tax  Reform  Act  of  1969,  as  reported  by  this  committee  and  the 
Senate  Finance  Committee,  included  within  its  scope  essentially  all  transactions  involving  issu- 
ance of  a  debt  obligation  for  property.  A  Senate  floor  amendment  added  the  exception  for  obliga- 
tions issued  for  nontraded  property,  reflecting  concern  that  the  parties  to  such  sales  might  take 
inconsistent  positions  on  valuation  to  the  detriment  of  the  Treasury.  See  letter  from  John  S. 
Nolan,  Deputy  Assistant  Secretary  of  the  Treasury,  to  Sen.  John  J.  Williams,  dated  November 
28,  1969,  115  Cong.  Rec.  36730-36731  (1969). 

6  The  Conference  Report  to  the  Technical  Corrections  Act  of  1982,  which  repealed  the  excep- 
tion to  section  1232  for  publicly  traded  obligations  isssued  in  a  reorganization,  specifically  re- 
ferred to  the  mismatching  problem  in  transactions  involving  nontraded  property  and  indicated 
that  further  legislation  might  be  appropriate  in  the  near  future  if  the  Treasury  Department  was 
unable  to  deal  with  the  problem  administratively.  H.  R.  Rep.  No.  97-986,  97th  Cong.,  2d  Sess.  21 
(1982).  While  the  Internal  Revenue  Service  may  be  successful  in  challenging  the  deductions  for 
accruing  interest  under  certain  theories,  this  result  is  unclear. 

7  The  Rule  of  78's  is  a  formula  for  allocating  interest  over  the  term  of  a  loan  that  results  in 
much  larger  deductions  in  the  early  years.  To  illustrate,  in  the  case  of  a  30-year  loan,  interest 
would  be  calculated  under  the  Rule  of  78's  by  first  taking  the  sum  of  the  integers  from  1 
through  30  (i.e.,  1  +  2  +  3  +  4.  .  .and  so  on  up  to  30),  or  465.  The  borrower  would  accrue  30/465  (or 
6.45  percent)  of  the  total  interest  in  the  first  year,  29/645  (6.24  percent)  in  the  second  year,  and 
so  on  until  the  30th  year,  when  1/465  (.22  percent)  of  the  total  interest  would  be  accrued. 

8  Rev.  Rul.  83-84,  1983-1  C.B.  9. 
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end  of  the  fifth  year  when  payment  is  received.  Thus,  a  mismatch- 
ing of  both  the  amounts  representing  rent  (i.e.,  loan  principal)  and 
the  amounts  representing  unstated  interest  will  have  occurred. 

In  view  of  the  significant  distortions  occurring  under  present 
law,  the  committee  believes  that  it  is  appropriate  to  extend  the  pe- 
riodic inclusion  and  deduction  rules  of  existing  sections  1232A  and 
163(e)  obligations  issued  for  nontraded  property,  services,  and  the 
use  of  property,  and  to  obligations  issued  by  individuals.  The  com- 
mittee believes  that  the  valuation  problems  that  may  arise  in  situ- 
ations where  neither  side  of  a  transaction  is  traded  can  be  resolved 
by  imputing  a  conservative  rate  of  interest  in  appropriate  cases. 
For  similar  reasons,  the  committee  believes  that  it  is  no  longer  ap- 
propriate to  exempt  holders  of  obligations  that  are  not  capital 
assets  in  the  holders'  hands  from  the  periodic  inclusion  rules.9 

Although  the  OID  rules  are  somewhat  complex,  the  committee 
believes  that  they  can  be  extended  to  a  broader  range  of  transac- 
tions without  disrupting  the  routine,  legitimate  transactions  of  in- 
dividuals or  small  businesses,  which  might  have  difficulty  under- 
standing and  applying  the  rules.  The  committee's  bill  exempts 
many  of  these  transactions.  Moreover,  individuals  rarely  issue  siz- 
able long-term  debt  obligations  that  do  not  require  current  pay- 
ments of  interest  outside  of  the  context  of  tax-motivated  transac- 
tions. 

Mismeasurement  of  interest  in  transactions  involving  nontraded 
property 

Recharacterization  of  interest  as  principal 

The  committee  recognizes  that  it  is  possible  in  a  deferred  pay- 
ment sales  transaction  involving  nontraded  property  to  manipulate 
the  principal  amount  by  understating  the  interest  element  of  the 
transaction.  Although  the  parties  to  a  transaction  in  which  interest 
has  been  artificially  fixed  at  a  below-market  rate  are,  economically, 
in  the  same  position  as  if  interest  had  been  accurately  stated,  sig- 
nificant tax  advantages  may  result  from  characterizing  the  trans- 
action as  one  involving  low  interest  and  high  principal. 

If  recognized  for  tax  purposes,  this  mischaracterization  of  inter- 
est as  principal  could  overstate  the  principal  amount  of  the  loan 
and  hence  the  sales  price  and  tax  basis  of  the  property.10  In  cases 


9  The  capital  asset  exemption  was  designed  to  prevent  the  conversion  of  ordinary  income  into 
capital  gain.  The  committee  believes  that  in  light  of  the  increased  significance  of  time  value  of 
money,  the  timing  of  the  recognition  of  the  income  is  equally  important  as  the  character  of  the 
income.  It  is  noted  that  one  effect  of  the  bill  will  be  to  allow  cash  method  borrowers  to  claim 
periodic  deductions  for  discount  that  under  prior  law  they  could  deduct  only  at  the  maturity  of 
the  obligation.  Thus,  the  bill  will  permit  annual  interest  deductions  to  an  additional  group  of 
taxpayers.  Particularly  in  view  of  this  fact,  the  committee  believes  that  recognition  of  income  by 
lenders  in  transactions  should  not  be  deferred  on  the  ground  that  they  do  not  hold  an  obligation 
as  a  capital  asset.  For  similar  reasons,  the  bill  will  repeal  the  exception  to  section  483  for  debt 
instruments  received  in  sales  of  ordinary  income  property  (sec.  483(f)(3)). 

10  To  illustrate,  assume  a  sale  of  nontraded  property,  which  Seller  and.  Buyer  agree  is  worth 
$100  in  current  dollars,  and  a  market  interest  rate  of  12  percent.  Buyer  agrees  to  pay,  and 
Seller  agrees  to  accept,  a  lump  sum  amount  of  $179  at  the  end  of  5  years.  From  an  economic 
perspective,  the  $179  lump  sum  payment  is  comprised  of  $100  principal  and  $79  interest.  Howev- 
er, the  parties  could,  by  stating  in  the  contract  that  interest  will  accrue  at  a  rate  of  9  percent 
compounded  semiannually,  artificially  fix  the  principal  amount,  and  hence  the  cost  of  the  prop- 
erty, at  $115  ($179  discounted  to  present  value  at  a  rate  of  9  percent  is  approximately  $115).  (As 
discussed  above,  parties  might  also  characterize  this  same  transaction  as  involving  a  sales  price 
of  $115  with  annual  accruals  of  simple  interest  on  that  amount  at  a  rate  of  12.8  percent,  thereby 
accelerating  the  current  interest  deductions.) 
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where  the  property  is  a  capital  asset  in  the  hands  of  the  seller,  the 
seller  will  have  transformed  interest  income,  which  should  be  tax- 
able as  ordinary  income  in  the  year  that  it  accrues,  into  capital 
gain  taxable  at  lower  rates  and  only  when  paid  at  maturity.  If  the 
property  is  depreciable  in  the  hands  of  the  purchaser,  the  inflated 
basis  may  enable  the  purchaser  to  claim  excessive  cost  recovery 
(ACRS)  deductions  and  investment  tax  credits. 

Inadequacy  of  section  483  rates 

The  safe  harbor  and  imputed  interest  rates  provided  in  section 
483  do  not  represent  economic  rates  of  interest  for  three  reasons. 
First,  although  the  rates  have  been  changed  over  the  years,  they 
have  not  kept  pace  with  market  interest  rates.  Second,  the  simple 
interest  computation  used  in  testing  the  adequacy  of  stated  interest 
ignores  the  compounding  of  interest  on  unpaid  interest  which 
occurs  as  an  economic  matter. 1 1  Finally,  the  use  of  a  single  rate  for 
all  obligations  regardless  of  the  length  of  time  before  maturity  fails 
to  reflect  the  fact  that  lenders  typically  demand  different  returns 
on  investment  depending  on  the  term  of  the  loan. 

Tax  shelters  have  taken  advantage  of  the  artificially  low  safe 
harbor  rate  to  obtain  excessive  ACRS  deductions  and  investment 
credits,  stating  interest  at  just  above  the  test  rate  and  achieving  an 
overstated  sales  price  and  tax  basis. 1 2 

Explanation  of  Provisions 
a.  Extension  of  OID  rules 

Overview 

The  bill  will  extend  the  rules  for  periodic  inclusion  and  deduc- 
tion of  original  issue  discount  by  lenders  and  borrowers  to  debt  in- 
struments issued  for  nontraded  property  and  which  are  themselves 
not  publicly  traded.  It  will  also  repeal  the  exemption  for  obliga- 
tions issued  by  individuals  and  the  exemption  from  the  income  ac- 
crual requirement  for  cash  method  holders  of  obligations  not  held 
as  capital  assets  (See  also  sec.  134  of  the  bill,  generally  extending 
the  OID  and  coupon  stripping  provisions  to  foreign  investors.)  Fi- 


11  A  debt  obligation  maturing  in  30  years  bearing  a  stated  rate  of  9  percent  simple  interest 
actually  bears  interest  at  a  rate  of  4-1/2  percent  on  a  compound  interest  basis. 

12  The  committee  also  understands  that  some  shelters  are  exploiting  section  483's  method  of 
allocating  unstated  interest  among  deferred  payments  to  accelerate  several  years'  interest 
charges  into  the  year  of  the  sale.  To  illustrate  the  potential  for  abuse,  assume  property  with  an 
established  fair  market  value  of  $100,000  is  sold  for  $2,500  in  cash  and  two  negotiable  $100,000 
notes,  one  maturing  six  months  and  one  day  after  the  sale  (payments  on  an  obligation  are 
within  the  scope  of  section  483  only  if  they  are  due  more  than  6  months  after  the  sale),  the 
other  30  years  after  the  sale.  The  present  value  of  the  cash  and  notes,  assuming  a  12  percent 
interest  rate,  would  approximately  equal  the  $100,000  value  of  the  property.  Since  the  notes 
have  no  stated  interest,  section  483  imputes  interest  at  a  rate  of  10  percent,  compounded  semi- 
annually. Applying  this  rate,  the  total  unstated  interest  in  the  deferred  purchase  contract  is 
$99,408— the  $200,000  aggregate  face  value  of  the  notes  less  $100,592,  the  sum  of  their  present 
values. 

Since  the  deferred  payments  are  made  in  two  equal  installments,  the  total  unstated  interest 
of  $99,408  is  allocated  under  section  483  one-half  ($49,704)  to  the  first  note  and  one-half  to  the 
second.  Thus,  the  purchaser  in  this  example  is  arguably  entitled  to  deduct  as  interest  almost 
one-half  the  cost  of  the  property  in  the  year  of  purchase  when,  economically,  virtually  all  of  the 
imputed  interest  is  paid  in  the  second  payment  although  (it  is  possible  that  the  rules  restricting 
deductions  for  prepaid  interest  may  apply  to  limit  the  amount  of  the  interest  deduction  in  this 
situation).  Although  the  section  483  rules  would  otherwise  require  the  seller  to  recognize  the 
same  $49,704  as  ordinary  income  in  the  year  of  payment,  the  seller  may  be  able  to  avoid  this 
result  by  disposing  of  the  first  note  within  6  months  of  the  sale." 
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nally,  under  the  bill,  the  OID  rules  will  be  extended  to  obligations 
(whether  or  not  represented  by  a  debt  instrument  in  the  form  of  a 
note  or  bond)  issued  for  services  or  the  use  of  property,  except  in 
cases  where  payment  is  required  to  occur  before  the  close  of  the 
calendar  year  following  the  calendar  year  in  which  the  services 
will  be  performed  or  the  property  used. 

Exceptions  from  the  rules  will  be  provided  to  ensure  that  they 
will  not  ordinarily  apply  to  routine  transactions  of  individual  tax- 
payers, or  to  de  minimis  transactions  of  individuals  and  others. 

Nontraded  property 

The  OID  rules  will  apply  to  obligations  issued  in  exchange  for 
nontraded  property,  irrespective  of  whether  the  obligation  is  pub- 
licly traded.  Special  rules  for  determining  the  amount  of  the  OID 
are  provided  where  nontraded  debt  instruments  are  issued  in  ex- 
change for  nontraded  property.  *  'Property' '  for  this  purpose  will  in- 
clude all  tangible  and  intangible  assets  of  any  sort  except  money. 
The  committee  intends  that  the  term  money  will  include  only 
United  States  currency  and  checks. 

If  either  side  of  a  transaction  is  traded,  the  market  value  of  the 
traded  side  will  determine  the  issue  price,  as  under  existing  law. 
Where  neither  side  is  traded,  however,  the  valuation  of  the  non- 
traded  property  will  be  determined  by  imputing  an  interest  rate  to 
the  transaction  at  a  rate  higher  than  the  safe-harbor  rate  in  cases 
where  inadequate  interest  is  provided  for.  The  safe-harbor  interest 
rate  used  to  test  the  adequacy  of  interest  and  the  imputed  interest 
rate  will  be  equal  to  specified  percentages  of  the  "applicable  Feder- 
al rate." 

Applicable  Federal  rate. — The  safe-harbor  rate  will  be  110  per- 
cent of  the  applicable  Federal  rate,  and  the  imputed  rate  120  per- 
cent of  that  rate.  The  applicable  Federal  rate  will  be  a  rate  based 
on  the  average  yield  for  marketable  obligations  of  the  United 
States  government  with  a  comparable  maturity.  Federal  rates  will 
be  redetermined  by  the  Secretary  at  6-month  intervals  for  3  catego- 
ries of  obligations:  short-term  maturity  (3  years  or  less);  mid-term 
maturity  (more  than  3  years  but  not  more  than  9  years);  and  long- 
term  maturity  (more  than  9  years).  The  applicable  Federal  rate  for 
a  transaction  will  be  the  rate  in  effect  for  that  category  of  maturity 
as  of  the  first  day  there  is  a  binding  contract  for  the  sale  or  ex- 
change. The  committee  expects  that  debt  obligations  with  charac- 
teristics that  result  in  a  yield  that  is  substantially  above  or  below  a 
market  rate  of  interest  will  be  disregarded  in  making  the  computa- 
tion of  the  applicable  Federal  rates.  Thus,  for  example,  the  yield  on 
bonds,  the  face  amount  of  which  may  be  used  to  satisfy  Federal 
estate  tax  obligations  (so-called  "Flower  bonds")  would  not  be 
taken  into  account. 

The  committee  does  not  intend  that  taxpayers  be  permitted  to 
manipulate  transactions  in  order  to  obtain  a  more  favorable  Feder- 
al rate.  Thus,  in  cases  where  there  is  evidence  that  a  contract  has 
been  renegotiated  primarily  to  take  advantage  of  a  lower  safe- 
harbor  rate,  the  Commissioner  will  be  able  to  hold  the  parties  to 
the  rate  in  effect  at  the  time  the  contract  was  originally  entered 
into  based  on  the  statutory  requirement  that  the  rate  be  fixed  "as 
of  the  first  day  on  which  there  is  a  binding  contract .  .  ., 
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Transactions  to  which  OID  rules  apply. — The  adequacy  of  the  in- 
terest element  in  a  transaction  will  be  determined  by  comparing 
the  stated  redemption  price  of  the  debt  instrument  at  maturity  to 
(1)  the  principal  amount  determined  by  discounting,  at  a  rate  equal 
to  110  percent  of  the  applicable  Federal  rate,  all  payments  due 
under  the  instrument,  and  (2)  the  principal  amount  stated  in  the 
debt  instrument.13  The  obligation  will  be  subject  to  the  OID  rules 
only  if  either  of  these  amounts  is  less  than  the  stated  redemption 
price.  Accordingly,  these  rules  will  be  inapplicable  so  long  as  inter- 
est has  been  provided  at  a  rate  at  least  equal  to  110  percent  of  the 
applicable  Federal  rate  and  is  payable  unconditionally  at  such 
rate.14  In  cases  in  which  an  obligation  provides  for  periodic  reduc- 
tions of  principal,  the  committee  expects  that  the  serial  obligations 
rules  presently  provided  in  Treasury  regulations  would  apply.  (See 
Treas.  Reg.  sec.  1.1232-2(b)(2)(iv).)  Where  the  OID  rules  do  not 
apply,  the  parties  will  report  the  transaction  according  to  the 
terms  of  the  instrument  and  their  normal  methods  of  accounting. 

Determination  of  principal  amount. — If  the  safe-harbor  rate  is 
not  satisfied,  the  principal  amount  of  the  instrument  will  generally 
be  deemed  to  be  the  sum  of  the  present  values  of  all  payments  due 
under  the  instrument  using  a  discount  rate  equal  to  120  percent  of 
the  applicable  Federal  rate.  In  addition,  if  the  transaction  involves 
a  potentially  abusive  situation,  the  principal  amount  of  any  debt 
instrument  received  in  exchange  for  property  may  not  exceed  the 
fair  market  value  of  the  property.  A  potentially  abusive  situation 
includes  any  transaction  involving  a  "tax  shelter"  as  defined  in 
section  6661(b)(2)(C).  It  may  also  include  any  other  situation  which 
because  of  (1)  recent  sales  transactions,  (2)  nonrecourse  financing, 
(3)  financing  with  a  term  beyond  the  economic  life  of  the  property, 
or  (4)  other  circumstances,  is  of  a  type  which  the  Secretary  by  regu- 
lations identifies  as  having  a  potential  for  abuse. 

For  example,  assume  that  the  property  that  is  the  subject  of  a 
deferred  payment  sales  transaction  was  bought  by  the  seller  6 
months  prior  to  the  sale  for  cash  in  an  amount  significantly  less 
than  the  principal  amount  of  the  purchase  money  loan.  Unless  the 
seller  has  enhanced  the  value  of  the  property  through  improve- 
ments or  the  higher  purchase  price  can  otherwise  be  justified,  the 
parties  will  be  limited  to  this  amount  as  the  purchase  price,  and 
the  principal  amount  of  the  loan  will  be  determined  accordingly. 

Determination  of  amount  of  OID. — The  amount  of  original  issue 
discount  subject  to  the  periodic  inclusion  and  deduction  rules  of 
present  law  will  be  the  difference  between  the  issue  price  and  the 
stated  redemption  price  at  maturity.  The  issue  price  for  this  pur- 
pose would  be  the  principal  amount  determined  by  discounting  all 
payments  using  a  discount  rate  equal  to  120  percent  of  the  applica- 
ble Federal  rate,  or  the  principal  amount  payable  at  maturity, 


13  It  is  believed  that  the  use  of  a  safe-harbor  rate  equal  to  110  percent  of  the  applicable  Feder- 
al rate  will  roughly  correspond  to  the  rate  at  which  a  good  credit  risk  can  borrow.  Consequently, 
discounting  all  payments  at  this  rate  should  provide  a  liberal  estimate  of  the  principal  amount 
(and,  therefore,  the  value  of  the  property  or  services)  involved  in  the  transaction. 

14  Thus,  the  OID  rules  will  be  inapplicable  only  in  cases  where  there  is  a  matching  of  interest 
income  and  deductions  by  the  parties.  If,  for  example,  the  parties  provide  that  interest  is  pay- 
able at  a  rate  equal  to  the  applicable  Federal  rate  but  accrues  at  a  higher  rate,  the  transaction 
would  be  within  the  OID  rules  and  interest  would  be  included  and  deducted  annually  at  the 
higher  stated  rate. 
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whichever  is  less.  The  OID  determined  under  this  formula  will  be 
treated  as  interest  for  all  purposes  of  the  Code  (e.g.,  sees.  163,  189, 
265,  and  543). 

Likewise,  the  allocation  between  principal  and  interest  resulting 
from  application  of  the  OID  rules  will  determine  the  principal 
amount  of  the  loan  (and  therefore  the  cost  of  the  property  or  serv- 
ices). For  example,  under  section  453  (relating  to  installment  sales), 
the  total  contract  price  will  include  debt  of  the  purchaser  only  to 
the  extent  of  the  principal  amount  of  the  debt  instrument  as  deter- 
mined under  these  provisions. 

The  bill  gives  the  Secretary  regulatory  authority  to  make  appro- 
priate modifications  to  the  treatment  under  these  provisions  if,  be- 
cause of  varying  interest  rates,  put  or  call  options  indefinite  matu- 
rities, contingent  payments,  or  other  circumstances,  the  tax  treat- 
ment otherwise  accorded  to  the  borrower  and  lender  or  the  pur- 
chaser and  seller  is  inconsistent  with  the  purposes  of  these  provi- 
sions. The  bill  also  authorizes  the  Secretary  to  require  that  the 
amount  of  the  original  issue  discount  and  the  issue  date  be  set 
forth  on  the  face  instrument.  In  the  case  of  a  privately  placed  in- 
strument, however,  the  Secretary  may  not  impose  this  requirement 
prior  to  a  disposition  of  the  instrument  by  the  initial  holder. 

The  OID  rules  will  apply  only  if  the  obligation  represents  a  bona 
fide  indebtedness  of  the  purchaser  or  issuer.  Thus,  if  a  nonrecourse 
obligation  is  given  in  exchange  for  property  having  a  value  less 
than  the  principal  amount  of  the  purported  debt  obligation,  the  ob- 
ligation would  be  disregarded  in  whole  or  in  part  under  general 
principles  of  tax  law. 

The  bill  contains  a  general  requirement  that  issuers  of  OID  obli- 
gations registered  with  the  Securities  and  Exchange  Commission 
will  be  required  to  furnish  the  Secretary  with  the  amount  of  the 
OID  on  the  obligation,  the  issue  date,  and  other  information  that 
may  be  required  by  regulations.  Issuers  required  to  set  forth  infor- 
mation on  the  face  of  an  instrument  will  be  subject  to  a  penalty  of 
$50  for  each  instrument  for  which  this  requirement  is  not  met. 

Exceptions. — Under  the  bill,  the  periodic  inclusion  and  deduction 
rules  will  not  apply  to  debt  instruments  received  by  an  individual, 
estate,  or  testamentary  trust,  by  a  small  business  corporation  (as 
defined  in  section  1244(c)(3),  relating  to  losses  on  small  business 
stock),  or  by  a  partnership  whose  capital  is  not  in  excess  of  the 
limits  specified  in  section  1244(c)(3),  in  exchange  for  a  farm.  This 
exception  would  apply  only  if  it  can  be  determined  at  the  time  of 
sale  that  the  sales  price  cannot  exceed  $1  million.  An  aggregation 
provision,  to  prevent  avoidance  of  the  $1  million  limitation  by  split- 
ting a  single  transaction  into  several  smaller  transactions,  will  re- 
quire that  sales  and  exchanges  which  are  part  of  the  same  transac- 
tion or  a  series  of  related  transactions  be  treated  as  one  sale  or  ex- 
change. 

The  rules  will  also  not  apply  to  (1)  debt  instruments  received  by 
an  individual  as  consideration  for  the  sale  or  exchange  of  a  princi- 
pal residence  (as  defined  in  sec.  1034);  or  (2)  debt  instruments  re- 
ceived as  consideration  for  the  sale  or  exchange  of  property  if  the 
sum  of  the  payments  due  under  the  instrument  (whether  designat- 
ed principal  or  interest)  and  under  any  other  debt  instrument  re- 
ceived in  the  sale,  and  the  fair  market  value  of  any  other  consider- 
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ation  received  in  the  sale,  does  not  exceed  $250,000.  (An  aggrega- 
tion rule  similar  to  that  provided  under  the  farm  sale  exception 
would  be  provided  to  prevent  circumvention  of  the  $250,000  limita- 
tion.) Finally,  an  exception  is  provided  with  respect  to  a  payment 
attributable  to  a  transfer  of  a  patent  that  qualifies  for  capital  gain 
treatment  under  section  1235(a),  provided  such  payment  is  not  con- 
tingent upon  the  productivity,  use,  or  disposition  of  the  patent. 
Thus,  the  exception  would  not  apply  in  the  case  of  a  deferred  lump 
sum  amount  payable  for  a  patent. 

Deferred  payments  for  services  or  use  of  property. — In  general,  the 
bill  will  extend  the  OID  rules  to  the  interest  element  of  transac- 
tions involving  deferred  payments  for  services  or  the  use  of  proper- 
ty, unless  payment  is  to  be  made  before  the  close  of  the  calendar 
year  following  the  calendar  year  in  which  the  services  are  per- 
formed or  the  property  is  used.  However,  the  rules  will  not  apply 
to  certain  transactions  the  tax  consequences  of  which  are  governed 
by  the  following  special  provisions:  (1)  sections  83,  267,  404,  or  404A 
to  the  extent  these  provisions  require  a  different  treatment  of 
amounts  paid  for  services,  (2)  section  267  to  the  extent  that  section 
applies  to  amounts  paid  for  the  use  of  property,  or  (3)  section  706  to 
the  extent  that  section  applies  to  either  payments  for  services  or 
use  of  property.  The  enactment  of  this  provision  is  not  intended  to 
create  any  inference  regarding  the  proper  treatment  under  present 
law  of  deferred  payment  transactions  involving  services  or  the  use 
of  property. 

The  rules  also  will  not  apply  to  transactions  in  which  the  total 
consideration  paid  for  the  services  or  use  of  property  do  not  exceed 
$250,000.  An  aggregation  rule  similar  to  that  provided  for  sales  or 
exchanges  of  property  will  apply.  Under  this  aggregation  rule,  a 
lease  of  real  property  for  deferred  payment  of  rents  in  exchange  for 
occupancy  rights  covering  a  period  of  three  years  (including  options 
to  renew)  would  be  treated  as  involving  a  single  transaction. 

Where  a  transaction  is  subject  to  these  provisions,  the  service 
performer  will  be  treated  as  having  received  a  debt  instrument  in 
exchange  for  the  services  performed  (or  the  use  of  property)  during 
the  taxable  year.  This  instrument  will  be  deemed  to  contain  origi- 
nal issue  discount  equal  to  the  excess  of  the  portion  of  the  deferred 
payment  allocable  (under  accrual  principles)  to  that  taxable  year 
over  the  present  value  of  that  portion  of  the  deferred  payment  as 
of  the  close  of  the  year.  The  present  value  will  be  determined  in 
the  same  manner  present  value  is  determined  for  obligations  issued 
for  nontraded  property,  using  a  discount  rate  equal  to  120  percent 
of  the  applicable  Federal  rate.  The  service  recipient  will  be  allowed 
a  deduction  for  a  corresponding  amount  of  OID  annually. 

Example. — To  illustrate,  assume  that  Lessor  and  Lessee  (who  are 
unrelated)  enter  into  a  3-year  lease  of  a  piece  of  machinery  begin- 
ning on  January  1,  1985,  under  which  Lessee  will  be  pay  Lessor  a 
lump  sum  of  $300,000  at  the  end  of  3  years.  Under  the  bill,  this 
transaction  would  be  subject  to  the  OID  rules  because  payment  for 
the  use  of  the  property  in  1985  is  not  due  before  the  end  of  the  fol- 
lowing year.  Lessee  would  be  treated  as  having  issued  an  OID  obli- 
gation to  Lessor  as  of  December  31,  1985.  Assuming  an  applicable 
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Federal  rate  of  10  percent,  the  amount  of  the  OID  on  that  obliga- 
tion would  be  $23,255. 15 

In  addition,  Lessee  would  be  treated  as  having  issued  an  OID  ob- 
ligation to  Lessor  as  of  December  31,  1986,  which  obligation  had 
OID  in  the  amount  of  $10,951.  In  each  of  the  years  1985,  1986,  and 
1987,  Lessor  would  take  into  income  and  Lessee  would  deduct  the 
appropriate  portion  of  the  discount  on  the  obligations  constructive- 
ly issued,  in  the  same  manner  OID  is  accounted  for  under  existing 
law. 

b.  Modification  of  rules  for  making  allocations  of  principal  and  in- 
terest in  other  deferred  payment  transactions 

Since  the  scope  of  the  OID  rules  will  be  significantly  expanded 
under  the  bill,  the  scope  of  section  483  accordingly  will  be  reduced. 
Section  483  will  apply  only  in  the  case  of  deferred  payment  trans- 
actions involving  a  sale  of  property  which  are  exempted  from  the 
OID  rules  (e.g.,  sales  of  a  principal  residence;  certain  sales  of  farms; 
transactions  involving  total  payments  of  $250,000  or  less;  and 
transactions  subject  to  section  483(g)).  The  bill  will  revise  the  inter- 
est rates  used  in  section  483  to  conform  to  the  new  rates  used  for 
obligations  subject  to  the  OID  rules.  Thus,  the  483  rules  will  apply 
using  a  compound  safe-harbor  and  imputed  interest  rates,  which 
will  vary  according  to  the  maturity  of  the  obligation  and  will  be 
adjusted  at  6-month  intervals.  Interest  income  or  expense  comput- 
ed on  an  economic  accrual  basis  will  be  reported  or  deducted  as 
under  present  law,  that  is,  when  payment  is  made  (in  the  case  of  a 
cash  method  taxpayer)  or  due  (in  the  case  of  an  accrual  method 
taxpayer). 

The  bill  retains  the  exception  of  present  law  under  which  the 
section  483  rules  do  not  apply  to  transactions  where  the  sales  price 
does  not  exceed  $3,000  or  to  amounts  constituting  annuities  under 
section  72.  The  bill  also  retains  the  present  law  rule  under  which 
the  maximum  imputed  interest  rate  applicable  to  real  estate  trans- 
actions between  related  parties  involving  $500,000  or  less  is  7  per- 
cent (sec.  483(g)).  The  exception  for  sales  of  ordinary  income  proper- 
ty in  present  law  will,  however,  be  eliminated. 

The  bill  also  continues  the  exception  under  section  483  or  the 
transfer  of  patents  when  payment  is  contingent  upon  the  produc- 
tivity, use,  or  disposition  of  the  property  transferred.17 

In  connection  with  the  revision  of  section  483,  the  bill  requires 
that  the  regulations  under  section  482  be  amended  to  provide  safe- 
harbor  rates  consistent  with  those  applicable  under  section  483  as 
amended. 

Effective  Date 

The  amendments  to  the  OID  rules  as  they  relate  to  nontraded 
property  transactions  and  to  section  483  will  generally  is  effective 
for  sales  or  exchanges  occurring  after  December  31,  1984.  The  rule 


15  This  example  assumes  that  the  rent  is  the  same  each  of  the  three  years. 

16  This  provision  will  not,  however,  require  matching  of  the  inclusion  of  the  rental  element  of 
the  payment  by  the  Lessor  and  the  deduction  of  that  element  by  the  Lessee.  Thus,  if  Lessor 
were  a  cash  method  taxpayer  and  Lessee  were  an  accrual  method  taxpayer,  Lessee  would  not  be 
precluded  from  deducting  in  1985  that  portion  of  the  rent  attributable  to  that  year,  even  though 
Lessor  would  not  take  that  amount  into  income  until  1987. 
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that  the  principal  amount  of  the  debt  instrument  received  in  ex- 
change for  property  may  not  exceed  the  fair  market  value  of  the 
property  is  effective  for  transactions  occurring  after  March  1,  1984. 
However,  the  bill  provides  an  exception  to  the  revised  OID  and  sec- 
tion 483  rules  in  the  case  of  transactions  for  which  there  was  a 
binding  commitment  in  writing  on  March  1,  1984. 

Transactions  occurring  after  March  1,  1984,  and  prior  to  the  Jan- 
uary 1,  1985,  will  also  be  subject  to  a  provision  which  proscribes 
the  limit  the  deduction  of  interest  prior  to  the  period  to  which  it  is 
properly  allocable.  However,  this  limitation  will  not  apply  in  the 
case  of  a  debt  instrument  pursuant  to  which  the  issuer  of  the  in- 
strument makes  substantially  equal  annual  payments  to  the 
holder. 

The  repeal  of  the  capital  asset  limitation  will  be  effective  for  ob- 
ligations issued  after  December  31,  1984,  for  obligations  that  are 
not  capital  assets  in  the  hands  of  the  holder.  The  new  information 
reporting  requirements  will  be  effective  for  debt  obligations  issued 
more  than  30  days  after  the  date  of  enactment  of  this  bill. 

Revenue  Effect 

It  is  estimated  that  the  provision  will  increase  fiscal  year  budget 
receipts  by  $114  million  in  1984,  $431  million  in  1985,  $868  million 
in  1986,  and  $1,335  in  1987. 


2.  Premature  Accruals  (sec.  91  of  the  bill  and  sec.  461  of  the  Code) 


Present  Law 

General 

Under  the  accrual  method  of  accounting,  an  expense  is  deduct- 
ible for  the  taxable  year  in  which  all  the  events  have  occurred 
which  determine  the  fact  of  the  liability  and  the  amount  thereof 
can  be  determined  with  reasonable  accuracy  (the  so-called  "all 
events  test")  (Treas.  Reg.  sec.  1.461-1  (a)(2)).  If  the  "all  events"  test 
is  met,  an  accrual  basis  taxpayer  generally  can  deduct  the  face 
amount  of  an  accrued  expense. 

Fact  of  liability 

In  a  number  of  early  cases,  the  courts  held  that  expenditures  are 
deductible  only  when  the  activities  that  the  taxpayer  is  obligated 
to  perform  are  in  fact  performed,  not  when  the  "fact"  of  the  obliga- 
tion to  perform  is  determined.  For  example,  in  Spencer,  White  & 
Prentis,  Inc.  v.  Commissioner,  144  F.2d  45  (2d  Cir.  1944),  a  contrac- 
tor, who  was  engaged  in  the  construction  of  a  subway  system  and 
who  was  required  under  contract  to  restore  certain  property  dam- 
aged or  otherwise  affected  by  the  construction,  was  denied  deduc- 
tions for  the  accrued  estimated  costs  of  restoration.  The  court  held 
that  the  liability  for  work  done  after  the  end  of  the  taxable  year 
had  not  been  incurred  because  the  work  had  not  been  performed. 
The  court  also  held  that  deductions  are  only  allowable  when  the 
taxpayer's  liability  to  pay  becomes  definite  and  certain. 

More  recently,  the  courts  generally  have  reached  a  different  con- 
clusion: a  taxpayer  may  deduct  the  amount  of  a  liability  if  all  the 
events  that  fix  the  liability  have  occurred  and  the  amount  can  be 
determined  with  reasonable  accuracy,  even  though  the  activities 
the  taxpayer  is  obligated  to  perform  are  not  actually  performed 
until  a  later  year.  For  example,  the  Fourth  Circuit  held  that  sur- 
face mining  reclamation  costs  that  could  be  estimated  with  reason- 
able accuracy  were  properly  accrued  when  the  land  is  stripped  al- 
though the  land  was  not  reclaimed  until  a  subsequent  year.  Har- 
rold  v.  Commissioner,  192  F.2d  1002  (4th  Cir.  1951). 

The  position  of  the  Fourth  Circuit  with  respect  to  strip  mining 
reclamation  costs  has  been  followed  by  courts  in  other  situations. 
For  example,  the  Ninth  Circuit  held  that  the  fact  of  the  liability 
under  workmen's  compensation  laws18  is  determined  in  uncontest- 
ed cases  in  the  year  in  which  injury  occurs,  even  though  medical 
services  may  be  rendered  and  disability  may  occur  at  a  future 


18  Under  worker's  compensation  laws,  employers  generally  are  required  to  pay  injured  em- 
ployees' medical  expenses  and  disability  benefits.  In  many  cases,  the  employer's  liability  to  pro- 
vide benefits  extends  over  several  years. 
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time.  Crescent  Wharf  &  Warehouse  Co.  v.  Commissioner  ,  518  F.2d 
772  (9th  Cir.  1975). 

A  deduction  for  a  contingent  liability  generally  is  not  allowed 
under  present  law,  because  all  of  the  events  necessary  to  fix  the 
liability  have  not  yet  occurred.  However,  in  one  recent  case,  the 
Third  Circuit  held  that  a  taxpayer  is  allowed  to  deduct  amounts 
paid  to  a  trust  to  fund  benefits  under  a  negotiated  supplemental 
unemployment  benefit  plan,  including  amounts  accrued  in  a  ' 'con- 
tingent liability  account"  (at  a  fixed  rate  for  each  hour  worked  by 
eligible  employees  until  a  target  funding  amount  is  reached). 
Lukens  Steel  Co.  v,  Commissioner,  442  F.2d  1131  (3d  Cir.  1971).  The 
fact  that  the  liability  was  to  a  group,  rather  than  a  specific  individ- 
ual, and  that  the  time  of  future  payment  was  indefinite,  did  not 
bar  a  deduction  under  the  all  events  test. 

The  courts  generally  have  held  that  the  length  of  time  between 
accrual  and  performance  does  not  affect  whether  an  amount  is 
properly  accruable.  However,  in  Mooney  Aircraft,  Inc.  v.  United 
States,  420  F.2d  400  (5th  Cir.  1969),  the  court  held  that  a  taxpayer, 
who  gave  to  purchasers  of  its  airplanes  a  bond  redeemable  when 
the  plane  was  permanently  retired  from  service,  was  not  allowed  a 
deduction  because  the  possible  interval  between  accrual  and  pay- 
ment was  "too  long";  the  court  concluded  that  the  likelihood  of 
payment  decreases  as  the  time  between  accrual  and  payment  in- 
creases. 

The  Internal  Revenue  Service  takes  the  position  that  there  must 
be  a  current  liability  to  pay  for  an  amount  to  be  deductible,  and 
that  a  deduction  should  not  be  allowed  where  there  is  a  contingen- 
cy as  to  payment  of  an  obligation  (other  than  the  ability  of  the  obli- 
gor to  pay).  Rev.  Rul.  72-34,  1972-1  C.B.  132. 

Amount  of  liability 

In  order  for  an  amount  to  be  deductible  under  the  all  events  test, 
the  amount  of  a  liability  must  be  determinable  with  reasonable  ac- 
curacy. The  courts  have  interpreted  this  rule  to  mean  that  the 
amount  of  the  liability,  although  not  definitely  ascertained,  can  be 
estimated  with  reasonable  accuracy.  Generally,  technical  estimates 
and  estimates  based  on  industry-wide  experience  or  on  the  experi- 
ence of  the  taxpayer  have  been  accepted  by  the  courts  as  reason- 
able. However,  a  rule  of  thumb  estimate  generally  is  not  adequate 
to  meet  the  all  events  test.  In  a  recent  case,  the  Ninth  Circuit  per- 
mitted the  question  of  the  reasonable  accuracy  of  the  amount  re- 
served for  anticipated  liabilities  to  be  determined  by  estimating  the 
amount  of  the  liability  in  aggregate  rather  than  on  an  individual 
claim  basis,  as  had  generally  been  required  in  earlier  cases.  Kaiser 
Steel  Corp.  v.  United  States,  411  F.2d  235  (9th  Cir.  1983). 

The  Internal  Revenue  Service  generally  takes  a  more  restrictive 
position.  Under  their  view,  the  exact  amount  of  a  liability  must  be 
determinable  by  a  computation  based  on  presently  known  or 
knowable  factors.  For  example,  the  Service  held  that  the  taxpayer 
who  was  in  the  business  of  strip  mining  did  not  know,  nor  was  it 
possible  to  know,  the  amount  of  an  expenditure  since  the  reclama- 
tion work  was  not  rendered  by  the  taxpayer  nor  did  the  taxpayer 
contract  with  a  third  party  to  perform  the  services  (I.R.S.  Letter 
Ruling  7831003). 
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Reserve  accounts 

The  1954  Code,  as  originally  enacted,  contained  a  provision  al- 
lowing accrual  method  taxpayers  to  establish  reserves  for  estimat- 
ed business  expenses  and  to  deduct  reasonable  additions  to  the  re- 
serve (sec.  462).  Congress  retroactively  repealed  the  provision  in 
1955  primarily  for  revenue  reasons  (Pub.  L.  84-74,  69  Stat.  134 
(1955)). 

Net  operating  losses 

Net  operating  losses  incurred  in  a  taxable  year  generally  may  be 
"carried  back"  and  offset  against  taxable  income  of  the  3  years 
first  preceding  the  year  of  loss  and,  if  not  fully  absorbed,  "carried 
forward"  and  offset  against  taxable  income  of  the  15  years  next 
succeeding  the  year  of  loss.  A  special  10-year  carryback  is  permit- 
ted for  product  liability  losses. 

Reasons  For  Change 

The  committee  believes  that  the  rules  relating  to  the  time  for  ac- 
crual of  a  deduction  by  a  taxpayer  using  the  accrual  method  of  ac- 
counting should  be  changed  to  take  into  account  the  time  value  of 
money.  Recent  court  decisions  in  some  cases  have  permitted  accru- 
al method  taxpayers  to  deduct  currently  expenses  that  are  attribut- 
able to  activities  to  be  performed  or  amounts  to  be  paid  in  the 
future.  Allowing  a  taxpayer  to  take  deductions  currently  for  an 
amount  to  be  paid  in  the  future  overstates  the  true  cost  of  the  ex- 
pense to  the  extent  the  time  value  of  money  is  not  taken  into  ac- 
count; the  deduction  is  overstated  by  the  amount  the  face  value  ex- 
ceeds the  present  value  of  the  expense. 

The  committee  is  concerned  about  the  potential  revenue  loss 
from  such  overstated  deductions.  In  many  everyday  business  trans- 
actions, taxpayers  incur  liabilities  to  pay  expenses  in  the  future. 
The  committee  believes  that  because  of  the  large  number  of  trans- 
actions in  which  deductions  may  be  overstated  and  because  of  the 
high  interest  rates  in  recent  years,  the  magnitude  of  the  revenue 
loss  may  be  significant. 

Finally,  the  failure  of  present  law  to  take  into  account  the  time 
value  of  money  has  become  the  cornerstone  for  a  variety  of  tax 
shelters.  For  example,  a  tax  shelter  partnership  may  obligate  itself 
to  pay  someone  to  perform  research  and  development  in  the  future 
and  claim  a  current  deduction  for  the  undiscounted  amount  of  the 
costs  to  be  incurred. 

The  committee  recognizes  that  in  the  case  of  noncapital  items,  a 
taxpayer,  theoretically,  should  be  allowed  a  deduction  for  either 
the  full  amount  of  a  liability  when  the  liability  is  satisfied  or  a  dis- 
counted amount  at  an  earlier  time.  However,  the  committee  also 
recognizes  that  determining  the  discounted  values  for  all  kinds  of 
future  expenses  would  be  extraordinarily  complex  and  would  be  ex- 
tremely difficult  to  administer.  For  instance,  a  system  that  allowed 
current  deductions  for  discounted  future  expenses  would  have  to 
include  a  complex  set  of  rules  for  recalculating  overstated  and  un- 
derstated deductions  when  the  future  liabilities  are  reestimated  or 
are  actually  satisfied  at  a  time,  or  in  an  amount,  different  from 
that  originally  projected;  a  complex  recapture  mechanism  would  be 
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required.  Furthermore,  in  the  case  of  capital  items,  an  appropriate 
discounting  system  may  be  equally  complex.  Therefore,  in  order  to 
prevent  deductions  for  future  expenses  in  excess  of  their  true  cost 
while  avoiding  the  complexity  of  a  system  of  discounted  valuation, 
the  committee  believes  that  expenses  should  be  accrued  only  when 
economic  performance  occurs. 

Explanation  of  Provision 

In  general 

The  bill  provides  that,  in  determining  whether  an  amount  has 
been  incurred  with  respect  to  any  item  during  the  taxable  year  by 
a  taxpayer  using  the  accrual  method  of  accounting,  all  the  events 
which  establish  liability  for  such  amount  would  not  be  treated  as 
having  occurred  any  earlier  than  the  time  economic  performance 
occurs.  If  economic  performance  has  occurred,  the  amount  is  treat- 
ed as  incurred  for  all  purposes  of  the  Code.  If  amounts  incurred  are 
chargeable  to  a  capital  account  or,  under  any  other  provision  of  the 
Code,  are  deductible  in  a  taxable  year  later  than  the  year  when 
economic  performance  occurs  then  such  other  provisions  apply  in 
determining  the  amount  deductible  each  year. 

Economic  performance 

Economic  performance  with  respect  to  a  particular  liability  gen- 
erally occurs  when  the  activities  that  the  taxpayer  is  obligated  to 
do  to  satisfy  that  liability  actually  are  performed.  Except  as  pro- 
vided in  regulations  prescribed  by  the  Secretary,  the  time  when 
economic  performance  occurs  will  be  determined  under  the  follow- 
ing principles:  If  the  liability  of  the  taxpayer  requires  a  payment  to 
another  person  for  the  providing  of  property  or  services  to  the  tax- 
payer by  another  person,  economic  performance  occurs  when  such 
other  person  provides  the  property  or  services.  If  the  liability  arises 
out  of  the  use  of  property  by  the  taxpayer,  economic  performance 
occurs  as  the  taxpayer  uses  the  property.  Similarly,  if  the  liability 
of  the  taxpayer  requires  the  taxpayer  to  provide  property  or  serv- 
ices, economic  performance  occurs  as  the  taxpayer  provides  the 
property  or  renders  the  services.  For  example,  if  a  strip  mining 
company  engages  a  contractor  to  reclaim  stripped  land,  economic 
performance  occurs  when  the  contractor  performs  the  reclamation 
rather  than  when  the  strip  mining  company  enters  into  a  binding 
contract  with  the  contractor.  Likewise,  when  the  strip  mining  com- 
pany itself  reclaims  the  land,  economic  performance  occurs  when 
the  land  is  reclaimed.  In  the  case  of  worker's  compensation,  tort, 
and  employee  benefit  liabilities,  which  require  a  payment  by  the 
taxpayer  to  another  person,  economic  performance  occurs  as  the 
payments  to  such  person  are  made.  In  the  case  of  any  other  liabili- 
ty of  the  taxpayer,  economic  performance  would  occur  at  the  time 
determined  under  regulations  to  be  prescribed  by  the  Treasury. 

Exceptions 

The  bill  provides  several  exceptions  to  the  economic  performance 
test.  Under  the  first  exception,  the  economic  performance  require- 
ment would  not  apply  to  a  liability  of  the  taxpayer  to  provide  bene- 
fits to  employees  of  the  taxpayer  through  a  plan  that  meets  the  re- 


1256 


quirements  for  a  qualified  pension,  profit-sharing,  or  stock  bonus 
plan  under  section  404  or  404A.  Under  such  arrangements,  the  tax- 
payer generally  is  allowed  a  deduction  when  contributions  are 
made  to  the  plan.19  Second,  the  economic  performance  require- 
ment does  not  apply  to  contributions  to  a  funded  welfare  benefit 
plan  to  which  section  419  applies.20  Third,  the  economic  perform- 
ance requirement  does  not  apply  to  items  which  other  sections  of 
the  Code  apply,  such  as  the  deductions  allowable  for  additions  to  a 
reserve  for  bad  debts  (sec.  166),  accrual  of  vacation  pay  (sec.  463), 
qualified  discount  coupons  (sec.  466),  additions  to  reserves  by  life 
and  other  insurance  companies  under  the  rules  of  subchapter  L, 
and  any  other  provision  which  specifically  provides  for  a  reserve 
for  estimated  expenses. 

Example 

Assume  that  a  taxpayer  using  the  accrual  method  of  accounting 
closes  a  manufacturing  plant.  Under  a  negotiated  contract,  the  cor- 
poration becomes  liable  to  provide  medical  benefits  to  the  terminat- 
ed employees  for  a  period  ending  with  the  earlier  of  the  death  of 
the  employee  or  20  years.  The  corporation's  estimated  liability  (un- 
discounted)  per  employee  is  $200,000:  an  average  of  $10,000  per 
year  for  20  years.  Assume  also  that  the  estimated  costs  meet  the 
requirement  that  they  can  be  determined  with  reasonable  accura- 
cy. The  present  value  of  the  estimated  liability  is  $50,000.  In  year 
5,  the  corporation's  actual  liability  is  $12,000. 

Under  present  law,  the  corporation  may  assert  a  deduction  of 
$200,000,  the  full  face  amount  of  the  estimated  liability.  Under 
the  bill,  the  corporation  could  deduct  each  year  only  the  amount  of 
the  actual  expense  incurred  for  health  benefits  provided  that  year. 
In  year  5,  for  instance,  the  corporation  would  be  allowed  to  deduct 
$12,000. 

Special  10-year  loss  carryback 

The  bill  provides  for  a  10-year  carryback  period  for  certain  de- 
ferred liability  losses.  A  deferred  statutory  or  tort  liability  loss 
means  the  lesser  of  (1)  the  net  operating  loss  for  the  year  reduced 
by  any  foreign  expropriation  or  product  liability  loss;  or  (2)  the 
amount  allowable  as  a  deduction  under  this  provision  which  is 
taken  into  account  in  computing  the  net  operating  loss  for  the  year 
and  is  for  an  amount  incurred  with  respect  to  a  statutory  or  tort 
liability.  This  rule  applies  in  the  case  of  a  liability  under  Federal 
or  State  law,  if  the  act  (or  failure  to  act)  occurs  at  least  3  years 
before  the  beginning  of  the  taxable  year;  and  in  the  case  of  a  tort 
liability,  if  the  liability  arises  out  of  a  series  of  actions  (or  failures 
to  act)  over  an  extended  period  of  time  a  substantial  portion  of 
which  occurs  at  least  3  years  before  the  beginning  of  the  year.  For 
example,  this  rule  would  apply  if  a  taxpayer  incurred  a  tort  liabili- 
ty for  failure  to  protect  another  person  from  a  hazardous  sub- 
stance, such  as  chemical  waste,  over  an  extended  period  of  time. 


19  On  the  other  hand,  if  the  taxpayer  is  required  to  provide  benefits  to  which  section  404  or 
404A  does  not  apply,  a  deduction  would  be  allowed  only  when  payments  are  made  to  the  em- 
ployee or  other  such  person. 

20  See  section  111  of  the  bill  for  special  rules  dealing  with  contributions  to  funded  welfare 
benefit  plans. 
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The  10-year  carryback  rule  will  not  apply  unless  the  taxpayer 
used  an  accrual  method  of  accounting  throughout  the  period  or  pe- 
riods during  which  the  act  (or  failure  to  act)  occurred. 

The  bill  provides  a  special  rule  for  the  net  operating  loss  carry- 
backs in  the  case  of  nuclear  power  plants.  The  amount  of  any  net 
operating  loss  attributable  to  the  decommissioning  of  nuclear 
power  plants  may  be  carried  back  to  each  of  the  taxable  years 
during  the  period  beginning  with  the  taxable  year  in  which  the 
plant  was  placed  in  service. 

Effective  Date 

The  provisions  of  the  bill  will  apply  to  amounts  with  respect  to 
which  deductions  would  be  allowable  (determined  without  regard 
to  the  provisions  of  this  bill)  after  the  date  of  enactment  of  this 
bill. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $303 
million  in  1984,  $643  million  in  1985,  $646  million  in  1986  and  $603 
million  in  1987. 


3.  Prepayments  of  Expenses  (sec.  91  of  the  bill  and  sec. 
461  of  the  Code). 

Present  Law 

In  general. — A  taxpayer  is  generally  allowed  a  deduction  in  the 
taxable  year  which  is  the  proper  taxable  year  under  the  method  of 
accounting  used  in  computing  taxable  income  (sec.  461).  The  two 
most  common  methods  of  accounting  are  the  cash  receipts  and  dis- 
bursements method  and  the  accrual  method.  If,  however,  the  tax- 
payer's method  of  accounting  does  not  clearly  reflect  income,  the 
computation  of  taxable  income  must  be  made  under  the  method 
which,  in  the  opinion  of  the  Internal  Revenue  Service,  clearly  re- 
flects income  (sec.  446(b)).  Furthermore,  the  income  tax  regulations 
provide  that  if  an  expenditure  results  in  the  creation  of  an  asset 
having  a  useful  life  which  extends  substantially  beyond  the  close  of 
the  taxable  year,  such  an  expenditure  may  not  be  deductible,  or 
may  be  deductible  only  in  part,  for  the  taxable  year  in  which  paid 
by  a  taxpayer  using  the  cash  receipts  and  disbursements  method  of 
accounting,  or  in  which  incurred  by  a  taxpayer  using  the  accrual 
method  of  accounting  (Treas.  Reg.  sec.  1.461-l(a)(l)  and  (2)). 

Deductions  for  interest. — Under  the  cash  receipts  and  disburse- 
ments method  of  accounting,  deductions  generally  are  allowed  in 
the  year  in  which  the  expenditures  are  paid.  Under  present  law,  if 
a  taxpayer  uses  the  cash  receipts  and  disbursements  method  to 
compute  taxable  income,  interest  paid  by  the  taxpayer  which  is 
properly  allocable  to  any  later  taxable  year  is  generally  treated  as 
paid  in  the  year  to  which  it  is  allocable;  interest  is  allocable  to  the 
period  in  which  the  interest  represents  a  charge  for  the  use  or  for- 
bearance of  borrowed  money  (sec.  461(g)).  An  accrual  method  tax- 
payer can  deduct  interest  (whether  or  not  prepaid)  only  in  the 
period  in  which  the  use  of  money  occurs.  Thus,  under  present  law, 
interest  is  deductible  in  the  same  period  for  both  cash  and  accrual 
method  taxpayers. 

Deductions  other  than  interest. — Present  law  is  unclear  as  to  the 
proper  timing  of  a  deduction  for  prepaid  expenses,  other  than  in- 
terest. No  specific  statutory  provision  expressly  permits  expenses  to 
be  deducted  in  full  when  paid  by  a  taxpayer  using  the  cash  receipts 
and  disbursements  method  of  accounting.  Such  deductions  are  not 
allowed,  however,  to  the  extent  that  they  result  in  a  material  dis- 
tortion of  income. 

Generally,  the  courts  have  examined  all  the  facts  and  circum- 
stances in  a  particular  case  to  determine  whether  allowing  a  full 
deduction  for  the  prepayment  would  result  in  a  material  distortion 
of  income.  In  determining  whether  an  expenditure  results  in  the 
creation  of  an  asset  having  a  useful  life  extending  substantially 
beyond  the  end  of  the  taxable  year,  the  court  in  Zaninovich  v. 
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Commissioner,  616  F.2d  429  (9th  Cir.  1980),  adopted  a  "one-year" 
rule.  Under  this  rule,  prepayments  generally  may  be  deducted  if 
they  do  not  provide  benefits  that  extend  beyond  one  year.  Thus, 
under  this  decision,  a  calendar-year,  cash-basis  taxpayer  may  be 
able  to  deduct  a  lease  payment  for  the  next  year  paid  in  December 
of  the  current  year. 

Special  rule  for  farm  syndicates. — Present  law  provides  limita- 
tions on  deductions  in  the  case  of  farming  syndicates.  A  farming 
syndicate  is  allowed  a  deduction  for  amounts  paid  for  items  (such 
as  feed)  only  in  the  year  in  which  such  items  are  actually  used  or 
consumed,  or,  if  later,  in  the  year  otherwise  allowable  as  a  deduc- 
tion. A  farming  syndicate  is  defined  generally  as  a  partnership  or 
any  other  enterprise  (other  than  a  corporation  which  is  not  an  S 
corporation)  engaged  in  farming  if  (1)  interests  in  the  partnership 
or  enterprise  have  been  offered  for  sale  in  any  offering  required  to 
be  registered  with  any  Federal  or  State  agency,  or  (2)  if  more  than 
35  percent  of  the  losses  during  any  period  are  allocable  to  limited 
partners  or  limited  entrepreneurs  (i.e.,  persons  who  do  not  actively 
participate  in  the  management  of  the  enterprise). 

Reasons  for  Change 

Many  tax  shelters  rely  on  the  deductibility  of  year-end  payments 
for  expenses  allocable  to  the  following  and  subsequent  taxable 
years.  Thus,  cash-basis  taxpayers  may  shelter  other  income  by  pre- 
paying expenses  (other  than  interest).  Taxpayers  may  benefit  sig- 
nificantly, for  example,  by  accelerating  deductions  into  a  high- 
income  year  when  lower  income  is  anticipated  in  future  years.  The 
benefits  can  be  significant  even  when  the  deduction  is  accelerated 
only  for  one  year.  The  committee  believes,  therefore,  that  a  taxpay- 
er should  not  be  allowed  deductions  for  expenses  until  the  period  to 
which  the  expenses  are  allocable. 

The  committee  recognizes,  however,  that  in  numerous  everyday 
business  transactions  expenses  are  prepaid.  To  avoid  an  adverse 
impact  on  these  normal  business  transactions,  the  committee  be- 
lieves that  it  is  appropriate  to  limit  the  application  of  this  new  rule 
to  tax  shelters.  Thus,  the  new  rule  would  apply  only  where  the 
abuse  is  most  serious.  The  committee  does  not  intend,  however,  any 
negative  inference  with  respect  to  prepayments  of  expenses  outside 
the  tax  shelter  context;  as  under  present  law,  a  taxpayer  would  not 
be  allowed  to  deduct  the  amount  of  an  expense  if  such  a  deduction 
would  result  in  a  material  distortion  of  income. 

The  committee  believes  that  this  new  rule  should  apply  to  the 
trade  or  business  of  farming  only  if  the  principal  purpose  is  tax 
avoidance  or  evasion,  or  if  the  trade  or  business  is  conducted  in  a 
farm  syndicate. 

Explanation  of  Provision 

Under  the  bill,  a  tax  shelter  computing  taxable  income  under  the 
cash  receipts  and  disbursements  method  will  not  be  allowed  a  de- 
duction with  respect  to  any  amount  earlier  than  the  time  at  which 
such  amount  is  treated  as  incurred.  An  amount  will  not  be  treated 
as  incurred  at  any  time  earlier  than  the  time  at  which  economic 
performance  occurs.  Thus,  a  cash  basis  tax  shelter  may  not  deduct 
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an  amount-  until  both  economic  performance  occurs  and  the 
amount  is  paid. 

The  time  at  which  economic  performance  occurs  generally  means 
when  services  are  performed,  property  provided,  use  of  property 
occurs  or  when  the  liability  is  otherwise  satisfied.21  When  econom- 
ic performance  occurs,  and  in  the  case  of  a  cash  basis  tax  shelter, 
the  amount  is  paid,  the  amount  is  treated  as  paid  or  incurred  for 
all  purposes  of  the  Code.  For  example,  research  and  experimental 
expenditures  are  treated  as  incurred  when  the  research  and  experi- 
mentation work  is  performed,  at  which  time  the  expenditures  are 
allowed  as  a  deduction  if  the  taxpayer  so  elects  under  section  174. 
Likewise,  mine  development  expenditures  will  be  treated  as  in- 
curred when  the  mine  development  activity  is  performed.  At  the 
election  of  the  taxpayer  under  section  616,  such  expenditures  may 
be  deducted  at  that  time.  Also,  management  fees  will  be  treated  as 
incurred  when  the  management  services  are  rendered.  Prepaid 
supplies  will  be  treated  as  incurred  when  the  supplies  are  used. 

Under  the  bill,  a  tax  shelter  means  (1)  a  partnership  or  other  en- 
terprise (other  than  a  corporation  which  is  not  an  S  corporation)  in 
which  interests  have  been  offered  for  sale,  at  any  time,  in  any  of- 
fering required  to  be  registered  with  a  Federal  or  State  agency;  (2) 
a  partnership  or  other  enterprise  if  more  than  35  percent  of  the 
losses  are  allocable  to  limited  partners  or  limited  entrepreneurs 
(generally  investors  who  do  not  actively  participate  in  the  manage- 
ment of  the  enterprise);  or  (3)  any  partnership,  entity,  plan,  or  ar- 
rangement which  is  a  tax  shelter  within  the  meaning  of  section 
6661(b)  (i.e.,  the  principal  purpose  of  which  is  the  avoidance  or  eva- 
sion of  Federal  income  tax.)  The  committee  intends  that  an  offer- 
ing required  to  be  registered  with  any  Federal  or  State  agency  will 
include  any  offering  filed  with,  or  with  respect  to  which  notice  is 
given  to  such  agency. 

In  determining  whether  an  investment  constitutes  a  tax  shelter, 
the  committee  intends  that  consideration  will  be  given  to  whether 
there  is  a  reasonable  and  significant  expectation  that  either  (1)  de- 
ductions in  excess  of  income  from  the  investment  being  available 
in  any  year  to  reduce  income  from  other  sources  in  that  year,  or  (2) 
credits  in  excess  of  the  tax  attributable  to  the  income  from  the  in- 
vestment being  available  in  any  year  to  offset  Federal  income  taxes 
on  income  from  other  sources  in  that  year.  Whether  an  investment 
is  intended  to  have  tax  shelter  expectations  will  depend  on  the  ob- 
jective facts  and  circumstances  of  each  case.  Significant  weight  will 
be  given  to  the  expectations  described  in  the  offering  materials  to 
determine  whether  the  investment  is  a  tax  shelter.  In  addition,  sig- 
nificant weight  will  be  given  to  the  percentage  of  total  expenses  of 
the  plan  or  arrangement  that  are  prepaid  expenses. 

However,  in  the  case  of  the  trade  or  business  of  farming,  the 
committee  intends  that  the  provisions  of  the  bill  only  apply  to  a 
farming  syndicate  (as  defined  in  sec.  464(c))  or  to  an  arrangement 
described  in  (3)  above  where  the  amount  of  prepaid  expenses  are 
inordinately  large  in  comparison  to  the  normal  expenses  of  a  farm. 
For  purposes  of  this  provision,  the  trade  or  business  of  farming  is 


21  For  a  more  detailed  description  of  the  definition  of  economic  performance,  see  section 
461(h)  as  added  by  the  bill. 
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defined  as  in  section  464(c)  (generally  the  cultivation  of  land  or  the 
raising  of  any  agricultural  or  horticultural  commodity  including 
the  raising  of  animals).  It  is  intended  that  the  bill  not  apply  to  a 
farmer  who  actively  participates  in  the  management  of  a  farm  and 
does  not  have  the  principal  purpose  of  avoidance  or  evasion  of  Fed- 
eral income  tax. 

Effective  Date 

The  provisions  of  the  bill  will  apply  to  amounts  with  respect  to 
which  a  deduction  would  be  allowable  under  present  law  after 
March  31,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $123 
million  in  1984,  $277  million  in  1985,  $88  million  in  1986  and  $106 
million  in  1987. 
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H.  Provisions  Relating  to  Tax  Straddles 

(Sees.  101,  102,  103,  104,  and  105  of  the  bill,  and  sees.  263,  1092, 
1234,  and  1256  of  the  Code) 

Present  Law 

The  Internal  Revenue  Code  contains  specific  rules  to  prevent  the 
use  of  straddles  to  defer  income  or  to  convert  ordinary  income  and 
short-term  capital  gain  to  long-term  capital  gain.  In  general,  the 
deduction  of  losses  from  straddle  positions  involving  actively  t]  aded 
personal  property  (other  than  stock)  is  limited  to  the  amount  by 
which  losses  exceed  unrecognized  gains  on  offsetting  positions  (sec. 
1092).  Gains  and  losses  on  regulated  futures  contracts  ("RFCs")  are 
reported  under  a  mark-to-market  rule  that  corresponds  to  the  daily 
cash  settlement  system  employed  by  U.S.  commodity  futures  ex- 
changes to  determine  margin  requirements. 

Taxation  of  stock  options 

The  straddle  rules,  including  the  loss-deferral  rule,  do  not  apply 
to  domestic  exchange-traded  stock  options  with  respect  to  which 
the  maximum  exercise  period  is  less  than  the  minimum  holding 
period  for  long-term  capital  gain  treatment  (sec.  1092(d)).  Because 
all  domestic  exchange-traded  stock  options  currently  have  a  maxi- 
mum term  of  approximately  nine  months,  and  the  required  holding 
period  for  long-term  capital  gain  treatment  is  twelve  months  and 
one  day,  all  such  options  are  excluded  from  the  straddle  rules. 

An  option  is  considered  an  open  transaction.  The  party  that  ac- 
quires property  upon  the  exercise  of  an  option  to  buy  (a  "call")  or 
an  option  to  sell  (a  "put")  recognizes  no  gain  or  loss  because  the 
option  and  its  exercise  are,  together,  viewed  as  a  purchase  of  the 
property.  Both  the  holder  of  a  call  and  the  grantor  of  a  put  treat 
the  premium  paid  or  received  as  an  adjustment  to  the  purchase 
price  of  the  underlying  property.  The  party  that  sells  the  underly- 
ing property  recognizes  gain  or  loss.  The  holder  of  a  put  or  the 
grantor  of  a  call  treat  the  premium  paid  or  received  as  a  reduction 
of  the  amount  realized  on  the  sale  of  the  underlying  property. 

Gain  or  loss  from  the  sale  or  exchange  of  an  option  by  an  option 
holder  is  considered  gain  or  loss  from  the  sale  or  exchange  of  prop- 
erty that  has  the  same  character  as  the  property  to  which  the 
option  relates  has,  or  would  have,  in  the  hands  of  the  holder  (sec. 
1234(a)).  For  purposes  of  applying  this  rule,  if  a  loss  is  attributable 
to  failure  to  exercise  an  option,  the  option  is  deemed  to  have  been 
sold  or  exchanged.  Thus,  if  the  property  to  which  the  option  relates 
would  be  a  capital  asset  in  the  hands  of  the  holder,  capital  gain  or 
loss  would  result.  The  capital  gain  or  loss  would  be  long-term  or 
short-term  depending  upon  the  holding  period  of  the  option.  These 
rules  apply  to  options  to  buy  or  sell  property. 
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In  the  case  of  a  grantor  of  an  option,  gain  or  loss  from  a  closing 
transaction  with  respect  to  the  option,  or  the  lapse  of  the  option,  is 
treated  as  short-term  gain  or  loss  (sec.  1234(b)).  Because  this  rule  is 
stated  to  apply  to  options  in  property  (as  defined  in  sec.  1234(b)),  it 
is  unclear  whether  the  rule  applies  to  options  that  settle  in  (or 
could  be  settled  in)  cash. 

Treatment  of  professional  options  traders 

Historically,  gain  or  loss  from  transactions  in  options  granted  or 
acquired  in  the  ordinary  course  of  a  taxpayer's  trade  or  business  is 
treated  as  ordinary  income  or  loss.  In  cases  where  a  taxpayer 
grants  or  acquires  options  in  the  course  of  a  trade  or  business  and 
also  holds  options  in  connection  with  investment  activities,  the 
rules  prescribed  by  section  1234  apply  to  the  options  granted  or  ac- 
quired as  investments.  Although  the  matter  is  not  free  from  doubt, 
it  appears  that  taxpayers  who  "make  a  market"  with  respect  to  a 
particular  option  are  treated  as  granting  or  acquiring  options  in 
the  course  of  a  trade  or  business. 

The  short-sale  rule 

In  the  case  of  a  "short  sale"  {i.e.,  where  the  taxpayer  sells  bor- 
rowed property  and  later  closes  the  sale  by  buying  identical  proper- 
ty and  returning  the  same  to  the  lender),  any  gain  or  loss  on  the 
closing  transaction  is  considered  gain  or  loss  from  the  sale  or  ex- 
change of  a  capital  asset  if  the  property  used  to  close  the  short  sale 
is  a  capital  asset  in  the  hands  of  the  taxpayer  (sec.  1233(a)).  The 
Code  contains  several  rules  designed  to  eliminate  specific  devices  in 
which  short  sales  could  be  used  to  transform  short-term  gains  into 
long-term  gains.  Under  these  rules,  if  a  taxpayer  holds  property  for 
less  than  the  long-term  holding  period  and  sells  short  substantially 
identical  property,  any  gain  upon  the  closing  of  the  short  sale  is 
considered  short-term  gain,  and  the  holding  period  of  the  substan- 
tially identical  property  is  generally  considered  to  begin  on  the 
date  of  the  closing  of  the  short  sale  (sec.  1233(b)).  These  rules  pre- 
vent a  taxpayer  from  "aging"  his  holding  period  so  as  to  convert 
short-term  capital  gain  into  long-term  capital  gain  where  the  tax- 
payer has  materially  reduced  his  risk  of  loss.  Also,  if  a  taxpayer 
has  held  property  for  more  than  one  year  and  sells  short  substan- 
tially identical  property,  any  loss  on  the  closing  of  the  short  sale  is 
considered  long-term  capital  loss  (sec.  1233(d)).  This  rule  is  intended 
to  prevent  the  conversion  of  long-term  capital  loss  into  short-term 
capital  loss. 

For  purposes  of  these  rules,  property  includes  stock,  securities, 
and  commodity  futures  (sec.  1233(e)(2)(A)),  but  commodity  futures 
contracts  are  not  considered  substantially  identical  if  they  call  for 
delivery  of  the  commodity  in  different  calendar  months  (sec. 
1233(e)(2)(B)).  In  addition,  these  rules  do  not  apply  in  the  case  of 
hedging  transactions  in  commodity  futures  (sec.  1233(g)). 

For  purposes  of  the  short-sale  rules,  the  acquisition  of  a  put  is 
treated  as  a  short  sale,  and  the  exercise  or  failure  to  exercise  such 
an  option  is  considered  as  a  closing  of  the  short  sale  (sec.  1233(b)). 
If  the  put  is  acquired  at  a  time  when  the  underlying  property  has 
been  held  by  the  taxpayer  for  12  months  or  less,  or  if  the  underly- 
ing property  is  acquired  after  acquisition  of  the  put  and  before  its 
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termination,  any  gain  on  exercise  or  termination  of  the  put  is 
short-term  capital  gain.  Further,  the  holding  period  of  the  underly- 
ing property  is  considered  to  begin  on  the  earlier  of  (1)  the  date 
such  property  is  disposed  of  pursuant  to  the  put,  or  (2)  the  date  the 
put  is  exercised,  is  sold,  or  expires,  as  the  case  may  be. 

However,  if  a  put  and  the  property  identified  to  be  used  in  its 
exercise  are  acquired  on  the  same  day,  the  acquisition  of  the  put  is 
not  treated  as  a  short  sale  (sec.  1233(c)).  If  the  put  is  not  exercised, 
the  premium  paid  for  the  put  is  added  to  the  cost  basis  of  the  iden- 
tified property. 

Application  of  wash-sale  rule. — The  wash-sale  rule  disallows  any 
loss  from  the  disposition  of  stock  or  securities  where  substantially 
identical  stock  or  securities  (or  an  option  to  acquire  such  property) 
are  acquired  by  the  taxpayer  during  the  period  beginning  30  days 
before  the  date  of  sale  and  ending  30  days  after  such  date  (sec. 
1091).  Commodity  futures  are  not  treated  as  stock  or  securities  for 
purposes  of  this  rule.  Rev.  Rul.  71-568,  1971-2  C.B.  312. 

Loss  deferral  rule 

If  a  taxpayer  realizes  a  loss  on  the  disposition  of  one  or  more  po- 
sitions in  a  straddle,  the  amount  of  the  loss  that  can  be  deducted  is 
limited  to  the  excess  of  the  loss  over  the  unrecognized  gain  (if  any) 
in  offsetting  positions.  Positions  are  offsetting  if  there  is  a  substan- 
tial diminution  in  the  risk  of  loss  from  holding  one  position  by 
reason  of  holding  one  or  more  other  positions  in  personal  property. 
Deferred  losses  are  recognized  in  the  first  year  in  which  there  is  no 
unrecognized  gain  in  offsetting  positions. 

Exception  for  identified  straddles 

The  loss-deferral  rule  does  not  apply  to  losses  on  positions  in  an 
identified  straddle.  To  qualify  as  an  identified  straddle,  all  of  the 
positions  in  the  straddle  must  be  acquired  on  the  same  day,  the 
straddle  must  have  all  its  positions  closed  on  the  same  day  or  have 
no  positions  closed  at  the  end  of  the  taxable  year,  and  the  straddle 
must  not  be  part  of  a  larger  straddle.  An  identified  straddle  must 
be  clearly  marked  as  such  on  the  taxpayer's  records  before  the 
close  of  the  day  on  which  it  is  acquired. 

Losses  on  positions  in  an  identified  straddle  are  treated  as  sus- 
tained not  earlier  than  the  day  on  which  the  taxpayer  disposes  of 
all  the  positions  comprising  the  straddle. 

Hedging  exemption 

The  loss-deferral  rule  does  not  apply  to  hedging  transactions.  A 
hedging  transaction  is  a  transaction  that  is  executed  in  the  normal 
course  of  a  trade  or  business  primarily  to  reduce  certain  risks,  and 
that  results  in  only  ordinary  income  or  loss.  To  prevent  manipula- 
tion of  the  hedging  exemption  by  tax-shelter  syndicators,  the  ex- 
emption was  made  inapplicable  to  syndicates.  A  syndicate  is  de- 
fined as  any  partnership  or  other  entity  (other  than  a  corporation 
that  is  not  an  S  corporation),  if  more  than  35  percent  of  the  entity's 
losses  during  any  period  are  allocable  to  limited  partners  or  limited 
entrepreneurs.  A  hedging  transaction  must  be  clearly  identified 
before  the  close  of  the  day  the  transaction  is  entered  into. 
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Treatment  of  mixed  straddles 

In  general,  a  straddle  composed  of  both  RFCs  and  positions  that 
are  not  RFCs  is  subject  to  the  loss  deferral  rule,  and  the  RFC  posi- 
tions of  the  straddle  are  subject  to  the  mark-to-market  rule.  How- 
ever, the  RFC  positions  in  a  mixed  straddle  are  excluded  from  the 
mark-to-market  rule  if  the  taxpayer  designates  the  positions  as  a 
mixed  straddle.  If  a  designated  mixed  straddle  also  qualifies  as  an 
identified  straddle,  the  mixed  straddle  is  exempt  from  the  loss  de- 
ferral rule. 

Because  the  RFC  positions  and  the  non-RFC  positions  of  a  mixed 
straddle  are  taxed  at  different  rates  (and,  possibly,  at  different 
times),  a  mixed  straddle  presents  opportunities  to  defer  tax  and  to 
convert  long-term  capital  loss  to  short-term  capital  loss  or  short- 
term  capital  gain  to  long-term  capital  gain.  However,  under  regula- 
tions to  be  prescribed  by  the  Secretary,  mixed  straddles  will  be  sub- 
ject to  rules  similar  to  the  rules  relating  to  short  sales  (described 
above),  regardless  of  whether  the  straddle  is  designated  as  a  mixed 
straddle  or  qualifies  as  an  identified  straddle  (sec.  1092(b)).  The 
statute  contemplates  that,  under  these  rules,  recognized  losses  will 
be  recharacterized  in  appropriate  cases. 

Capitalization  of  interest  and  carrying  charges 

Taxpayers  are  required  to  capitalize  certain  otherwise  deductible 
expenditures  for  property  that  is  held  as  part  or  all  of  an  offsetting 
position,  and  for  charges  for  the  temporary  use  of  property  bor- 
rowed in  connection  with  a  short  sale  constituting  part  of  a  strad- 
dle (sec.  263(g)).  Expenditures  subject  to  this  requirement  ("carry- 
ing charges")  are  interest  on  indebtedness  incurred  or  continued  to 
purchase  or  carry  property,  as  well  as  amounts  paid  or  incurred  for 
temporary  use  of  the  property  in  a  short  sale,  or  for  insuring,  stor- 
ing or  transporting  the  property.  The  amount  of  carrying  charges 
required  to  be  capitalized  is  reduced  by  any  interest  income  from 
the  property  (including  original  issue  and  acquisition  discount), 
which  is  includible  in  gross  income  for  the  taxable  year.  The  cap- 
italization requirement  does  not  apply  to  hedging  transactions  (as 
defined  above  for  purposes  of  the  similar  exemption  from  the  loss- 
deferral  rule). 

Mark-to-rnarket  rule 

Each  RFC  held  by  a  taxpayer  at  year-end  is  treated  as  if  it  were 
sold  for  its  fair  market  value  on  the  last  business  day  of  the  year 
(sec.  1256(a)(1)).  Ordinarily,  the  settlement  price  determined  by  an 
exchange  for  its  RFCs  on  the  year's  last  business  day  is  considered 
to  be  the  RFCs  fair  market  value.  Any  gain  or  loss  on  the  RFC  is 
taken  into  account  for  the  taxable  year,  together  with  the  gain  or 
loss  on  other  RFCs  that  were  closed  out  before  the  last  business 
day.  If  a  taxpayer  holds  RFCs  at  the  beginning  of  a  taxable  year, 
any  gain  or  loss  subsequently  realized  on  these  contracts  is  adjust- 
ed to  reflect  any  gain  or  loss  taken  into  account  with  respect  to  the 
contracts  in  a  prior  year  (sec.  1256(a)(2)).  The  mark-to-market  rule 
is  inapplicable  to  hedging  transactions. 

Historically,  under  case  law,  commodity  futures  traders  have 
been  treated  as  buying  or  selling  capital  assets  (unless  the  taxpay- 
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ers  came  within  a  nonstatutory  hedging  exemption).  By  statute, 
any  gain  or  loss  with  respect  to  an  RFC  that  is  subject  to  the  mark- 
to-market  rule  is  treated  as  if  40  percent  of  the  gain  or  loss  is 
short-term  capital  gain  or  loss,  and  as  if  60  percent  is  long-term 
gain  or  loss.  This  allocation  of  capital  gain  results  in  a  maximum 
rate  of  tax  of  32  percent  for  investors  other  than  corporations. 

Definition  of  an  RFC 

An  RFC  is  a  contract  that  (1)  is  marked  to  market  under  a  daily 
cash  settlement  system  of  the  type  used  by  U.S.  futures  exchanges 
to  determine  the  amount  that  must  be  deposited  due  to  losses,  or 
the  amount  that  may  be  withdrawn  in  the  case  of  gains,  as  the 
result  of  price  changes  with  respect  to  the  contract  during  the  day, 
and  (2)  is  traded  on  or  subject  to  the  rules  of  a  domestic  board  of 
trade  designated  as  a  contract  market  by  the  Commodity  Futures 
Trading  Commission,  or  any  board  of  trade  or  exchange  that  Treas- 
ury determines  to  have  rules  that  are  adequate  to  insure  compli- 
ance with  the  mark-to-market  rules  (sec.  1256(b)).  Cash  settlement 
futures  contracts  are  included  in  the  definition  of  an  RFC. 

Certain  foreign  currency  contracts  are  treated  as  RFCs  (sec. 
1256(g)).  For  purposes  of  this  rule,  a  foreign  currency  contract  is  de- 
fined as  a  contract  that  (1)  requires  delivery  of  a  foreign  currency 
that  is  also  traded  through  RFCs,  (2)  is  traded  in  the  interbank 
market,  and  (3)  is  entered  into  at  arm's  length  at  a  price  deter- 
mined by  reference  to  the  price  in  the  interbank  market. 

Reasons  for  Change 

Taxpayers  have  attempted  to  exploit  the  exemption  from  the 
loss-deferral  rule  for  exchange-traded  stock  options  to  defer  tax  on 
income  from  unrelated  transactions.  If  effective,  these  straddles  in 
stock  options  defer  gains  from  one  year  to  the  next  by  creating  a 
recognized  loss  on  an  option  that  is  matched  by  an  unrecognized 
gain  on  an  offsetting  option.  A  typical  abusive  straddle  involves  the 
acquisition  of  "deep-in-the-money"  offsetting  option  positions.  (A 
call  is  in-the-money  to  the  extent  that  the  exercise  price  (or  strike 
price)  is  less  than  the  market  value  of  the  stock  when  the  option  is 
granted;  a  put  is  in-the-money  to  the  extent  the  strike  price  ex- 
ceeds the  stock's  value.)  Regardless  of  whether  the  value  of  the  un- 
derlying stock  increases  or  decreases,  one  option  position  will 
result  in  a  loss  that  can  be  realized  for  tax  purposes,  while  the 
other  position  results  in  a  gain  of  approximately  equal  size  that 
can  be  deferred  until  the  next  year.  The  unrealized  gain  can  be 
preserved  by  adopting  a  new  offsetting  position  to  replace  the  loss 
position  that  is  disposed  of.  Although  the  Internal  Revenue  Service 
may  be  successful  in  challenging  these  transactions  under  rulings 
and  case  law,  the  law  is  this  area  is  unclear.  The  committee  be- 
lieves that  tax-motivated  straddling  in  stock  options  or  stock  is  just 
as  objectionable  as  the  straddling  in  other  actively  traded  property 
that  occurred  prior  to  enactment  of  the  loss-deferral  rule. 

One  widely  used  investment  strategy  that  would  be  affected  by 
the  extension  of  the  straddle  rules  to  stock  options  and  stock  in- 
volves writing  call  options  on  stock  owned  by  the  taxpayer.  The 
committee  believes  that  it  may  be  appropriate  to  exempt  these 
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transactions  where  they  are  undertaken  primarily  to  enhance  the 
taxpayer's  investment  return  on  the  stock  and  not  to  reduce  the 
taxpayer's  risk  of  loss  on  the  stock. 

The  committee  is  also  concerned  about  the  disparity  in  the  tax 
treatment  of  options  market  makers  on  securities  exchanges  and 
professional  traders  on  commodity  exchanges.  Although  the  trad- 
ing activities  of  these  taxpayers  are  in  some  respects  similar,  under 
the  case  law,  professional  commodity  traders  are  traditionally 
viewed  as  realizing  capital  gains  or  losses  on  futures  transactions. 
In  contrast,  it  appears  that  options  market  makers  trading  on  secu- 
rities exchanges  may  be  treated  as  realizing  ordinary  income  or 
loss  with  respect  to  their  options  transactions.  Moreover,  an  op- 
tions dealer  is  considered  to  be  a  dealer  in  property  subject  to  the 
option.  As  a  result  of  the  ordinary  income  or  loss  treatment  that 
may  be  available  to  options  professionals  tax-shelter  syndicates 
purporting  to  be  market  makers  have  attempted  to  pass  through 
ordinary  losses  on  stock-option  straddles  to  limited  partners. 

Another  area  of  concern  is  that  taxpayers  may  take  inconsistent 
positions  regarding  the  application  of  present  law  to  new  invest- 
ment products  that  were  not  traded  when  the  tax  straddle  rules 
were  enacted  in  1981.  For  example,  the  treatment  of  exchange- 
traded  options  that  settle  only  in  cash  may  be  uncertain.  Taxpay- 
ers with  losses  on  cash-settlement  options  may  claim  ordinary  loss 
treatment,  while  taxpayers  with  gains  claim  capital  gain  treatment 
under  the  rules  generally  applicable  to  options.  The  Technical  Cor- 
rections Act  of  1982  revised  the  definition  of  RFCs  to  expressly  in- 
clude cash-settlement  futures  contracts.  In  the  view  of  the  commit- 
tee, the  status  of  cash-settlement  options  should  be  clarified.  In  ad- 
dition, options  on  RFCs  ("commodity  options")  are  now  traded  on 
domestic  futures  exchanges.  Some  taxpayers  have  taken  the  posi- 
tion that  transactions  in  commodity  options  qualify  for  the  32-per- 
cent maximum  rate  of  tax  on  gains  provided  by  the  statutory 
mark-to-market  rule.  (The  Treasury  Department  has  disputed  this 
interpretation  of  the  law.)  However, .  taxpayers  with  losses  may 
claim  that  they  are  subject  to  the  general  tax  rules  for  options,  and 
treat  their  losses  as  wholly  short-term. 

The  question  of  the  proper  tax  treatment  of  new  investment 
products  raises  a  broader  issue  regarding  whether  competing  in- 
vestment products  traded  on  different  exchanges  should  be  taxed 
under  the  same  tax  regime.  For  example,  as  noted  above,  some  tax- 
payers now  claim  that  options  on  broad-based  stock  index  futures 
are  subject  to  the  mark-to-market  rule,  while  direct  options  on 
broad-based  indexes  are  subject  to  the  general  tax  rules  governing 
options.  A  related  concern  is  the  proliferation  of  mixed  straddles 
between  products  that  are  subject  to  a  32-percent  maximum  rate  of 
tax  and  products  that  are  taxed  at  a  50-percent  maximum  rate. 
The  committee  believes  that  the  number  of  mixed  straddles  should 
be  limited  where  possible. 

Finally,  it  has  come  to  the  committee's  attention  that  the  regula- 
tory authority  granted  to  Treasury  to  prescribe  rules  for  mixed 
straddles  may  not  be  sufficient  to  insure  the  promulgation  of  rules 
that  are  effective. 
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Explanation  of  Provisions 
Overview  ' 

The  bill  repeals  the  blanket  exceptions  from  the  straddle  rules 
for  stock  and  exchange-traded  stock  options.  More  limited  excep- 
tions are  provided.  In  addition,  the  mark-to-market  rule  and  the  32- 
percent  maximum  rate  of  tax  are  extended  to  certain  exchange- 
traded  options  held  by  investors  and  to  all  listed  options  held  by 
options  market  makers.  Commodity  options  are  also  made  subject 
to  the  mark-to-market  rule  and  accorded  the  32-percent  maximum 
rate  of  tax. 

Repeal  of  exception  for  certain  stock  and  stock  options 

Stock 

The  bill  repeals  the  exception  from  the  tax  straddle  rules  for 
direct  positions  in  stock.  A  more  limited  exception  is  provided  for  a 
straddle  all  of  the  positions  of  which  consist  of  the  holding  of  stock 
or  the  short  sale  of  stock.  The  committee  believes  that  the  wash 
sale  rules  (sec.  1091)  and  the  short  sale  rules  (sec.  1233)  prevent  tax 
avoidance  through  transactions  in  stock;  and  that  it  is  unnecessary 
to  extend  the  straddle  rules  to  direct  positions  in  stock.  However, 
the  exception  for  positions  in  stock  is  inapplicable  to  stock  of  a  cor- 
poration formed  or  availed  of  to  take  positions  in  personal  property 
that  offset  positions  taken  by  any  shareholder.  Moreover,  as  under 
present  law,  this  exception  would  not  apply  to  a  contract  for  the 
purchase  of  stock  (as  distinguished  from  direct  ownership  of  stock). 

Exchange-traded  stock  options 

In  general,  the  straddle  rules,  including  the  loss-deferral  rule, 
are  extended  to  straddles  involving  exchange-traded  stock  options. 
An  exception  is  provided  for  qualified  covered  call  writing  transac- 
tions. 

Qualified  covered  call  options 

A  covered  call  option  is  one  that  is  written  with  respect  to  stock 
that  is  held  by  the  taxpayer  (or  acquired  by  the  taxpayer  in  connec- 
tion with  the  granting  of  the  option).  The  granting  of  a  covered  call 
option  does  not  substantially  reduce  a  taxpayer's  risk  of  loss  with 
respect  to  the  underlying  stock  unless  the  option  is  deep-in-the- 
money.  The  bill  contemplates  that  taxpayers  can  continue  to  write 
at-the-money  and  nondeep-in-the-money  covered  calls,  without  run- 
ning afoul  of  the  straddle  rules. 

In  general,  a  qualified  covered  call  option  is  an  exchange-traded 
option  (i)  the  gain  or  loss  with  respect  to  which  is  not  ordinary 
income  or  loss,  (ii)  the  term  of  which  is  more  than  30  days,  and  (iii) 
which  is  not  deep-in-the-money.  The  term  "deep-in-the-money 
option"  is  defined  as  an  option  that  has  a  strike  price  lower  than 
the  lowest  qualified  benchmark.  Generally,  the  "lowest  qualified 
benchmark"  is  the  highest  available  strike  price  that  is  less  than 
the  "applicable  stock  price"  (defined  below).  In  the  case  of  an 
option  with  a  term  of  more  than  90  days  and  a  strike  price  exceed- 
ing $50,  the  lowest  qualified  benchmark  is  the  second  highest  avail- 
able strike  price  that  is  less  than  the  applicable  stock  price.  Howev- 
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er,  in  any  case,  the  lowest  qualified  benchmark  will  not  be  treated 
as  being  less  than  85  percent  of  the  applicable  stock  price. 

Exchange  rules  currently  provide  for  strike  prices  on  options  at 
five-dollar  intervals  (or  "benchmarks")  for  options  on  stock  trading 
at  prices  under  $100.  For  stock  trading  at  prices  over  $100,  there 
are  $10  benchmarks.  The  lowest  strike  price  currently  authorized 
is  $10.  Thus,  for  example,  with  respect  to  stock  trading  at  $50,  an 
exchange-traded  call  option  with  a  strike  price  of  $45  or  more 
would  qualify  for  the  exception. 

The  term  "applicable  stock  price"  is  generally  defined  as  the 
closing  price  of  the  optioned  stock  on  the  most  recent  day  on  which 
such  stock  was  traded  before  the  date  on  which  the  option  was 
granted.  However,  if  the  opening  price  of  the  optioned  stock  on  the 
day  the  option  is  granted  is  greater  than  110  percent  of  the  closing 
price  on  the  last  previous  trading  date,  then  the  opening  price  of 
the  stock  is  treated  as  the  applicable  stock  price. 

In  general,  a  qualified  covered  call  option  must  be  written  on  a 
national  securities  exchange  registered  with  the  Securities  and  Ex- 
change Commission  ("SEC").  The  Secretary  may  designate  other 
exchanges  qualifying  for  this  treatment  if  the  exchange  has  rules 
adequate  to  carry  out  the  purposes  of  the  exception  to  the  straddle 
rules  for  qualified  covered  calls.  The  bill  contemplates  that,  as  a 
condition  of  designating  an  exchange,  the  Secretary  could  require 
that  trades  on  the  exchange  be  subject  to  information  on  reporting 
under  section  6045  (relating  to  reports  by  brokers). 

The  Secretary  is  granted  broad  regulatory  authority  to  modify 
the  provisions  of  the  bill  {e.g.,  to  take  account  of  changes  in  the 
practices  of  options  exchanges  or  to  prevent  tax  avoidance).  The 
committee  contemplates  that  the  Secretary  will  prescribe  rules  for 
the  determination  of  the  applicable  strike  price  if  the  options  ex- 
changes modify  their  benchmarks. 

Treatment  of  gain  or  loss  where  the  taxpayer  is  the  grantor  of  a  call 
option 

The  bill  provides  that,  if  at  any  time  a  taxpayer  holds  stock  and 
is  the  grantor  of  an  outstanding  option  to  buy  such  stock,  which 
option  has  a  strike  price  that  is  less  than  the  applicable  stock 
price,  then  any  amount  that  would  otherwise  be  treated  as  a  long- 
term  capital  gain  with  respect  to  the  stock  is  treated  as  a  short- 
term  capital  gain  to  the  extent  of  any  short-term  capital  loss  recog- 
nized on  the  option.  This  short-term  capital  gain  character  would 
be  preserved  where  the  stock  is  transferred  in  a  nonrecognition 
transaction  (including  a  gift). 

Extension  of  mark-to-market  rule 

The  bill  extends  the  mark-to-market  rule  (including  the  60/40 
treatment  that  results  in  a  32-percent  maximum  tax  rate)  to  non- 
equity listed  options  and  dealers'  equity  options.  Rules  are  provided 
to  prevent  limited  partners  (or  entrepreneurs)  of  an  options  dealer 
from  recognizing  gain  or  loss  from  equity  options  as  60  percent 
long-term  capital  gain  or  loss  and  40  percent  short-term  capital 
gain  or  loss. 
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Definition  of  listed  option  contract 

The  bill  defines  a  listed  option  as  any  option  (other  than  a  right 
to  acquire  stock  from  the  issuer)  that  is  traded  on  (or  subject  to  the 
rules  of)  a  qualified  board  of  trade  or  exchange.  A  qualified  board 
or  exchange  is  a  national  securities  exchange  registered  with  the 
SEC,  a  domestic  board  of  trade  designated  as  a  contract  market  by 
the  Commodity  Futures  Trading  Commission,  or  any  other  ex- 
change or  board  of  trade  that  the  Secretary  determines  has  rules 
adequate  to  carry  out  the  purposes  of  the  relevant  statutory  provi- 
sions. The  bill  contemplates  that,  as  a  condition  of  designating  an 
exchange  or  board  of  trade,  the  Secretary  may  require  information 
reporting  consistent  with  the  rules  of  section  6045  (relating  to  re- 
turns of  brokers). 

Equity  listed  options 

An  equity  option  is  defined  to  mean  any  option  to  buy  or  sell 
stock,  and  any  other  option  the  value  of  which  is  determined  by 
reference  to  an  index  of  stock  of  the  type  that  is  ineligible  to  be 
traded  on  a  commodity  futures  exchange  {e.g.,  an  option  contract 
on  a  sub-index  based  on  the  price  of  nine  hotel-casino  stocks).  The 
definition  of  equity  option  excludes  options  on  broad-based  stock  in- 
dexes (such  as  the  Standard  &  Poor's  500  index)  and  options  on 
stock  index  futures;  thus,  these  options  fall  within  the  definition  of 
nonequity  options  (discussed  below).  Holders  of  equity  options 
(other  than  dealers)  remain  subject  to  the  general  rules  for  the  tax- 
ation of  options,  including  the  loss-deferral  rule. 

Nonequity  listed  options. — A  nonequity  option  is  defined  as  any 
listed  option  that  is  not  an  equity  option.  Under  the  bill,  any 
holder  of  a  nonequity  option  (whether  an  options  dealer  or  an  in- 
vestor) is  treated  as  if  the  option  were  disposed  of  at  year-end  for  a 
price  equal  to  its  fair  market  value,  and  any  gain  or  loss  is  taxed  as 
if  it  were  60-percent  long-term  and  40-percent  short-term  (just  as 
the  holders  of  RFCs  are  treated).  All  options  on  RFCs  are,  by  defi- 
nition, nonequity  options  under  the  bill. 

Treatment  of  dealer  options 

The  bill  changes  the  claimed  present-law  treatment  of  options 
market  makers  and  codifies  present  law  with  respect  to  profession- 
al commodity  traders  by  providing  that  both  categories  of  traders 
are  treated  as  buying  and  selling  capital  assets,  except  to  the 
extent  that  an  option  or  future  is  acquired  to  hedge  property  that 
would  generate  ordinary  income  or  loss.  An  options  dealer  is  de- 
fined as  any  person  who  is  registered  with  the  SEC  and  an  appro- 
priate national  securities  exchange  as  a  market  maker  or  specialist 
in  listed  options.  Under  the  bill,  an  options  dealer  would  not  recog- 
nize ordinary  income  or  loss  with  respect  to  his  stock  and  securities 
transactions,  unless  the  taxpayer  is  a  dealer  in  stock  and  securities 
under  general  Federal  income  tax  rules  (determined  without 
regard  to  whether  options  in  such  property  produces  ordinary 
income  or  loss). 

In  addition  to  nonequity  options,  which  are  marked-to-market  in 
the  hands  of  all  holders,  equity  options  held  by  options  dealers  are 
also  subject  to  the  mark-to-market  rule  and  60/40  treatment.  To 


1271 


prevent  dealers  from  passing  through  60/40  treatment  of  equity  op- 
tions to  limited  investors,  the  bill  provides  that  60/40  treatment 
does  not  apply  to  gain  or  loss  on  dealer  equity  options  that  is  allo- 
cable to  limited  partners  or  limited  entrepreneurs  (regardless  of 
the  percentage  of  such  gain  or  loss  that  is  so  allocated). 

Hedging  exemption 

In  general,  the  hedging  exemption  under  present  law  remains 
available.  However,  the  bill  limits  the  ability  of  certain  taxpayers 
to  deduct  losses  from  hedging  transactions  where  the  hedging  ex- 
emption is  claimed. 

Under  the  bill,  an  options  dealer  who  is  a  dealer  in  the  underly- 
ing property  is  treated  the  same  as  a  commodity  trader  who  is  a 
dealer  in  the  cash  commodity.  Thus,  neither  the  loss-deferral  rule 
nor  the  mark-to-market  rule  applies  to  an  option  or  an  RFC  that  is 
identified  as  a  hedging  transaction  where  gain  or  loss  on  both  the 
option  or  the  RFC  and  the  underlying  property  would  be  ordinary 
income  or  loss  (as  determined  under  the  bill). 

For  certain  taxpayers,  the  bill  limits  the  deductibility  of  any  loss 
on  a  hedging  transaction  to  the  taxable  income  (determined  with- 
out regard  to  such  loss)  derived  from  the  conduct  of  the  trade  or 
business  to  which  the  hedging  transaction  relates.  This  provision  is 
intended  to  prevent  the  pass  through  of  ordinary  losses  to  limited 
investors  from  transactions  engaged  in  by  traders  who  qualify  as 
dealers  in  the  underlying  property. 

The  limitations  on  the  deductibility  of  hedging  losses  apply  to 
the  following  taxpayers:  (i)  any  taxpayer  who  enters  into  a  hedging 
transaction  relating  to  stock  or  securities,  (ii)  any  individual,  and 
(iii)  any  corporation  if  at  any  time  during  the  last  half  of  the  tax- 
able year  more  than  50  percent  in  value  of  its  outstanding  stock  is 
owned  by  five  or  fewer  individuals.  The  term  "hedging  loss"  is  gen- 
erally defined  as  the  excess  of  (i)  the  allowable  deductions  for  the 
taxable  year  attributable  to  hedging  transactions  (determined  with- 
out regard  to  the  rule  limiting  hedging  losses),  over  (ii)  income  re- 
ceived or  accrued  by  the  taxpayer  during  such  taxable  year  from 
such  transactions.  However,  an  exception  to  the  limitations  on 
losses  is  provided  for  economic  losses.  The  bill  provides  that  the 
limitations  do  not  apply  to  a  hedging  loss  to  the  extent  that  such 
loss  exceeds  the  aggregate  unrecognized  gains  from  hedging  trans- 
actions (including  gains  from  hedged  property)  as  of  the  close  of  the 
taxable  year.  The  "aggregate  unrecognized  gain"  is  defined  as  that 
term  is  used  for  purposes  of  the  straddle  rules:  (i)  the  amount  of 
gain  that  would  be  taken  into  account  with  respect  to  property  if 
such  property  were  sold  on  the  last  business  day  of  such  taxable 
year  at  fair  market  value,  plus  (ii)  in  the  case  of  any  position  with 
respect  to  which,  as  of  the  close  of  the  taxable  year,  gain  has  been 
realized  but  not  recognized,  the  amount  of  gain  so  realized. 

Cash-settlement  options 

For  cash-settlement  options  that  are  not  subject  to  the  mark-to- 
market  rule  {e.g.,  narrow-based  options  on  sub-indexes  of  stock),  the 
bill  amends  section  1234  to  clarify  that  gain  or  loss  on  the  sale,  ex- 
change, lapse,  or  exercise  of  the  option  is  capital  gain  or  loss  with 
respect  to  grantors  or  holders.  For  purposes  of  the  bill,  a  cash-set- 
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tlement  option  is  defined  as  any  option  which  on  exercise  settles  in 
(or  could  be  settled  in)  cash  or  property  other  than  the  underlying 
property.  As  under  present  law,  the  receipt  of  cash  on  exercise  of  a 
cash-settlement  option  is  a  taxable  event. 

Regulatory  authority  relating  to  mixed  straddles 

The  bill  broadens  the  scope  of  Treasury's  regulatory  authority  to 
prescribe  rules  for  mixed  straddles.  The  bill  requires  the  Secretary 
to  prescribe  such  regulations  with  respect  to  gain  or  loss  on  strad- 
dle positions  as  may  be  necessary  to  carry  out  the  purposes  of  the 
loss-deferral  rule,  within  six  months  from  the  date  of  enactment. 
To  the  extent  consistent  with  this  purpose,  the  regulations  should 
include  rules  applying  the  principles  of  the  wash-sale  rule  and  the 
short-sale  rule. 

Effective  Dates 

General  rules 

In  general,  the  provision  repealing  the  exemption  from  the  strad- 
dle rules  for  stock  options  and  stock  applies  to  positions  established 
after  October  31,  1983.  However,  the  application  of  the  straddle 
rules  to  offsetting  position  stock  is  effective  for  positions  estab- 
lished on  or  after  May  23,  1983. 

The  special  rule  for  the  treatment  of  gain  where  the  taxpayer  is 
the  grantor  of  an  option  to  buy  stock  applies  to  positions  estab- 
lished after  March  1,  1984. 

The  provisions  extending  the  mark-to-market  rule  to  nonequity 
options  and  dealer  equity  options  generally  apply  to  positions  es- 
tablished after  the  date  of  enactment.  However,  with  respect  to 
commodity  options,  the  amendments  made  by  the  bill  apply  to  posi- 
tions established  after  October  31,  1983. 

The  provision  clarifying  the  treatment  of  cash-settlement  options 
applies  to  options  purchased  or  acquired  after  October  31,  1983. 
The  amendments  to  the  hedging  exemption  apply  to  taxable  years 
beginning  after  December  31,  1984. 

Elections 

The  mark-to-market  rules  may  be  applied  to  nonequity  options 
and  dealer  equity  options  on  or  before  the  general  effective  dates 
under  either  of  two  elections  provided  by  the  bill. 

Positions  held  on  the  date  of  enactment. — Taxpayers  can  elect  to 
apply  the  mark-to-market  rule  to  nonequity  listed  options  or  dealer 
options  that  they  held  on  the  date  of  enactment.  The  election  must 
cover  all  such  positions  held  by  the  taxpayer  on  the  date  of  enact- 
ment. 

Positions  held  on  or  before  the  date  of  enactment. — In  lieu  of  the 
election  described  above,  taxpayers  can  elect  to  apply  the  mark-to- 
market  rule  to  all  positions  held  by  the  taxpayer  during  the  tax- 
able year  that  includes  the  date  of  enactment  (the  '  'transition 
year").  If  the  taxpayer  makes  this  full-year  election,  all  nonequity 
listed  options  and  dealer  options  held  at  any  time  during  the  tran- 
sition year  must  be  marked-to-market. 

With  respect  to  stock  options,  any  tax  liability  for  the  transition 
year  which  is  attributable  to  appreciation  in  such  options  can  be 
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paid  in  two  to  five  equal  annual  installments.  Interest  is  charged 
on  any  unpaid  installments  of  tax  that  are  still  outstanding  after 
the  due  date  for  the  first  installment. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $406 
million  in  1984,  $163  million  in  1985,  $82  million  in  1986  and  $60 
million  in  1987. 


I.  Employee  Benefit  Provisions 

1.  Treatment  of  Funded  Welfare  Benefit  Plans  (sec.  Ill  of  the  bill 
and  sec.  419  of  the  Code) 

Present  Law 

The  Code  generally  allows  a  deduction  for  ordinary  and  neces- 
sary expenses  paid  or  incurred  during  a  taxable  year  in  carrying 
on  a  trade  or  business,  including  a  reasonable  allowance  for  sala- 
ries and  other  compensation  for  personal  services  actually  ren- 
dered.1 The  deduction  for  compensation  is  limited  to  amounts  that 
constitute  reasonable  compensation.  Treasury  regulations  provide 
for  the  deduction  of  amounts  "paid  or  accrued  within  the  taxable 
year  for  dismissal  wages,  unemployment  benefits,  guaranteed 
annual  wages,  vacations,  or  a  sickness,  accident,  hospitalization, 
medical  expense,  recreational,  welfare,  or  similar  benefit  plan  ...  if 
they  are  ordinary  and  necessary  expenses  of  the  trade  or  busi- 
ness".2 Additional  limitations  and  restrictions  are  provided  by 
other  provisions  of  the  Code.3 

The  special  deduction-timing  rules  and  rules  for  measuring  de- 
ductions that  apply  to  amounts  paid  under  a  plan  of  deferred  com- 
pensation4 do  not  apply  to  deductions  for  welfare  benefits  if  those 
benefits  are  not  regarded  as  deferred  compensation.  Neither  the 
Code  nor  the  Treasury  regulations  provides  a  definition  that  clear- 
ly distinguishes  welfare  benefits  from  deferred  compensation.  In 
the  past,  for  example,  a  plan  providing  educational  benefits  to  the 
children  of  employees  was  regarded  as  a  plan  of  deferred  compen- 
sation and  no  deductions  were  allowed  for  employer  contributions 
to  the  trust  before  the  benefits  were  includible  in  the  gross  income 
of  the  employees.5  Recently,  however,  a  plan  providing  educational 
benefits  to  employees'  children  was  found  to  be  a  welfare  plan  and 
the  employer  was  allowed  a  current  deduction  for  contributions  to 
the  plan.6  If  the  rules  for  determining  the  amount  and  timing  of 
deductions  for  contributions  paid  to  deferred  compensation  plans 
do  not  apply  to  welfare  benefit  plans,  an  employer  may  be  allowed 
a  deduction  for  a  contribution  under  a  welfare  benefit  trust  before 
the  benefit  is  actually  provided  to  an  employee. 


1  Sec.  162(a)(1). 

2  Treas.  Reg.  sec.  1.162-10(a).  Treas.  Reg.  sec.  1.162-10(c)  provides,  however,  that  deductions  for 
contributions  under  any  plan  deferring  the  receipt  of  compensation  are  governed  by  section  404. 

3  See,  for  example,  sec.  264  (deductions  for  certain  life  insurance  premiums  are  denied),  sec. 
267  (deductions  for  certain  accrued  but  unpaid  expenses  are  denied  if  the  expense  is  payable  to  a 
related,  cash  method  person),  and  274  (deductions  for  certain  entertainment,  amusement,  and 
recreational  facilities  are  denied  if  the  facilities  are  not  primarily  for  the  benefit  of  employees 
other  than  officers,  owners,  or  highly  compensated  employees). 

4  Sec.  404.  A  deduction  also  is  allowed  for  contributions  to  provide  disability,  incidental  death 
benefits  and  post-retirement  medicar  benefits  under  a  qualified  pension  plan. 

5  See,  for  example,  Rev.  Rul.  75-488,  1975-2  CB  55,  and  Citrus  Orthopedic  Medical  Group,  Inc., 
72  TC  461  (1979),  Grant- Jacoby,  Inc.  v.  Commissioner,  73  T.C.  700  (1980). 

6  Greensboro  Pathology  Associates,  P.A.  v.  United  States,  698  F.2d  1196  (Fed.  Cir.  1982). 

(1274) 


I 


1275 


For  both  cash  and  accrual  method  taxpayers,  Treasury  regula- 
tions provide  that  if  an  expenditure  results  in  the  creation  of  an 
asset  having  a  useful  life  which  extends  substantially  beyond  the 
close  of  the  taxable  year,  such  an  expenditure  may  not  be  deduct- 
ible, or  may  be  deductible  only  in  part,  for  the  taxable  year  in 
which  made  or  incurred.7  The  regulations  provide  for  ratable  am- 
ortization of  such  items.  For  example,  if  a  cash  method  taxpayer 
prepays  premiums  on  insurance  provided  as  an  employee  benefit, 
proration  of  the  premiums  has  generally  been  required  to  deter- 
mine the  amount  deductible  in  a  particular  year.73  Proration  has 
also  been  required  in  the  case  of  life  insurance  premiums  paid  by 
an  accrual  method  taxpayer.8 

Reasons  for  Change 

The  committee  has  concluded  that  the  favorable  tax  treatment  of 
employer  contributions  to  welfare  benefit  plans,  as  compared  with 
employer  payments  of  wages  and  salary,  is  inappropriate  in  view  of 
the  favorable  tax  treatment  already  provided  to  employees,  i.e.,  the 
exclusion  of  many  of  these  benefits  from  adjusted  gross  income.  In 
addition,  the  committee  believes  that  the  current  rules  under 
which  employers  may  take  deductions  for  plan  contributions  far  in 
advance  of  when  the  benefits  are  paid  allows  excessive  tax-free  ac- 
cumulation of  funds. 

The  committee's  concern  has  been  caused  by  recent  discussion 
among  tax  practitioners  as  to  the  tax-shelter  potential  of  welfare 
benefit  plans.  Commentators  have  pointed  out  that  the  combina- 
tion of  advance  deductions  for  contributions  and  the  availability  of 
tax  exemption  for  certain  employee  benefit  organizations  (such  as 
the  voluntary  employees'  beneficiary  association  or  VEBA)  pro- 
vides tax  treatment  very  similar  to  that  provided  to  qualified  pen- 
sion plans,  but  with  far  fewer  restrictions.  This  discussion  became 
considerably  more  active  after  the  enactment  of  the  pension  provi- 
sions of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
(TEFRA).  Congress  had  become  concerned  that  qualified  pension 
plans  were  being  used  to  provide  excessive  amounts  of  tax  benefits 
to  relatively  high-income  individuals.  Rules  were  adopted  that  low- 
ered the  dollar  limits  on  the  annual  contributions  that  could  be 
made  to  qualified  pension  plans  and  the  benefits  that  could  be  paid 
out  of  them.  In  addition,  further  restrictions  on  certain  plans  re- 
quired increased  benefits  for  rank-and-file  employees. 

In  one  article  on  the  use  of  employee  benefit  plans  as  a  tax  shel- 
ter, an  example  is  given  of  how  a  small  professional  corporation 
may  utilize  the  tax  benefits  of  a  severance  pay  plan  funded  by  a 
VEBA.  In  this  example,  the  employees  of  the  corporation  are  two 
doctors  ages  50  and  55,  with  annual  salaries  of  $150,000  and 
$200,000,  respectively,  and  three  other  workers,  ages  20  to  36,  with 
annual  salaries  of  $10,000  to  $18,000.  The  example  indicates  that 
the  corporation  could  make  tax  deductible  annual  contributions  to 
a  tax-exempt  VEBA  of  more  than  $55,000  annually  under  terms 
that  would  make  it  unlikely  that  the  three  lower-paid  employees 


7  Treas.  Reg.  sec.  1.461-l(a)(l)  and  (2). 

78  See  Rev.  Rul.  70-413,  1970-2  CB.  103. 

8  Trinity  Construction  Co.,  Inc.  v.  United  States,  424  F.2d  303  (5th  Cir.  1970). 
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would  receive  substantial  benefits  from  the  plan.  Some  of  this 
recent  literature  also  pointed  out  that  a  VEBA  could  be  used  as  a 
basis  for  claiming  a  deduction  for  the  full  cost  of  acquiring  ski  cha- 
lets and  yachts  for  the  use  of  the  employees.  While  a  direct  pur- 
chase of  the  facility  by  the  employer  would  only  permit  deductions 
over  the  useful  life  of  the  depreciable  property. 

Thus,  the  committee  is  concerned  that  substantial  advance  fund- 
ing of  welfare  benefits  will  ultimately  lead  to  an  unacceptable  tax 
burden  for  many  taxpayers  who  do  not  participate  in  these  pro- 
grams. Accordingly,  the  committee  has  provided  that,  as  a  general 
matter,  employers  should  not  be  permitted  a  current  deduction  for 
welfare  benefits  that  may  be  provided  in  the  future.  Instead,  the 
committee  believes  that  employers  should  generally  be  permitted 
to  deduct  employer  contributions  to  a  welfare  benefit  plan  on  the 
same  basis  as  if  the  employer  had  provided  the  benefits  directly  to 
the  employees.  Further,  this  provision  is  consistent  with  the  provi- 
sion on  premature  accruals  elsewhere  in  this  bill,  under  which  a 
deduction  with  respect  to  an  employee  benefit  is  not  allowed  before 
the  benefit  is  paid.  If  this  provision  on  funded  plans  were  not  also 
included,  accrual-method  employers  could  use  funded  plans  to 
achieve  deductions  much  earlier  than  those  allowed  under  the  re- 
vised accrual  rules. 

The  committee  recognizes,  however,  that  it  is  appropriate  to 
permit  a  reasonable  level  of  reserves  to  accumulate  in  a  welfare 
benefit  plan  for  certain  self-funded  insurance-type  benefits,  such  as 
life,  accident,  sickness,  disability,  severance  pay,  supplemental  un- 
employment compensation,  and  group  legal  service  benefits.  Ac- 
cordingly, although  deductions  for  advance  funding  already  are  al- 
lowed for  disability  and  post-retirement  medical  benefits  that  are 
part  of  a  qualified  pension  plan,  the  committee  has  provided  that 
an  employer  also  should  be  permitted  to  deduct  contributions  for 
funding  a  limited  reserve  in  a  welfare  benefit  plan  for  these  partic- 
ular benefits. 

Explanation  of  Provision 

In  general 

The  bill  provides  additional  rules  for  determining  the  timing  and 
the  amount  of  an  employer's  deduction  for  a  contribution  to  a 
funded  welfare  benefit  plan.  Under  the  bill,  a  contribution  which  is 
otherwise  deductible  under  the  Code  will  be  deductible  only  to  the 
extent  that  it  does  not  exceed  the  qualified  cost  of  the  plan  for  the 
taxable  year.  The  limitation  also  applies  to  contributions  with  re- 
spect to  independent  contractors. 

Under  the  bill,  if  an  employer  pays  or  accrues9  a  contribution  to 
a  funded  welfare  benefit  plan  during  a  taxable  year,  and  the  usual 
requirements  for  deductibility  are  met,10  the  contribution  will  be 


9  If  the  taxpayer  has  elected  to  deduct  accrued  vacation  pay  under  section  463,  the  deduction 
would  be  limited  to  the  amount  properly  accrued  under  that  section  for  a  contribution  to  the 
fund  providing  the  vacation  pay. 

10  Sees.  162  and  212.  Of  course,  in  determining  whether  compensation  is  reasonable  compensa- 
tion under  sec.  162,  welfare  benefits  provided  by  the  employer  are  taken  into  account  as  com- 
pensation. 
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deductible  for  the  taxable  year  in  which  paid  to  the  extent  that  it 
does  not  exceed  the  qualified  cost  of  the  plan  for  the  year.11  The 
bill  provides  that  the  qualified  cost  of  a  funded  welfare  benefit  plan 
for  a  year  is  generally  the  sum  of  (1)  the  qualified  direct  cost  of  the 
plan  for  the  year,  and  (2)  the  reasonable  addition  to  the  qualified 
asset  account  maintained  by  the  fund  for  the  year.  Under  the  bill, 
the  qualified  cost  is  reduced  by  the  after-tax  income  of  the  fund  for 
the  year. 

In  the  case  of  a  sale  of  property  by  an  employer  to  a  welfare 
benefit  fund  for  less  than  fair  market  value,  the  excess  of  fair 
market  value  over  the  selling  price  is  treated  as  an  employer  con- 
tribution to  the  plan.  Of  course,  this  rule  does  not  change  present 
law  with  respect  to  the  disallowance  of  deductions  for  losses  on 
transactions  between  related  parties  (sec.  267). 

Qualified  direct  cost 

The  bill  provides  that  the  qualified  direct  cost  for  any  taxable 
year  of  the  employer  is  the  aggregate  amount  which  would  have 
been  allowable  as  a  deduction  to  a  cash  method  taxpayer  with  re- 
spect to  benefits  provided  during  the  taxable  year  if  that  taxpayer 
had  provided  the  benefits  directly  on  a  current  basis.  This  may  in- 
clude properly  allocable  administrative  costs  and  insurance  premi- 
ums as  well  as  direct  benefit  costs.  For  example,  in  the  case  of  a 
self-insured  medical  reimbursement  plan,  the  qualified  direct  cost 
equals  the  actual  benefit  payments  made  to  employees  for  the  tax- 
able year,  plus  a  properly  allocable  share  of  the  administrative 
costs  of  providing  such  benefits. 

With  respect  to  the  ownership  by  the  fund  of  recovery  property, 
the  qualified  direct  cost  for  a  year  is  the  deduction  that  would  have 
been  allowed  to  the  employer  under  sec.  168  for  that  property  for 
the  year  if  the  employer  had  owned  the  recovery  property.  Thus,  in 
the  year  of  a  contribution  of  recovery  property  by  an  employer  to  a 
fund  under  a  plan,  the  contribution  would  be  treated  as  a  sale  of 
the  property  in  that  year  (as  under  present  law)  and,  if  the  proper- 
ty is  placed  in  service  that  year,  the  employer  would  be  allowed 
only  the  deduction  with  respect  to  the  first  year  the  property  is 
placed  in  service  under  the  usual  rules  for  determining  deductions 
for  recovery  property.  1 2 

Other  rules  that  generally  limit  deductions  are  also  "passed 
through"  under  the  bill  to  limit  deductions  with  respect  to  fund 
contributions.  Thus,  if  an  employer  contributes  amounts  that  the 
fund  uses  for  the  purchase  of  land  used  for  an  employee  recreation- 
al facility,  no  deduction  is  allowed  with  respect  to  this  contribution 
because  sec.  263  would  not  have  allowed  a  deduction  if  the  employ- 
er had  purchased  the  land  directly.  Similarly,  other  expenses  of  the 
fund  (such  as  maintenance  expenses)  with  respect  to  this  facility 
would  be  qualified  direct  costs  giving  rise  to  employer  deductions 
only  if  the  requirements  of  sec.  274  are  satisfied.  As  a  further  ex- 
ample, fund  expenditures  for  insurance  that  would  not  have  been 


1 1  The  amount  would  be  deductible  for  the  employer's  taxable  year  in  which  (or  with  which) 
the  plan  year  ends. 

12  Sec.  115  of  the  bill  also  extends  the  rules  of  the  Code  relating  to  sales  of  property  between 
related  parties  (sec.  1239)  to  certain  exempt  organizations. 
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deductible  under  sec.  264  if  made  directly  by  the  employer  are  not 
qualified  direct  costs  and,  thus,  no  deductions  are  available  to  the 
employer  with  respect  to  such  expenditures. 

Under  the  bill,  for  the  purpose  of  determining  the  qualified 
direct  cost,  a  benefit  is  to  be  treated  as  provided  when  the  benefit 
would  be  includible  in  the  gross  income  of  the  employee  (or  would 
be  includible  in  the  employee's  gross  income  but  for  a  provision  of 
the  Code).13 

Qualified  asset  account 

The  qualified  cost  of  a  funded  welfare  benefit  plan  for  a  taxable 
year  of  an  employer  may  include  an  addition  to  the  qualified  asset 
account  under  the  fund  for  the  year.  Under  the  bill,  a  qualified 
asset  account  consists  of  assets  set  aside  to  provide  for  the  payment 
of  welfare  benefits.  Plan  assets  consisting  of  facilities,  such  as  a 
child  care  center,  directly  used  in  the  provision  of  such  benefits 
would  not  be  reflected  in  the  account  because  the  facility  is  used  to 
provide  the  benefit  rather  than  to  provide  for  the  payment  of  the 
benefit. 

The  bill  provides  limits  on  the  amount  of  the  addition  to  a  quali- 
fied asset  account  for  a  taxable  year  of  the  employer.  Under  the 
bill,  the  addition  is  generally  limited  to  the  amount  that  would 
have  to  be  added  to  the  account  so  that  the  amount  of  the  account 
as  of  the  close  of  any  taxable  year  of  the  fund  ending  with  or 
within  the  employer's  taxable  year  is  not  to  be  greater  than  75  per- 
cent of  the  average  qualified  direct  cost  (other  than  insurance  pre- 
miums) of  the  plan  for  benefits  for  which  reserves  are  permitted 
for  the  taxable  year  and  the  preceding  taxable  year.14  Benefits  for 
which  reserves  may  be  permitted  include  benefits  payable  on  ac- 
count of  death,  accident  or  sickness  (including  disability),  unem- 
ployment, severance  pay  or  legal  expenses.15 

Under  the  bill,  the  addition  to  the  qualified  asset  account  for  a 
year  is  to  be  determined  on  the  basis  of  the  difference  between  the 
value  of  the  assets  in  the  account  at  the  beginning  of  the  year  and 
the  limitation  described  above  (changes  in  asset  values  during  a 
year  would  not  affect  the  balance  of  the  account  until  the  begin- 


13  For  example,  if  an  employer  contributes  to  a  fund  to  pay  premiums  or  considerations  for 
insurance  under  a  plan,  then  the  qualified  direct  cost  for  the  year  would  be  determined  on  the 
basis  of  the  cost  of  the  insurance  for  the  period  for  which  the  coverage  is  provided,  without 
regard  to  whether  any  part  of  that  cost  is  excludable  from  the  gross  income  of  an  employee.  On 
the  other  hand,  to  the  extent  the  liability  is  self-insured,  the  time  at  which  benefits  would  be 
included  would  be  based  on  the  time  at  which  benefits  are  paid,  rather  than  the  time  of  current 
insurance  coverage,  because  this  is  the  time  the  when  benefits  would  be  included  if  the  self- 
insured  benefits  were  provided  directly  by  the  employer  on  an  unfunded  basis. 

14  The  qualified  direct  cost  of  the  plan  for  a  period  preceding  the  effective  date  is  to  be  deter- 
mined as  if  the  bill  were  effective  for  the  earlier  period.  For  the  first  year  in  which  a  plan  is 
funded,  the  qualified  direct  cost  for  the  preceding  year  is  deemed  to  be  zero,  so  that  the  maxi- 
mum addition  to  the  qualified  asset  account  is  based  on  37.5  percent  of  the  qualified  direct  cost 
for  the  year. 

15  Of  course,  the  amount  allowed  as  a  deduction  for  an  addition  to  the  qualified  asset  account 
is  also  limited  by  the  usual  rules  for  deductibility.  Accordingly,  the  amount  allowed  as  a  deduc- 
tion for  a  year  for  an  addition  to  the  account  is  not  to  exceed  the  amount  considered  to  be  an 
ordinary  and  necessary  business  expense  for  the  year  and  may  be  subject  to  other  restrictions 
(e.g.,  sec.  263).  If  it  is  not  appropriate  to  maintain  a  reserve  to  provide  a  benefit,  then  under  the 
bill,  no  amount  would  be  allowed  as  a  deduction  for  an  addition  to  the  qualified  asset  account. 

The  committee  expects  that  Treasury  regulations  relating  to  the  determination  of  whether  an 
addition  to  the  qualified  asset  account  is  an  ordinary  and  necessary  business  expense  will  re- 
quire the  use  of  reasonable  actuarial  principles  and  level  funding  over  an  appropriate  period  of 
years. 
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ning  of  the  next  year).  The  committee  expects  that  Treasury  regu- 
lations will  provide  rules  for  the  valuation  of  assets.  Under  these 
regulations,  it  is  expected  that  the  value  taken  into  account  for 
assets  at  a  particulter  time  generally  will  be  based  on  the  fair 
market  value  at  that  time,  although  it  is  expected  that  bonds  and 
similar  debt  instruments  may  be  valued  on  the  basis  of  amortiza- 
tion. 

The  bill  provides  that  the  Secretary  may,  by  regulation,  allow  for 
higher  account  limits  with  respect  to  benefits  for  which  reserves 
are  permitted  in  two  types  of  cases.  First,  a  higher  limit  may  be 
provided  if  the  usual  limit  would  be  inadequate  to  provide  a  re- 
serve equal  to  the  amount  of  incurred  but  unpaid  claims  that  are 
reasonably  expected  to  be  paid  before  the  close  of  the  next  taxable 
year.  For  example,  if  the  usual  limit  on  the  qualified  asset  account 
is  not  adequate  to  enable  the  plan  to  pay,  out  of  such  account,  the 
next  year's  expected  disability  benefits  to  individuals  who  had 
become  disabled  before  the  end  of  the  current  taxable  year  and 
who  are  expected  to  receive  benefits  before  the  close  of  the  next 
taxable  year,  then  the  higher  limit  provided  by  this  rule  would  be 
available.  Under  this  provision,  the  actuarial  assumptions  on 
which  the  higher  limit  is  based  must  be  reasonable  in  the  aggre- 
gate. The  committee  expects  that  Treasury  regulations  may  require 
the  written  opinion  of  an  enrolled  actuary16  with  respect  to  the 
reasonableness  of  these  assumptions. 

In  the  case  of  a  fund  maintained  pursuant  to  a  collective  bar- 
gaining agreement,  under  Treasury  regulations  which  take  into  ac- 
count the  special  needs  of  particular  plans  to  accumulate  funds,  a 
larger  limit  will  be  permitted.17 

Changeover  reserve. — Under  the  bill,  in  the  case  of  a  plan  that 
holds  assets  in  excess  of  the  limit  on  the  qualified  asset  account  on 
the  effective  date,  the  excess,  as  of  that  date,  is  to  be  credited  to  an 
excess  changeover  reserve.  Thereafter,  the  qualified  direct  cost  of 
the  plan  is  to  be  applied  against  the  excess  changeover  reserve  and 
is  not  to  be  considered  to  be  provided  from  employer  contributions 
for  which  a  deduction  may  be  allowed  under  the  bill.  The  bill  pro- 
vides that  the  application  against  the  excess  changeover  reserve  for 
a  year  is  not  to  reduce  the  balance  of  that  reserve  more  rapidly 
than  ratably  over  the  first  five  years  ending  after  March  31,  1984. 

After-tax  income 

The  bill  provides  that  the  qualified  cost  for  a  taxable  year  under 
a  funded  welfare  benefit  plan  is  to  be  reduced  by  the  fund's  after- 
tax income  for  the  year.  Under  the  bill,  the  after-tax  income  of  a 
fund  for  a  taxable  year  is  the  gross  income  of  the  fund,  reduced  by 
deductions  directly  connected  with  the  production  of  that  gross 
income  for  the  year  and  by  the  income  tax  (if  any)  imposed  on  the 
fund  for  the  year.  In  determining  the  gross  income  of  a  fund,  con- 
tributions and  other  amounts  received  from  employees  (dues,  fees, 
etc.)  are  to  be  taken  into  account  as  income  but  employer  contribu- 


16  Section  7701(a)(35). 

17  Under  the  bill,  to  enable  employers  to  comply  with  the  requirements  of  the  bill,  Treasury 
regulations  may  require  that  any  fund  to  which  more  than  one  employer  contributes  notify  con- 
tributing employers  of  the  percentage  (if  any)  or  amount  of  contributions  for  a  year  that  is  not 
deductible. 
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tions  are  not  to  be  taken  into  account.  Accordingly,  employee  con- 
tributions, etc.,  will  reduce  an  employer's  qualified  cost  of  a  plan 
for  a  year.  The  bill  provides  that  no  item  is  to  be  taken  into  ac- 
count more  than  once  in  determining  the  qualified  cost  for  a  year. 

Carryovers 

The  bill  provides  for  carryovers  of  excess  contributions  from 
years  in  which  contributions  exceed  the  qualified  costs  to  subse- 
quent years.  Under  the  bill,  if  the  amount  contributed  (or  deemed 
contributed  under  the  carryover  rule)  to  a  funded  welfare  benefit 
plan  by  an  employer  during  a  taxable  year  exceeds  the  qualified 
cost  of  the  plan  for  the  year,  but  is  otherwise  deductible,  then  the 
excess  is  to  be  treated  as  an  amount  paid  by  the  employer  under 
the  plan  in  the  succeeding  taxable  year.  Amounts  contributed 
before  the  effective  date  and  not  previously  deducted  would  be  de- 
ductible under  the  rules  of  present  law. 

Funded  welfare  benefit  plan 

Generally,  a  plan  is  a  funded  welfare  benefit  plan  if  it  provides 
welfare  benefits  to  employees  (or  their  beneficiaries)  and  the  plan 
includes  a  fund.18  The  bill  provides,  however,  that  a  plan  of  de- 
ferred compensation  is  not  a  funded  welfare  benefit  plan.19  In  ad- 
dition, the  bill  provides  that  a  plan  is  not  a  funded  welfare  benefit 
plan  to  the  extent  the  special  rules  for  transfers  of  property  in  con- 
nection with  services  apply  in  determining  the  timing  or  amount  of 
the  employer's  deduction.20  The  bill  provides  that  if  there  is  no 
plan,  but  a  method  or  arrangement  of  employer  contributions  or 
benefits  which  has  the  effect  of  a  plan,  the  rules  of  the  bill  are  to 
apply  as  if  there  were  a  plan.  In  addition,  under  the  bill,  if  any 
plan  would  be  a  funded  welfare  plan  (including,  of  course,  a 
method,  etc.,  having  the  effect  of  a  plan)  but  for  the  fact  that  there 
is  no  employee-employer  relationship,  then  the  bill  is  to  apply  as  if 
there  were  such  a  plan. 

Aggregation  rules 

In  applying  the  rules  of  the  bill  relating  to  funded  welfare  bene- 
fit plans,  all  funds  under  all  welfare  benefit  plans  of  an  employer 
are  to  be  treated  as  a  single  fund,  and  all  employees  who  are  treat- 
ed as  employed  by  a  single  employer  under  the  rules  relating  to 
qualified  pension  plans,21  are  to  be  treated  as  employed  by  a  single 


18  The  bill  defines  the  term  "fund"  for  this  purpose  as  (1)  any  organization  described  in  para- 
graph (7),  (9),  (17),  or  (20)  of  section  501(c)  (a  social  club,  a  voluntary  employee  beneficiary's  asso- 
ciation, a  supplemental  unemployment  benefit  trust,  or  a  qualified  group  legal  organization)  or 
(2)  any  corporation,  trust,  or  other  organization  that  is  not  exempt  from  income  tax.  Such  an 
organization  includes  a  retired  lives  reserve  account  maintained  by  an  insurance  company.  Fur- 
ther, if  an  employer  contributes  amounts  to  an  insurance  company  for  benefits  that  are  purely 
experience-rated  (i.e.,  the  employer  i&  entitled  to  an  automatic  rebate  if  the  amount  paid  exceeds 
benefit  claims  and  is  liable  if  the  benefit  claims  exceed  the  amount  paid),  such  contributions  are 
considered  to  have  been  made  to  a  welfare  benefit  fund.  On  the  other  hand,  employer  contribu- 
tions to  a  separate  bank  account  of  the  employer  or  to  a  subsidiary  or  other  related  party  would 
not  be  considered  contributions  to  a  fund: 

13  Section  404  provides  deduction  rules  for  domestic  plans  of  deferred  compensation.  Sec.  404A 
provides  rules  for  foreign  plans  of  deferred  compensation.  The  bill  also  provides  rules  for  the 
treatment  of  unfunded  deferred  benefits  provided  under  a  plan.  Accordingly,  except  for  current, 
unfunded  compensation  and  current,  unfunded  benefits,  no  deduction  is  to  be  allowed  under  sec. 
162  or  212  with  respect  to  compensation  or  benefits  except  as  provided  under  subchapter  D  of 
the  Code. 

20  See  section  83(h). 

21  Sec.  414(b),  (c),  and  (m). 
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employer.  In  addition,  as  under  the  rules  for  qualified  pension 
plans,  an  individual  is  to  be  considered  an  employee  of  an  employer 
if  the  individual  is  a  common-law  employee  or  if  the  individual  is  a 
leased  employee. 

Effective  Date 

Generally,  the  provisions  of  the  bill  will  apply  to  contributions 
paid  after  March  31,  1984.  In  the  case  of  a  plan  maintained  under  a 
collective  bargaining  agreement  ratified  by  March  1,  1984,  howev- 
er, the  provision  applies  to  contributions  paid  after  the  later  of  De- 
cember 31,  1986,  or  the  date  on  which  the  collective  bargaining 
agreement  of  the  employer  terminates  (determined  without  regard 
to  any  extension  thereof  agreed  to  after  March  31,  1984). 

The  bill  includes  a  provision  designed  to  prevent  an  amendment 
of  a  plan,  made  solely  to  conform  to  the  new  requirements,  from 
being  treated  as  a  termination  that  would  advance  the  effective 
date.  This  type  of  non-termination  rule  is  similar  to  provisions  in- 
cluded in  the  Employee  Retirement  Income  Security  Act  of  1974 
and  subsequent  legislation.  It  is  not  intended  to  create  any  infer- 
ence that  a  particular  agreement  would,  but  for  the  provision,  be 
considered  to  be  terminated. 


I 


2.  Treatment  of  Unfunded  Deferred  Benefits  (sec.  112  of  the  bill 
and  sec.  404(b)  of  the  Code.) 


Present  Law 

Under  present  law,  a  deduction  generally  is  allowed  to  an  em- 
ployer for  a  contribution  paid  under  a  nonqualified  plan  of  deferred 
compensation  in  the  taxable  year  of  the  employer  in  which  ends 
the  taxable  year  in  which  the  contribution  is  includible  in  the  em- 
ployee's gross  income  if  separate  accounts  are  maintained.22  These 
rules  also  apply  to  contributions  under  a  method,  as  well  as  a  plan, 
of  deferring  compensation  and  to  independent  contractors  as  well 
as  employees.223  Under  the  rules  for  nonqualified  plans,  no  deduc- 
tion is  allowed  for  an  employer's  contribution  unless  the  contribu- 
tion meets  the  usual  requirements  of  the  tax  law  for  deductibility 
(for  example,  the  item  must  be  an  ordinary  and  necessary  business 
expense  or  an  expense  with  respect  to  property  held  for  the  produc- 
tion of  income). 

Reasons  for  Change 

The  committee  is  concerned  that  an  employer  may  promise  to 
provide  an  employee  or  independent  contractor  with  a  benefit  some 
time  in  the  future  and,  even  though  the  benefit  is  not  funded,  may 
claim  a  deduction  before  the  benefit  is  provided  to  the  employee. 
Accordingly,  the  committee  has  concluded  that  it  is  appropriate  to 
provide  that  if  the  benefit  or  other  compensation  is  provided  under 
a  plan,  method,  arrangement,  or  similar  understanding  that  a 
benefit  will  be  provided  in  the  future,  it  will  be  treated  as  provided 
under  a  plan  deferring  the  receipt  of  compensation. 

In  addition,  the  committee  is  concerned  that  there  is  uncertainty 
about  which  of  the  deduction-timing  rules  of  the  Code  applies  with 
respect  to  benefits  and  the  scope  of  these  rules  insofar  as  they 
affect  compensation  for  services  provided  by  independent  contrac- 
tors.. The  committee  wishes  to  emphasize  that  the  special  rules 
governing  employer  deductions  with  respect  to  funded  welfare 
benefit  plans,  deferred  compensation,  and  other  deferred  benefits, 
are  provided  in  lieu  of  the  general  deduction-timing  rules  of  the 
Code  relating  to  compensation  and  that  their  applicability  should 
be  carefully  considered  in  all  cases  involving  the  timing  of  deduc- 
tions with  respect  to  compensation  for  services. 

Explanation  of  Provision 

The  bill  clarifies  the  distinction  between  welfare  benefits  and  de- 
ferred compensation.  Under  the  bill,  any  plan  providing  for  de- 


22  Sec.  404(a)(5). 
22aSec.  404  (b)  and  (d). 
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ferred  benefits  for  employees,  their  spouses,  or  their  dependents  is 
to  be  treated  as  a  plan  deferring  the  receipt  of  compensation.  The 
test  is  to  be  applied  by  determining  whether  a  benefit  would,  if 
considered  to  be  compensation,  be  considered  to  be  deferred  com- 
pensation. A  benefit  that  would  be  considered  deferred  compensa- 
tion under  this  test  is  a  deferred  benefit.  Of  course,  the  determina- 
tion of  whether  a  plan  defers  the  receipt  of  compensation  is  to  be 
made  without  regard  to  any  income  tax  rules  excluding  the  benefit 
from  gross  income. 

A  funded  welfare  benefit  plan  would  not  be  considered  a  plan  of 
deferred  compensation.  A  plan  is  not  to  be  considered  funded 
merely  because  the  employer  has  purchased  a  benefit  for  employ- 
ees. For  example,  a  plan  under  which  an  employer  makes  a  direct 
payment  to  an  insurance  company  to  purchase  insurance  benefits 
would  not  generally  be  considered  a  funded  plan.  On  the  other 
hand,  if  an  employer  makes  a  direct  payment  to  an  insurance  com- 
pany under  a  plan,  pursuant  to  a  typical  "administrative  services 
only"  agreement  under  which  the  insurance  company  maintains  a 
separate  account  to  provide  benefits,  then  the  plan  would  be  con- 
sidered to  be  a  funded  plan  because  the  benefits  are  purchased  by 
the  fund  under  the  agreement. 

An  unfunded  deferred  benefit  plan  would  be  considered  to  be  a 
plan  of  deferred  compensation  for  purposes  of  the  rules  relating  to 
the  timing  and  amount  of  employer  deductions  for  contributions. 
For  example,  if  a  plan  provided  that  current  employees  will  be  en- 
titled to  life  insurance  protection  after  retirement,  the  benefit 
would  be  considered  to  be  deferred  compensation  with  respect  to 
current  employees  under  the  bill  because,  as  to  those  employees,  it 
will  not  be  provided  until  after  retirement. 

On  the  other  hand,  if  a  plan  only  provides  current  benefits  for 
employees,  the  plan  would  not  be  considered  a  deferred  compensa- 
tion plan  merely  because  it  is  expected  that  the  plan  will  continue 
in  existence.  The  benefit  under  such  a  plan  with  respect  to  future 
service  will  not  be  provided  if  the  plan  is  terminated  before  that 
service  is  performed. 

Of  course,  the  provision  does  not  change  the  tax  treatment  of  the 
employee  with  respect  to  the  benefit. 

The  bill  clarifies  current  law  by  providing  that  an  arrangement 
for  compensation  having  the  effect  of  a  plan  or  method  deferring 
the  receipt  of  compensation  does  not  have  to  be  similar  to  a  stock 
bonus,  pension,  profit-sharing,  or  annuity  plan  to  be  subject  to  the 
deferred  compensation  deduction-timing  rules  (sec.  404).  Generally, 
all  compensation  arrangements  which  defer  receipt  of  compensa- 
tion by  the  employee  or  independent  contractor  will  be  subject  to 
these  special  deduction-timing  rules.  For  example,  under  the  bill,  a 
limited  partnership  that  uses  the  accrual  method  of  accounting 
may  not  accrue  deductions  for  compensation  owed  to  cash-method 
taxpayers,  who  perform  services  for  the  partnership,  until  the  part- 
nership taxable  year  in  which  such  compensation  is  paid.  This  rule 
is  consistent  with  current  law,  under  which  amounts  of  compensa- 
tion deferred  under  an  employment  contract  or  year-end  bonuses 
declared  by  a  corporate  board  of  directors,  but  not  paid  within  a 
brief  period  of  time  after  the  close  of  the  taxable  year,  are  subject 
to  the  deduction-timing  rules  of  section  404  to  the  extent  that  an- 
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other  Code  provision  (e.g.,  sec.  267(a)(2))  does  not  operate  to  deny 
the  deduction.  However,  the  committee  does  not  intend  that  a  situ- 
ation in  which  the  compensation  is  unconditionally  payable  in  the 
year  the  services  are  performed,  but  payment  is  unexpectedly  de- 
layed for  a  brief  period  of  time  due  to  the  temporary  financial  con- 
dition of  the  payor,  is  to  be  treated  as  a  deferred  compensation  ar- 
rangement. 

It  is  intended  that  the  Treasury  Department  will  prescribe  rules 
for  the  application  of  the  exception  from  application  of  the  deduc- 
tion-timing rule  for  accrued  compensation  paid  within  a  brief  time 
after  the  close  of  the  taxable  year.  Even  if  paid  within  a  brief 
period  of  time  after  the  close  of  the  taxable  year,  a  compensation 
arrangement  will  be  subject  to  the  deduction-timing  rules  of  sec- 
tion 404  unless  the  delay  is  consistent  with  typical  payroll  practices 
or  is  attributable  to  a  temporary  shortage  of  funds  which  could  not 
reasonably  be  expected. 

Effective  Date 

The  provision  applies  to  amounts  paid  or  incurred  after  March 
31,  1984,  in  taxable  years  ending  after  that  date. 


3.  Additional  Requirements  for  Tax-Exempt  Status  of  Certain  Or- 
ganizations (sec.  113  of  the  bill  and  sec.  505  of  the  Code) 

Present  Law 

Voluntary  employees'  beneficiary  associations  (VEBAs) 
Statutory  requirements 

The  Code  describes  VEBAs  in  the  following  broad  terms:  "Volun- 
tary employees'  beneficiary  associations  providing  for  the  payment 
of  life,  sick,  accident,  or  other  benefits  to  the  members  of  such  asso- 
ciation or  their  dependents  or  designated  beneficiaries,  if  no  part  of 
the  net  earnings  of  such  association  inures  (other  than  through 
such  payments)  to  the  benefit  of  any  private  shareholder  or  individ- 
ual." 

The  tax  exempt  status  of  a  VEBA  does  not  directly  affect  either 
(1)  the  timing  or  amount  of  an  employer's  deduction  for  contribu- 
tions to  the  VEBA  or  (2)  the  timing  or  amount  of  the  inclusion  in 
income  of  a  welfare  benefit  provided  to  an  employee  under  a  plan. 
Many  VEBAs  provide  benefits  to  employees  that  are  excluded  from 
gross  income  under  a  specific  statutory  provision. 

Eligibility  for  membership 

Under  the  regulations,  membership  in  a  VEBA  must  consist  of 
individuals  whose  eligibility  is  determined  by  reference  to  objective 
standards  that  constitute  an  employment-related  common  bond. 
Such  a  common  bond  is  deemed  to  exist  if  eligibility  is  determined 
by  the  following  standards:  (1)  employment  by  a  common  employer 
(or  affiliated  employers),  (2)  coverage  under  one  or  more  collective 
bargaining  agreements,  (3)  membership  in  a  labor  union  (or  in  one 
or  more  locals  of  a  national  or  international  labor  union),  or  (4)  em- 
ployment by  one  of  more  employers  in  the  same  line  of  business  in 
the  same  geographic  locale.  Under  these  standards,  for  example,  a 
group  of  car  dealers  in  the  same  city  or  other  similarly  restricted 
discrete  geographical  locale  could  form  a  VEBA  to  provide  permis- 
sible benefits  to  their  employees. 

Membership  in  a  VEBA  generally  is  limited  to  employees.  Under 
the  regulations,  the  term  employee  means  an  individual  who  has  a 
legal  and  bona  fide  relationship  of  employer  and  employee  (e.g.,  for 
employment  tax  purposes  or  for  purposes  of  a  collective  bargaining 
agreement).  An  individual  is  treated  as  an  employee,  however, 
whether  or  not  the  individual  is  a  common-law  employee,  a  retired 
employee,  or  a  surviving  spouse  and  dependents  of  an  employee.  A 
self-employed  individual  (and  spouse  and  dependents)  may  be  a 
member  in  a  VEBA  (i.e.,  the  regulations  deem  such  an  individual 
to  share  an  employment-related  common  bond  with  the  individual's 
employees)  provided  90  percent  of  the  membership,  on  one  day  of 
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each  quarter  of  the  VEBA's  taxable  year,  consists  of  individuals 
who  are  employees. 

The  regulations  provide  that  membership  in  a  VEBA  must  be 
voluntary,  which  requires  an  affirmative  action  by  the  employee  to 
become  a  member.  An  employer  may  automatically  include  em- 
ployees provided  no  detriment  is  incurred  (e.g.,  deductions  from 
pay)  as  a  result  of  membership.  Such  a  detriment  can  be  incurred, 
however,  if  membership  is  imposed  pursuant  to  a  collective  bar- 
gaining agreement  or  incident  to  membership  in  a  labor  organiza- 
tion. 

Under  present  law,  membership  in  a  VEBA  may  not  be  limited 
to  one  employee. 

Association  of  employees 

A  VEBA  is  not  considered  an  association  of  employees  unless  the 
organization  is  controlled  by  (1)  the  membership,  (2)  independent 
trustees,  or  (3)  trustees  at  least  some  of  whom  are  designated  by,  or 
on  behalf  of,  the  membership.  The  regulations  provide  that  a 
VEBA  is  treated  as  being  controlled  by  independent  trustees  if  it  is 
an  '  'employee  welfare  benefit  plan"  under  the  Employee  Retire- 
ment Income  Security  Act  of  1974  (ERISA).  ERISA  subjected  em- 
ployee welfare  benefit  plans  to  certain  reporting  and  disclosure  re- 
quirements and  minimum  fiduciary  standards.  If  these  standards 
are  satisfied,  the  employer  (or  an  officer  of  the  employer)  may 
serve  as  trustee  of  the  VEBA. 

Permissible  benefits 

In  general,  a  VEBA  may  provide  life23,  sick,  accident24,  or 
other  benefits  in  cash  or  in  kind  to  members  or  their  dependents  or 
beneficiaries. 

The  regulations  specify  that  "other"  benefits  means  benefits  sim- 
ilar to  life,  sick,  or  accident  benefits.  Under  the  regulations,  such 
benefits  must  either  (1)  be  intended  to  safeguard  or  improve  the 
health  of  a  member  or  a  member's  dependents  or  (2)  protect 
against  a  contingency  that  interrupts  or  impairs  a  member's  earn- 
ing power.  The  following  benefits  are  permissible  "other"  benefits 
that  the  regulations  permit  a  VEBA  to  provide:  (1)  vacation  bene- 
fits, (2)  vacation  facilities,  (3)  reimbursed  vacation  expenses,  (4)  sub- 
sidized recreational  activities,  (5)  child  care  facilities  for  pre-school 
and  school  age  dependents,  (6)  job  readjustment  allowances,  (7) 
income  maintenance  payments  in  the  event  of  economic  disloca- 
tion, (8)  temporary  living  expense  loans  and  grants  at  times  of  dis- 
aster (such  as  fire  or  flood),  (9)  supplemental  unemployment  com- 


23  A  life  benefit  means  a  benefit  payable,  directly  or  through  insurance,  by  reason  of  the 
death  of  a  member  or  dependent.  Although  a  life  benefit  may  not  include  any  benefit  in  the 
nature  of  a  pension  or  annuity,  it  may  be  settled  in  the  form  of  an  annuity  rather  than  a  lump 
sum. 

24  Under  the  regulations,  sick  and  accident  benefits  mean  amounts  furnished  in  the  event  of 
illness  or  personal  injury  of  a  member  or  dependent,  including  amounts  paid  to  a  member  in 
lieu  of  income  during  a  period  in  which  a  member  is  unable  to  work  because  of  sickness  or 
injury  (i.e.,  disability  income).  Sick  benefits  also  include  benefits  designed  to  safeguard  or  im- 
prove the  health  of  members  and  their  dependents  and  benefits  furnished  in  noncash  form,  such 

a  benefits  in  the  nature  of  clinical  care  services  by  visiting  nurses  and  transportation  furnished  ! 
for  medical  care. 
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pensation  benefits  25,  (10)  severance  benefits  26 ,  (11)  personal  legal 
services  27 ,  and  (12)  any  benefit  provided  in  the  manner  permitted 
under  section  302(c)(5)  et  seq.  of  the  Labor  Management  Relations 
Act  of  1947. 

Impermissible  VEBA  benefits  under  the  regulations  include  the 
following:  (1)  commuting  expenses,  (2)  accident  or  homeowner's  in- 
surance benefits  for  damage  to  property,  (3)  malpractice  insurance, 
(4)  loans  to  members  (other  than  distress  loans),  (5)  savings  facili- 
ties, and  (6)  any  benefit  similar  to  a  pension  or  annuity  payable  at 
the  time  of  mandatory  or  voluntary  retirement  or  any  benefit  simi- 
lar to  a  benefit  provided  by  a  profit-sharing  or  stock  bonus  plan.28 

A  VEBA  benefit  is  considered  to  be  similar  to  a  pension  or  retire- 
ment benefit  if  it  becomes  payable  by  reason  of  the  passage  of  time, 
rather  than  as  the  result  of  an  unanticipated  event.  Severance  pay 
benefits,  which  can  operate  in  many  ways  like  deferred  compensa- 
tion benefits,  are  becoming  increasingly  popular  VEBA  benefits.  In 
some  cases,  severance  pay  benefits  have  been  designed  to  provide 
cost-of-living  adjustments  and  actuarial  reductions  for  severance 
prior  to  attainment  of  a  specified  age.  It  has  been  suggested  that 
such  benefits  more  closely  resemble  pension  benefits  than  sever- 
ance pay  benefits. 

Nondiscrimination  requirements 

The  VEBA  rules  of  the  Code  provide  that  no  part  of  the  net  earn- 
ings of  the  VEBA  may  inure,  other  than  through  the  payment  of 
permissible  benefits,  to  the  benefit  of  any  private  shareholder  or 
individual.  In  general,  the  proscription  is  designed  to  ensure  that 
tax-exempt  status  will  be  retained  only  if  the  organization  is  oper- 
ating for  tax-exempt  purposes,  rather  than  for  the  benefit  of  pri- 
vate individuals.  Under  the  VEBA  regulations,  a  VEBA  violates 
this  prohibition  against  inurement  if  it  does  not  meet  certain  non- 
discrimination standards. 

Under  the  regulations,  eligibility  criteria  for  VEBA  membership 
may  not  be  established  or  administered  in  a  manner  that  limits 
membership  to  officers,  shareholders,  or  highly  compensated  em- 
ployees. Similarly,  benefits  provided  by  a  VEBA  cannot  be  limited 
to  officers,  shareholders,  or  highly  compensated  employees  and 
cannot  disproportionately  favor  these  employees.  Generally,  this 
test  is  not  failed  merely  because  certain  benefits  (such  as  life  insur- 
ance) are  provided  as  a  uniform  percentage  of  compensation.  Also, 
the  regulations  permit  disability  benefits  to  be  integrated  (i.e.,  re- 
duced) on  account  of  social  security  disability  benefits  or  any  "simi- 
lar plan."29 

Upon  termination  of  a  VEBA,  no  assets  may  revert  to  employers 
who  have  contributed  to  the  VEBA.  Thus,  the  assets  must  be  used 


25  See  I.R.C.  section  501(c)(17). 

26  Such  benefits  must  constitute  a  severance  pay  plan  within  the  meaning  of  Department  of 
Labor  Regs,  section  2510.3-2(b). 

27  See  I.R.C.  section  501(c)(20). 

28  Treas.  Reg.  sec.  1.501(c)(9)-3(f).  The  Tax  Court  specifically  upheld  the  validity  of  this  provi- 
sion (and  sec.  1.501(c)(9)-3(d))  in  Bricklayers  Benefit  Plans  of  Delaware  Valley,  Inc.  v.  Commis- 
sioner, 81  T.C.  735  (1983). 

29  Integration  with  social  security  apparently  has  been  attempted  by  some  plans  even  though 
the  employee  is  covered  under  a  pension  plan  of  the  employer  that  is  also  integrated  with  social 
security. 
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to  purchase  permissible  benefits  in  a  manner  that  does  not  result 
in  prohibited  discrimination.  Under  the  regulations,  the  assets  can 
be  distributed  on  the  basis  of  objective  and  reasonable  standards 
that  do  not  result  in  either  unequal  payments  to  similarly  situated 
members  or  disproportionate  payments  to  the  officers,  sharehold- 
ers, or  highly  compensated  employees.  If  the  only  members  remain- 
ing upon  termination  of  the  VEBA  are  officers,  shareholders,  or 
highly  compensated  employees,  prohibited  discrimination  may  not 
result  if  the  assets  are  distributed  to  these  members  in  the  form  of 
permissible  benefits. 

Supplemental  unemployment  compensation  benefit  trusts 

Prior  to  1960,  supplemental  unemployment  compensation  bene- 
fits generally  were  funded  by  the  employer  through  a  VEBA.  Em- 
ployers generally  could  not  advance  fund  these  benefits  because  of 
the  limitation  on  investment  income  then  provided  by  section 
501(c)(9).  Consequently,  for  taxable  years  beginning  after  1959,  Con- 
gress provided  a  tax  exemption  for  a  trust  designed  primarily  to 
provide  supplemental  unemployment  benefits  to  employees.30 

Present  law  provides  that  a  trust  forming  part  of  a  plan  provid- 
ing for  the  payment  of  supplemental  unemployment  compensation 
benefits  is  eligible  for  tax  exemption  if  (1)  it  is  impossible,  at  any 
time  prior  to  the  satisfaction  of  all  liabilities,  for  any  part  of  the 
assets  of  the  trust  to  be  used  for  the  purpose  of  providing  other 
than  unemployment  compensation  benefits,  (2)  the  employees  eligi- 
ble for  the  benefits  satisfy  a  classification  that  does  not  discrimi- 
nate in  favor  of  employees  who  are  officers,  shareholders,  supervi- 
sors, or  highly  compensated  employees,  and  (3)  the  benefits  pro- 
vided do  not  discriminate  in  favor  of  officers,  shareholders,  supervi- 
sors, or  highly  compensated  employees. 

Supplemental  unemployment  compensation  benefits  means  (1) 
benefits  that  are  paid  to  an  employee  because  of  involuntary  sepa- 
ration from  employment  with  the  employer  (whether  or  not  tempo- 
rary) resulting  directly  from  a  reduction  in  force,  the  discontinu- 
ance of  a  plant  or  operation,  or  other  similar  conditions,  and  (2) 
sick  and  accident  benefits  that  are  subordinate  to  the  supplemental 
unemployment  benefits. 

In  determining  whether  a  supplemental  unemployment  compen- 
sation benefits  trust  is  nondiscriminatory,  present  law  provides 
that  discrimination  does  not  exist  merely  because  the  benefits  re- 
ceived under  the  plan  bear  a  uniform  relationship  to  compensation. 
Similarly,  a  plan  is  not  discriminatory  merely  because  the  benefits 
under  the  plan  are  reduced  by  a  sick,  accident,  or  unemployment 
benefit  received  under  state  or  Federal  law  or  merely  because  eligi- 
bility for  the  benefits  is  limited  to  employees  who  are  not  eligible 
for  sick,  accident,  or  unemployment  benefits  under  state  or  Federal 
law. 

Qualified  group  legal  services  organization 

Under  present  law,  an  organization  created  or  organized  exclu- 
sively to  form  part  of  a  group  legal  services  plan  (within  the  mean- 
ing of  sec.  120)  may  be  entitled  to  tax  exemption. 


30  I.R.C.  sec.  501(c)(17). 
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Reasons  for  Change 

The  committee  believes  that  employee  benefits  funded  through  a 
tax  exempt  organization  should  not  be  allowed  to  discriminate  in 
favor  of  the  employees  who  influence  the  design  of  the  benefit 
plan.  The  committee  is  concerned  that  the  rules  of  present  law  pro- 
hibiting discrimination  are  not  sufficiently  clear  to  prevent  abuse 
of  the  tax-exempt  status  provided  for  voluntary  employees'  benefi- 
ciary associations. 

The  committee  is  also  concerned  that  the  recent  proliferation  of 
tax-exempt  organizations  used  to  fund  employee  benefits  has  made 
it  increasingly  difficult  for  the  Internal  Revenue  Service  to  monitor 
the  compliance  of  these  entities  with  the  applicable  exemption  re- 
quirements. Accordingly,  the  committee  believes  that  it  is  appropri- 
ate to  require  voluntary  employees'  beneficiary  associations  and 
supplemental  unemployment  compensation  benefit  trusts  to  pro- 
vide notice  of  a  claim  to  exempt  status. 

Explanation  of  Provision 

In  general 

An  association  that  is  otherwise  exempt  from  tax  as  a  voluntary 
employees'  beneficiary  association  (VEBA)  or  group  legal  services 
organization  would  not  continue  to  be  tax  exempt  unless  it  meets 
new  standards  provided  by  the  bill.  These  standards  provide  more 
effective  rules  prohibiting  discrimination  in  favor  of  highly  com- 
pensated employees  and  limit  the  portion  of  a  benefit  that  may  be 
used  by  highly  compensated  employees.  Under  the  bill,  the  rules 
aggregating  employees  of  related  employers  for  purposes  of  testing 
qualified  pension  plans  apply  (with  modifications)  in  testing 
VEBAs.  Similarly,  under  the  bill,  all  plans  and  funds  of  the  em- 
ployer (and  related  employers)  are  to  be  aggregated.  The  utilization 
standard  also  applies  to  a  supplemental  unemployment  compensa- 
tion benefit  trust  (SUB). 

An  employee  is  considered  highly  compensated  if  the  employee  is 
highly  compensated  under  the  rules  for  medical  reimbursement 
plans  (sec.  105(h)  (except  that  an  employee  is  not  considered  highly 
compensated  on  account  of  the  level  of  compensation  unless  the 
employee  is  among  the  highest  paid  10  percent  (rather  than  25  per- 
cent) of  all  employees  (other  than  certain  excluded  employees). 

Utilization 

The  bill  provides  that  no  more  than  25  percent  of  a  benefit 
funded  by  a  VEBA  during  a  year  may  be  provided  to  highly  com- 
pensated employees.  For  purposes  of  the  25-percent  test,  each  class 
of  benefit  funded  by  a  VEBA  is  to  be  considered  separately.  For  ex- 
ample, medical  benefits,  life  insurance,31  disability  insurance,  sev- 
erance pay,  and  recreational  facilities  would  each  be  considered  to 
be  a  separate  class  of  benefits  and  each  would  be  tested  separately 
for  utilization.  In  the  case  of  certain  benefits,  such  as  medical  bene- 
fits, the  25-percent  test  is  to  be  applied  to  the  coverage,  or  right  to 
cash  or  in-kind  benefits,  provided  to  employees,  rather  than  to  the 


31  Accident  insurance  could  be  combined  with  either  life  insurance  or  medical  benefits. 
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actual  payments  or  claims  made.  Thus,  for  example,  if  all  employ- 
ees are  entitled  to  equal  benefits,  then  the  25-percent  test  is  ap- 
plied by  allocating  to  each  eligible  employee  an  equal  share  of  the 
total  cost  of  such  benefits. 

The  committee  expects  that,  in  the  case  of  recreational  facilities 
and  other  benefits  that  are  includible  in  gross  income  and  that  are 
subject  to  withholding  tax,  Treasury  regulations  will  require  that 
utilization  be  demonstrated  by  withholding  under  rules  similar  to 
those  provided  under  section  83. 

Nondiscrimination 

In  general,  a  VEBA  meets  the  nondiscrimination  standards  of 
the  bill  only  if,  under  the  plan  of  that  it  is  a  part,  (1)  each  class  of 
benefits  is  available  to  employees  under  a  classification  which  is 
set  forth  in  the  plan  and  that  is  found  by  the  Treasury  not  to  be 
discriminatory  in  favor  of  employees  who  are  highly  compensated, 
and  (2)  such  class  of  benefits  provided  does  not  discriminate  in 
favor  of  highly  compensated  employees.  In  testing  whether  the 
benefits  are  available  to  a  nondiscriminatory  classification  of  em-  ! 
ployees,  employees  who  decline  to  make  required  contributions 
must  be  considered. 

Under  the  bill,  however,  if  a  plan  provides  a  benefit  of  a  type  for 
which  a  nondiscrimination  standard  is  provided  by  the  Code  as  a 
condition  of  an  exclusion  from  gross  income,  that  benefit  is  not  sub- 
ject to  the  general  nondiscrimination  standard.  Such  a  benefit  will 
be  considered  to  be  nondiscriminatory  if  and  only  if  it  meets  the 
nondiscrimination  standard  of  the  applicable  provision  of  the  Code. 
For  example,  benefits  provided  under  a  medical  reimbursement 
plan  would  meet  the  nondiscrimination  standard  under  a  VEBA  if, 
and  only  if,  they  meet  the  nondiscrimination  standard  provided  for 
such  plans  by  section  105(h)(3)  and  (4). 

The  bill  overrides  the  nondiscrimination  rules  of  present  law  for 
those  VEBAs  subject  to  the  rules  of  the  bill.  The  nondiscrimination 
standards  of  the  bill  do  not  apply  to  a  VEBA  maintained  pursuant 
to  a  collective  bargaining  agreement.  Of  course,  such  VEBAs  con- 
tinue  to  be  subject  to  the  nondiscrimination  standards  of  present 
law. 

In  determining  whether  the  nondiscrimination  standards  are  sat-  i 
isfied,  the  committee  intends  that  the  Secretary  may  take  into  con- 
sideration benefits  that  vary  on  account  of  reasonable  and  signifi- 
cant geographic  disparities. 

As  under  present  law,  the  nondiscrimination  standards  are  appli- 
cable with  respect  to  the  form  of  a  plan  (or  exempt  organization), 
its  operation,  and  its  termination. 

Under  the  nondiscrimination  standard  for  benefits  provided  by  a 
VEBA,  a  life,  disability,  severance  pay,  and  supplemental  unem- 
ployment compensation  benefit  is  not  considered  to  be  discrimina- 
tory merely  because  the  benefit  bears  a  uniform  relationship  to  the 
total  compensation,  or  to  the  basic  or  regular  rate  of  compensation, 
of  covered  employees.  Generally,  such  a  benefit  could  not  be  inte- 
grated with  social  security  benefits  or  benefits  under  a  qualified 
plan  or  a  simplified  employee  pension.  In  the  case  of  a  disability 
benefit,  however,  integration  with  the  employer-provided  portion  of 
social  security  disability  benefits  (or  contributions)  is  allowed  to  the  ! 
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extent  employer-provided  social  security  disability  benefits  (or  con- 
tributions) are  not  taken  into  account  under  a  qualified  pension, 
profit-sharing,  or  stock  bonus  plan,  or  under  a  simplified  employee 
pension. 

Notice  of  claim  of  exempt  status 

Under  the  bill,  a  VEBA  or  SUB  would  be  required  to  notify  the 
Internal  Revenue  Service  that  it  is  applying  for  recognition  of  its 
exempt  status.  The  committee  believes  that  such  notice  is  required 
for  efficient  administration  of  the  tax  law.  Organizations  that  have 
previously  notified  the  IRS  are  not  required,  under  the  bill,  to  ren- 
otify  the  IRS. 

Under  the  bill,  an  organization  is  not  exempt  as  a  VEBA  or  a 
SUB  unless  it  has  given  the  notice  in  the  manner  required  by 
Treasury  regulations.  The  organization  will  not  be  exempt  as  a 
VEBA  or  a  SUB  for  any  period  before  the  notice  is  given  if  the 
notice  is  given  after  the  time  prescribed  by  the  regulations.  In  the 
case  of  an  organization  that  is  in  existence  on  March  31,  1984,  the 
time  for  giving  the  notice  is  not  to  expire  before  the  end  of  1  year 
after  the  date  of  enactment. 

Related  employers,  etc. 

The  bill  provides  that,  in  testing  a  VEBA,  rules  similar  to  the 
rules  of  sees.  414(b),  (c),  (m),  and  (n)  apply.  In  addition,  under  these 
rules,  all  plans  and  funds  (within  the  meaning  of  sec.  419(e))  main- 
tained by  an  employer  (or  related  employers)  are  aggregated. 

Supplemental  unemployment  compensation  benefits 

Under  the  bill,  the  special  and  utilization  test,  will  apply  to  a 
supplemental  unemployment  compensation  benefit  trust.32 

Group  legal  service  organizations 

Under  the  bill,  all  of  the  new  rules  applicable  to  a  VEBA  will 
apply  to  a  group  legal  service  organization. 

Effective  date 

These  provisions  of  the  bill  apply  for  taxable  years  beginning 
after  December  31,  1984. 


2  Sec.  501(c)(17). 


4.  Amendments  to  Tax  on  Unrelated  Business  Income  (sec.  114  of 
the  bill  and  sec.  512  of  the  Code.) 

Present  Law 

Under  present  law,  tax-exempt  organizations  generally  are  sub- 
ject to  income  taxes  on  income  from  an  unrelated  trade  or  busi- 
ness. In  the  case  of  a  voluntary  employees'  beneficiary  association 
(VEBA),  income  of  the  association  generally  is  not  subject  to  the 
tax  on  unrelated  business  income  to  the  extent  the  income  is  "set 
aside"  to  provide  permissible  benefits.  Present  law  does  not  specifi- 
cally limit  the  amount  of  income  that  can  be  set  aside. 

Reasons  for  Change 

The  committee  believes  that  there  should  be  reasonable  limits  on 
the  extent  to  which  a  tax-exempt  entity,  such  as  a  voluntary  em- 
ployees' beneficiary  association  (VEBA)  or  supplemental  unemploy- 
ment compensation  benefit  trust  (SUB),  may  accumulate  income, 
tax-free.  Also,  the  committee  believes  that  tax-exempt  accumula- 
tions should  not  be  permitted  for  certain  benefits  that  may  be  pro- 
vided under  a  VEBA  or  SUB.  Accordingly,  the  committee  believes 
that  it  is  appropriate  to  impose  reasonable  limits  on  the  amounts 
that  may  be  set  aside  on  a  tax-exempt  basis,  and  that  reserves 
should  not  be  allowed  except  with  respect  to  self-funded  life,  sick- 
ness, accident,  severance  pay,  supplemental  unemployment  com-  j 
pensation  benefits,  and  group  legal  services. 

Explanation  of  Provision 

The  bill  provides  that  a  voluntary  employees'  beneficiary  associ- 
ation (VEBA),  a  supplemental  unemployment  compensation  benefit 
trust  (SUB)  or  a  group  legal  service  organization  may  set  aside 
assets,  tax  free,  only  for  the  purpose  of  providing  for  the  payment 
of  life,  accident,  sickness,  severance  pay,  supplemental  unemploy- 
ment compensation,  or  group  legal  service  benefits.  Under  the  bill, 
the  amount  set  aside,  tax  free,  for  these  purposes  is  not  to  exceed 
the  level  of  the  qualified  asset  account  determined  under  the  rules 
relating  to  deductions  for  contributions  to  the  VEBA,  etc. 

The  committee  intends  that  regulations  will  provide  a  method  i 
for  allocating  any  unrelated  business  income  among  employers  con- 
tributing to  a  VEBA,  etc. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,1984. 
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5.  Employer  and  Employee  Benefit  Association  Treated  as  Related 
Persons  under  Section  1239  (sec.  115  of  the  bill  and  sec.  1239  of 
the  Code.) 

Present  Law 

Under  present  law,  the  gain  from  the  sale  of  depreciable  proper- 
ty between  certain  related  taxpayers  is  treated  as  ordinary  income. 
The  rules  of  present  law  do  not  treat  an  employer  and  the  exempt 
benefit  organization  to  which  the  employer  contributes  as  related 
parties. 

Reasons  for  Change 

The  committee  is  concerned  that  employers  may  be  encouraged 
to  assign  inappropriate  values  to  property  contributed  to  an  em- 
ployer-controlled fund  under  a  funded  welfare  benefit  plan.  Accord- 
ingly, the  committee  believes  that  it  is  appropriate  to  treat  such  a 
transaction  as  a  transaction  between  related  parties  and,  thus,  any 
gain  realized  by  the  employer  would  be  treated  as  ordinary  income 
instead  of  capital  gain. 

Explanation  of  Provision 

Under  the  bill,  certain  exempt  organizations  would  be  treated  as 
related  parties  with  respect  to  an  employer  under  the  rules  of  the 
Code  treating  gain  on  certain  transactions  as  ordinary  income.  The 
bill  provides  that  an  employer  (and  any  person  related  to  the  em- 
ployer) would  be  considered  to  be  related  to  an  exempt  social  club, 
voluntary  employees'  beneficiary  association,  supplemental  unem- 
ployment compensation  benefit  trust,  or  a  group  legal  service  orga- 
nization (sees.  501(c)(7),  (9),  (17),  or  (20)),  which  is  controlled  directly 
or  indirectly  by  the  employer,  by  a  person  related  to  the  employer, 
or  by  the  employer  and  a  person  related  to  the  employer. 

Effective  Date 

The  provision  would  apply  to  sales  or  exchanges  after  December 
31,  1984,  in  taxable  years  ending  after  that  date. 

(1293) 
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6.  Treatment  of  Certain  Medical,  etc.,  Benefits  Under  Section  415 
(sec.  116  of  the  bill  and  sees.  401  and  415  of  the  Code.) 

Present  Law 

Present  law  permits  a  tax-qualified  pension,  profit-sharing,  or 
stock  bonus  plan  ("qualified  pension  plan")  to  provide  for  the  pay- 
ment of  sickness,  accident,  hospitalization,  and  medical  expenses 
for  retired  employees,  their  spouses,  and  their  dependents.  If  bene- 
fits are  provided  under  a  defined  contribution  plan,  except  for  cer- 
tain unallocated  amounts  that  are  permitted  under  the  overall 
limits  on  contributions  and  benefits,  present  law  requires  that  a 
separate  allocated  account  be  maintained  for  each  participant. 
Such  separate  accounts  generally  are  not  required  under  a  defined 
benefit  plan.  A  plan  providing  medical  benefits  must  not  discrimi- 
nate in  favor  of  employees  who  are  officers,  shareholders,  or  highly 
compensated  as  to  the  availability  or  amount  of  the  benefits.  In  ad- 
dition, as  is  the  case  for  all  other  benefits  under  a  qualified  defined 
benefit  or  money  purchase  pension  plan,  a  medical  benefit  must  be 
definitely  determinable. 

Under  present  law,  a  plan  providing  post-retirement  medical 
benefits  must  meet  certain  requirements.  The  medical  benefit, 
when  added  to  any  life  insurance  protection  provided  under  the 
plan,  must  be  subordinate  to  the  retirement  benefits  provided  by 
the  plan.  The  medical  benefits  are  considered  subordinate  to  the  re- 
tirement benefits  if,  at  all  times,  the  aggregate  of  contributions  to 
provide  such  medical  benefits  and  any  life  insurance  protection 
does  not  exceed  25  percent  of  the  aggregate  contributions,  other 
than  contributions  to  fund  past  service  credits. 

In  addition,  present  law  requires  that  upon  satisfaction  of  liabil- 
ities under  the  plan  for  post-retirement  medical  benefits,  the  re- 
maining assets  must  revert  to  the  employer  and  cannot  be  distrib- 
uted to  the  retired  employees.  If  an  individual's  right  to  medical 
benefits  is  forfeited,  the  forfeiture  must  be  applied  to  reduce  the 
employer's  future  contributions  for  post-retirement  medical  bene- 
fits. 

If  the  requirements  with  respect  to  post-retirement  medical  bene- 
fits are  met,  employer  contributions  to  fund  these  benefits  are  de- 
ductible under  the  general  rules  relating  to  deductions  for  contri- 
butions to  qualified  pension  plans.  The  amount  deductible  may  not 
exceed  the  total  cost  of  providing  the  medical  benefits,  determined 
in  accordance  with  any  generally  accepted  actuarial  method  that  is 
reasonable  in  view  of  the  provisions  and  coverage  of  the  plan,  the 
funding  medium,  and  any  other  relevant  considerations.  In  addi- 
tion, the  amount  deductible  for  any  taxable  year  may  not  exceed 
the  greater  of  (1)  an  amount  determined  by  allocating  the  remain- 
ing unfunded  costs  as  a  level  amount  or  a  level  percentage  of  com- 
pensation over  the  remaining  future  service  of  each  employee  or  (2) 

(1294) 


1295 


10  percent  of  the  cost  that  would  be  required  completely  to  fund  or 
purchase  such  medical  benefits. 

Under  present  law,  post-retirement  medical  benefits  are  not  cov- 
ered by  the  rules  governing  the  dollar  limits  on  contributions  and 
benefits  that  may  be  provided  under  a  qualified  defined  benefit 
pension  plan. 

Reasons  for  Change 

The  committee  understands  that  substantial  amounts  are  being 
contributed  to  qualified  defined  benefit  plans,  to  provide  post-re- 
tirement medical  benefits  of  employees  with  significant  ownership 
interests  in  their  employers.  The  committee  believes  that  the  favor- 
able tax  treatment  accorded  these  contributions  may  be  subject  to 
abuse  unless  they  are  taken  into  account  under  the  overall  limits 
on  contributions  and  benefits.  Accordingly,  the  committee  believes 
that  employer  contributions  to  qualified  pension  plans  on  behalf  of 
significant  owners  for  medical  benefits  should  be  subject  to  these 
limits. 

Explanation  of  Provision 

In  applying  the  overall  limits  on  contributions  and  benefits 
under  qualified  pension  plans,  the  bill  provides  that  any  contribu- 
tions allocated  to  an  individual  medical  benefit  account  (sec. 
401(h)(2))  of  an  employee  under  a  qualified  defined  benefit  plan  is 
to  be  treated  as  an  annual  addition  under  a  qualified  defined  con- 
tribution plan.  Accordingly,  the  amount  allocated  for  a  year  would 
be  included,  together  with  employer  contributions  and  reallocated 
forfeitures,  in  determining  whether  the  defined  benefit  plan  and 
any  defined  contribution  plan  of  the  employer  meet  the  separate 
limits  and  the  combined  limits  provided  with  respect  to  such  plans. 
To  the  extent  provided  by  Treasury  regulations,  an  amount  allo- 
cated to  a  medical  benefit  account  under  a  defined  benefit  plan 
before  the  effective  date  of  the  provision  could  be  reallocated  to  the 
individual  medical  benefit  account  of  a  participant  without  inclu- 
sion in  the  annual  addition. 

The  bill  provides  that  an  account  is  an  individual  medical  benefit 
account  if  it  is  established  for  a  participant  in  a  defined  benefit 
plan,  all  medical  benefits  permitted  to  be  paid  under  the  plan  with 
respect  to  the  participant,  the  participant's  spouse,  or  their  depend- 
ents are  payable  solely  from  the  account,  and  the  account  may  be 
used  for  no  other  participant. 

Under  the  bill,  a  defined  benefit  plan  that  provides  medical  bene- 
fits for  retired  employees  is  required  to  maintain  an  individual 
medical  benefit  account  for  any  plan  participant  who,  at  any  time 
during  any  of  the  5  preceding  plan  years,  is  a  5-percent  owner  (as 
defined  in  sec.  416(i)(l)(B)(i)).  Of  course,  the  medical  benefits  pro- 
vided under  a  qualified  defined  benefit  plan  are  required  to  meet 
nondiscrimination  standards. 

Effective  Date 

The  provision  applies  to  years  beginning  after  March  31,  1984. 


7.  Limitation  on  Accrual  of  Vacation  Pay  (sec.  117  of  the  bill  and 
sec.  463  of  the  Code) 

Present  Law 

Under  present  law,  an  employer  using  an  accrual  method  of  ac- 
counting may  claim  a  deduction  for  vacation  pay  earned  by  an  em- 
ployee when  the  employee's  right  to  the  pay  becomes  vested,  that 
is,  not  subject  to  termination  if  employment  ends  before  the  sched- 
uled period  or  some  other  contingency  occurs.  Alternatively,  the 
employer  may  make  an  election  under  section  463  to  deduct  an 
amount  representing  a  reasonable  addition  to  a  reserve  account  for 
contingent  vacation  pay  earned  by  employees  in  the  current  year 
and  payable  by  the  close  of  that  year  or  within  12  months  thereaf- 
ter. A  deduction  is  allowed  in  the  current  year  regardless  of  when 
the  amount  is  actually  paid,  so  long  as  the  employees  have  a  right 
to  receive  the  payments  during  that  year  or  the  following  year. 

Reasons  for  Change 

The  committee  understands  that,  for  a  taxable  year,  some  em- 
ployers are  accruing  and  deducting  vacation  pay  that  becomes  pay- 
able during  the  twelve  months  after  the  end  of  the  taxable  year, 
even  though  it  is  not  reasonable  to  expect  that  all  of  the  vacation 
pay  will  be  paid  during  such  period.  The  committee  believes  that 
the  deductions  allowed  in  advance  of  the  actual  payment  of  vaca- 
tion pay  under  the  special  rules  for  this  pay  should  be  limited  to 
the  amount  that  the  employer  reasonably  expects  to  pay  during 
the  twelve  months  after  the  end  of  the  employer's  taxable  year. 

Explanation  of  Provision 

The  bill  amends  the  special  rules  for  the  deductions  by  accrual 
method  taxpayers  for  vacation  pay  so  that  the  deduction  for  a  year 
equals  a  reasonable  addition  to  the  account  representing  the  tax- 
payer's liability  for  vacation  pay  (contingent  or  vested)  earned  by 
employees  before  the  close  of  the  taxable  year  and  expected  to  be 
paid  during  the  taxable  year  or  within  12  months  following  the 
close  of  the  taxable  year.  For  example,  in  the  case  of  a  taxpayer 
who  makes  this  determination  at  the  end  of  a  taxable  year,  the 
reasonable  addition  for  the  year  is  the  amount  necessary  so  that 
the  balance  in  the  account  at  the  beginning  of  the  next  taxable 
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year  is  the  amount  reasonably  expected  to  be  paid  in  that  year. 
Thus,  if  the  balance  in  the  account,  before  any  addition,  is  greater 
than  this  amount,  no  additional  deduction  is  allowed.  The  present 
law  rules  that  also  allow  a  deduction  for  reductions  in  certain  sus- 
pense accounts  are  retained. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  March  31, 
1984. 


8.  Determination  of  Whether  There  Is  a  Collective  Bargaining 
Agreement  (sec.  118  of  the  bill  and  sec.  7701(a)(42)  of  the  Code) 

Present  Law 

Under  present  law,  many  of  the  nondiscrimination  standards  of 
the  Code  applicable  to  tax-qualified  pension,  profit-sharing,  and 
stock  bonus  plans  and  certain  statutory  fringe  benefit  programs  do 
not  apply  to  plans  or  programs  maintained  pursuant  to  a  collective 
bargaining  agreement. 

Reasons  for  Change 

The  committee  is  concerned  that,  in  some  circumstances,  owners, 
officers,  and  executives  of  an  employer  are  forming  collective  bar- 
gaining units  for  purposes  of  qualifying  for  the  special  treatment 
accorded  to  qualified  plans  and  to  certain  fringe  benefits  with  re- 
spect to  employees  covered  by  collective  bargaining  agreements. 
This  treatment  was  intended  to  be  limited  to  legitimate  collective 
bargaining  agreements  and  was  not  intended  to  provide  a  means  of 
avoiding  obligations  to  employees  through  contrived  negotiations 
between  an  employer's  management,  sitting  as  an  employer,  and 
itself,  sitting  as  an  employee  representative. 

The  committee  believes  that  if  a  significant  portion  of  the  em- 
ployees covered  by  a  collective  bargaining  agreement  are  owners, 
officers,  or  executives  of  the  employer  (or  employers),  the  special 
treatment  of  qualified  pension  plans  and  welfare  plans  with  respect 
to  employees  covered  by  collective  bargaining  agreements  should 
not  be  available. 

Explanation  of  Provision 

The  bill  clarifies  present  law  by  providing  that,  under  the  Code, 
in  determining  whether  there  is  a  collective  bargaining  agreement 
between  employee  representatives  and  one  or  more  employers,  an 
organization  is  not  to  be  considered  an  employee  representative  if 
more  than  one-half  of  its  members  are  employees  (including  a  self- 
employed  individual  who  is  considered  to  be  an  employee  under  the 
rules  for  qualified  pension  plans)  who  are  owners,  officers,  or  ex- 
ecutives of  the  employer. 

Effective  Date 
The  provision  takes  effect  on  April  1,  1984. 
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9.  Disqualification  of  Plan  Where  Substantially  All  Contributions 
are  Employee  Contributions  (sec.  119  of  the  bill  and  sec.  401  of 
the  Code) 

Present  Law 

Under  a  tax-qualified  pension,  profit-sharing,  or  stock  bonus  plan 
("qualified  pension  plan"),  qualified  annuity  plan,  a  tax-sheltered 
annuity,  or  a  government  plan,  contributions  may  be  made  by  (1) 
the  employer,  (2)  the  employees,  or  (3)  both.  Thus,  present  law  per- 
mits a  qualified  pension  plan  to  be  funded  solely  by  employee  con- 
tributions. 

Employee  contributions  to  a  qualified  pension  plan  generally  are 
not  deductible  by  the  employee.  Contributions  by  an  employee  that 
meet  certain  requirements,  which  are  similar  to  the  rules  relating 
to  IRAs,  may  be  deductible  from  gross  income.  Employee  contribu- 
tions to  a  qualified  plan  (whether  or  not  deductible)  may  not  dis- 
criminate in  favor  of  employees  who  are  officers,  shareholders,  or 
highly  compensated.  Generally,  employee  contributions  are  pre- 
sumed to  be  nondiscriminatory  if  (1)  the  amount  contributed  does 
not  exceed  certain  limits  expressed  as  a  percentage  of  pay  and  (2) 
the  opportunity  to  make  the  contributions  is  reasonably  available 
to  a  nondiscriminatory  group  of  employees. 

Nondeductible  employee  contributions  may  be  withdrawn  from  a 
qualified  pension  plan  at  any  time  without  a  tax  penalty.  In  addi- 
tion, the  first  withdrawals  of  nondeductible  contributions  are  treat- 
ed as  a  return  of  the  nondeductible  contributions,  which  are  not  in- 
cludible in  gross  income.  After  the  balance  of  the  nondeductible 
contributions  has  been  exhausted,  other  withdrawals  are  consid- 
ered to  be  income. 

Reasons  for  Change 

The  committee  understands  that  some  financial  institutions  are 
promoting  master  and  prototype  qualified  pension  plans  that  pro- 
vide for  no  employer  contributions,  but  instead  permit  only  nonde- 
ductible employee  contributions.  The  favorable  tax  treatment  of 
amounts  under  qualified  plans  and  the  ready  availability  of 
amounts  attributable  to  employee  contributions  enable  these  plans 
to  be  used  as  tax-favored  savings  and  brokerage  accounts  that  offer 
employees  the  opportunity  to  withdraw  funds  using  credit  cards  or 
checks  without  any  amount  being  included  in  the  employee's 
income.  Clearly  plans  used  in  such  a  manner  are  not  bona  fide  re- 
tirement plans.  The  committee  believes  that  a  plan  should  not  be 
treated  as  a  qualified  plan  if  substantially  all  of  the  benefits  under 
the  plan  are  attributable  to  employee  contributions. 
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Explanation  of  Provision 

The  bill  provides  that  a  plan  is  not  a  qualified  plan  (and  a  trust 
under  the  plan  is  not  a  qualified  trust)  if  substantially  all  of  the 
accrued  benefits  under  the  plan  are  derived  from  employee  contri- 
butions. The  provision  applies  without  regard  to  whether  the  em- 
ployee contributions  are  deductible.  In  determining  whether  a  plan 
meets  the  requirements  of  the  bill,  the  committee  intends  that 
each  plan  be  tested  separately.  Accordingly,  a  plan  would  not  be 
treated  as  meeting  the  requirements  of  the  bill  merely  because  ac- 
crued benefits  derived  from  employer  contributions  are  provided 
under  another  plan  of  the  employer. 

The  committee  does  not  intend  that  a  plan  should  lose  its  qualifi- 
cation merely  because  substantially  all  benefits  attributable  to  em- 
ployer contributions  have  been  distributed  under  the  plan,  so  long 
as  the  plan  continues  to  provide  for  the  accrual  of  employer-pro- 
vided benefits  that  will,  when  accrued,  be  substantial  in  relation  to 
benefits  derived  from  employee  contributions,  and  it  is  reasonable 
to  expect  that  the  future  accruals  will  occur. 

Of  course,  the  bill  does  not  affect  the  status  of  an  organization 
that  is  exempt  from  tax  under  other  provisions  of  the  Code.  In  par- 
ticular, the  exempt  status  of  an  organization  that  is  exempt  under 
section  501(c)(5)  would  not  be  affected. 

Under  the  bill,  a  profit-sharing  plan  is  not  to  be  disqualified 
merely  because  employer  contributions  have  not  been  made  due  to 
the  employer's  lack  of  profits. 

Effective  Date 

The  provision  applies  to  plan  years  beginning  after  March  31, 
1984. 


10.  Discrimination  Standards  Applicable  to  Cash  or  Deferred  Ar- 
rangements (sec.  120  of  the  Bill  and  sec.  401(k)  of  the  Code) 

Present  Law 

Under  present  law,  if  a  tax-qualified  profit-sharing  or  stock 
bonus  plan  meets  certain  requirements  (a  "qualified  cash-or-de- 
ferred  arrangement"),  then  an  employee  is  not  required  to  include 
in  income  any  employer  contributions  to  the  plan  merely  because 
the  employee  could  have  elected  to  receive  the  amount  contributed 
in  cash. 

Present  law  provides  that  the  amount  a  highly  paid  employee 
can  elect  to  defer,  tax-free,  under  a  qualified  cash-or-deferred  ar- 
rangement depends  (in  part)  on  the  level  of  elective  deferrals  by 
other  highly  paid  employees  because  a  limit  is  applied  to  deferrals 
by  the  group  of  highly  paid  employees.  An  employee  is  considered 
highly  paid,  for  this  purpose,  if  he  is  one  of  the  highest  paid  1/3  of 
the  employees. 

The  special  tests  applicable  to  a  cash-or-deferred  arrangement  do 
not  permit  employer-provided  social  security  benefits  to  be  taken 
into  account  in  determining  whether  a  cash-or-deferred  arrange- 
ment is  discriminatory.  However,  proposed  Treasury  regulations 
permit  a  cash-or-deferred  arrangement  to  satisfy  the  general  non- 
discrimination standards  applicable  to  qualified  plans,  which 
permit  social  security  to  be  taken  into  account  in  testing  for  dis- 
crimination. 

Reasons  for  Change 

The  committee  is  concerned  that  the  present  law  permits  em- 
ployees the  flexibility  either  to  receive  cash  or  to  have  amounts  de- 
ferred as  employer  contributions  under  cash-or-deferred  arrange- 
ments even  though  the  employer  contributions  under  such  arrange- 
ments satisfy  only  the  general  nondiscrimination  rules  applicable 
to  qualified  plans  rather  than  the  special  nondiscrimination  tests 
contained  in  section  401(k).  Because,  for  example,  the  general  non- 
discrimination rules  allow  employer  social  security  taxes  to  be 
counted  as  employer  contributions,  the  use  of  these  rules  may 
permit  too  high  a  difference  between  the  actual  deferrals  of  highly 
paid  and  other  employees.  Thus,  the  committee  believes  that  a 
cash-or-deferred  arrangement  should  not  be  treated  as  a  qualified 
cash-or-deferred  arrangement  under  section  401(k)  unless  it  satis- 
fies the  special  nondiscrimination  test. 

Explanation  of  Provision 

Under  the  provision,  a  cash-or-deferred  arrangement  is  a  quali- 
fied cash-or-deferred  arrangement  only  if  it  meets  the  special  tests 
provided  by  the  Code  relating  to  actual  deferral  percentages.  If  a 
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cash-or-deferred  arrangement  fails  to  meet  the  special  tests,  an 
elective  deferral  made  under  the  arrangement  is  treated  as  an  em- 
ployee contribution  under  the  plan  which,  under  the  usual  rules, 
could  be  wholly  or  partly  nondeductible.  The  failure  of  a  cash-or- 
deferred  arrangement  to  meet  the  special  tests  does  not  result  in 
the  disqualification  of  a  plan  if  the  plan  continues  to  meet  the 
usual  requirements  for  qualification. 

Effective  Date 

The  provision  applies  to  plan  years  beginning  after  December  31, 
1984. 


11.  Revenue  Effect  of  Employee  Benefit  Provisions 

These  provisions  will  increase  fiscal  year  budget  receipts  by  $23 
million  in  1984,  $146  million  in  1985,  $178  million  in  1986,  and  $224 
million  in  1987. 
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J.  Foreign  Provisions 

1.  Income  From  Factoring  Trade  Receivables  (sec.  131  of  the  bill 
and  sees.  553,  861,  954  and  956  of  the  Code). 

Present  Law 

When  goods  or  services  are  sold  on  credit  rather  than  for  cash, 
the  seller  generally  takes  from  the  purchaser  a  receivable — a  trans- 
ferable promise  to  pay  cash  in  the  future.  A  common  financing 
technique  is  for  the  seller  to  then  sell  the  receivable  to  a  third 
party  (a  ' 'factor")  at  a  discount.  The  seller's  income  on  the  sale  of 
the  goods  or  services  is  reduced  by  the  amount  of  that  discount, 
and  upon  payment  of  the  obligation,  the  factor  realizes  income 
equal  to  the  difference  between  the  amount  received  and  the 
amount  the  factor  paid  for  the  receivable. 

The  Tax  Court,  in  Elk  Discount  Corp.  v.  Commissioner,  4  T.C.  196 
(1944),  held  that  the  discount,  or  factoring  income  earned  by  an 
active  factoring  business  is  not  interest  within  the  definition  of  per- 
sonal holding  company  income.  In  that  case,  both  the  seller  of  the 
receivable  and  the  factor  were  U.S.  corporations  doing  business  in 
the  United  States.  A  number  of  issues  have  arisen  under  present 
law  as  to  the  tax  treatment  of  such  a  factoring  transaction  when 
the  factor  is  a  controlled  foreign  corporation  related  to  the  seller. 
Arguably,  the  factoring  income  could  be  subject  to  the  anti-tax 
haven  activity  rules  of  subpart  F  as  interest  or  as  income  from  the 
performance  of  services  for  a  related  party.  However,  the  Internal 
Revenue  Service  has  held  in  one  instance  that  factoring  income 
was  not  interest  for  purposes  of  subpart  F  (private  letter  ruling 
8338043,  June  17,  1983).  The  Service  has  not  ruled  on  the  services 
income  issue.  The  purchase  of  the  receivable  of  a  U.S.  person  from 
the  related  U.S.  corporation  could  be  treated  as  an  investment  in  j 
U.S.  property  on  which  the  U.S.  shareholders  of  the  controlled  for-  j 
eign  corporation  would  be  taxable  (sec.  956).  It  might  also  be  i 
argued  that  a  foreign  corporation  factoring  U.S.  receivables  is  en- 
gaged in  business  in  the  United  States,  and  that  the  factoring 
income  is,  therefore,  subject  to  U.S.  tax. 

In  each  of  the  above  cases,  taxpayers  have  taken  positions  which, 
if  sustained,  would  result  in  no  current  U.S.  tax  either  to  the  con- 
trolled foreign  corporation  or  to  its  U.S.  shareholders. 

In  addition,  taxpayers  are  attempting  to  use  offshore  factoring  to  \ 
repatriate  low-taxed  foreign  earnings  in  the  following  manner: 
Assume  that  a  U.S.  corporation  (parent)  has  a  foreign  subsidiary 
(sub  A)  with  low-taxed  foreign  earnings  that  it  wishes  to  repatriate. 
Parent  forms  a  second  foreign  subsidiary  (sub  B)  that  borrows 
money  from  sub  A  which  sub  B  uses  to  factor  parent's  receivables. 
Sub  B  pays  interest  to  sub  A  at  an  arm's-length  rate.  Sub  B  is  en-  1 
gaged  in  the  conduct  of  a  trade  or  business  in  the  United  States, 
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and  files  a  U.S.  income  tax  return  on  which  it  reports  its  factoring 
income.  Sub  B  distributes  its  income  to  parent  as  a  dividend. 
Parent  is  allowed  an  85-percent  dividends-received  deduction  on 
such  dividends.  Most  of  sub  B's  U.S.  taxable  income  is  eliminated 
by  the  interest  payment  to  sub  A.  The  purpose  of  this  structure  is  a 
distribution  of  sub  A's  earnings  to  parent  at  a  maximum  rate  of  6.9 
percent  (46  percent  x  (dividend  minus  the  85  percent  deduction)).  It 
is  unclear  whether  this  structure  yields  the  tax  result  the  U.S. 
parent  seeks  (see  Rev.  Rul.  76-192,  1976-1  C.B.  205). 

Reasons  for  Change 

The  committee  will  not  condone  artificial  devices  that  shift 
income  out  of  U.S.  taxing  jurisdiction  and  into  tax  havens.  Some 
factoring  transactions  involve  credit  sales  by  U.S.  sellers  to  U.S. 
buyers.  There  is  no  justification  for  allowing  the  U.S.  seller  to  shift 
part  of  the  income  from  this  wholly  domestic  transaction  outside 
the  United  States  to  a  passive,  related  party  in  a  tax  haven. 

Similarly,  if  a  foreign  corporation  controlled  by  U.S.  sharehold- 
ers sells  a  receivable  to  a  related  foreign  corporation,  profits  may 
be  shifted  from  a  high-tax  foreign  country  to  a  tax  haven.  As  a 
result,  there  could  be  deferral  of  current  tax  on  that  income,  or 
generation  of  low-taxed  foreign-source  income  available  to  absorb 
otherwise  unusable  foreign  tax  credits.  If  the  bill  did  not  apply  to 
this  situation,  the  factoring  of  receivables  from  one  foreign  subsidi- 
ary to  a  related  foreign  corporation  where  the  discount  income  is 
not  taxed  by  the  United  States  or  any  country  would  give  an  ad- 
vantage to  foreign  operations  of  a  U.S.  business  over  the  U.S.  oper- 
ations of  the  same  business.  The  committee  believes,  however,  be- 
cause there  is  ,no  shifting  of  income  into  tax  havens  when  a  con- 
trolled foreign  corporation  factors  receivables  of  related  corpora- 
tions that  operate  in  the  some  country,  that  it  is  appropriate  to 
provide  an  exception  for  such  transactions. 

Furthermore,  multinational  corporations  based  in  the  United 
States  are  using  foreign  subsidiaries  to  factor  receivables  as  a 
device  for  repatriating  foreign  earnings  tax-free.  The  committee  is 
concerned  about  the  recent  growth  in  this  offshore  factoring  and 
consequent  tax-free  repatriation  of  foreign  earnings.  The  commit- 
tee believes,  therefore,  that  taxpayers  should  pay  tax  on  foreign 
earnings  repatriated  through  factoring  subsidiaries. 

Explanation  of  Provision 

Under  the  bill,  a  controlled  foreign  corporation's  income  from 
factoring  the  trade  or  service  receivables  of  related  parties  will  be 
treated  as  foreign  personal  holding  company  income.  Thus,  when  a 
controlled  foreign  corporation  collects  (gets  cash  for)  a  receivable 
that  (1)  it  bought  from  a  related  person,  and  (2)  the  related  person 
had  taken  in  exchange  for  inventory  (or  services),  its  factoring 
income  will  be  tax-haven  type  income,  and  its  U.S.  shareholders 
will  be  currently  taxable  on  that  income  (under  subpart  F).  This 
rule  will  apply  whether  the  related  person  is  a  foreign  person  or  a 
United  States  person.  Income  from  factoring  where  the  factor  buys 
receivables  from  a  related  person  which  (1)  is  created  or  organized 
under  the  laws  of  the  same  foreign  country  under  the  laws  of 
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a  corporation  to  the  extent  that  the  Secretary  provides  in  regula- 
tions that  are  necessary  or  appropriate  to  prevent  the  avoidance  of 
Federal  income  taxes.  The  statute  contemplates  that  regulations 
promulgated  with  respect  to  this  group  of  transactions  will  enable 
taxpayers  to  determine  the  extent,  if  any,  to  which  there  is  imme- 
diate U.S.  tax  liability.  Pursuant  to  this  statutory  authority,  tempo- 
rary regulations  have  been  promulgated  under  which  (i)  a  notifica- 
tion requirement  is  imposed  and  (ii)  taxpayers  are  required  to  in- 
clude in  income  appropriate  amounts  to  reflect  realization  of  gain 
with  respect  to  certain  transactions  (Temp.  Treas.  Regs.  sec. 
7.367(a)-l  through  7.367(c)). 

Internal  Revenue  Service  Guidelines 

In  1968,  the  Internal  Revenue  Service  issued  guidelines  (Rev. 
Proc.  68-23,  1968-1  C.B.  821)  as  to  when  a  ruling  ordinarily  will  be 
issued  that  an  exchange  does  not  have  as  one  of  its  principal  pur- 
poses the  avoidance  of  Federal  income  tax.  The  guidelines  serve 
only  to  implement  the  principal  purpose  test  of  the  statute.  The  de- 
termination of  whether  an  exchange  has  the  avoidance  of  Federal 
income  tax  as  a  principal  purpose  depends  in  every  case  upon  the 
particular  facts  and  circumstances.  Thus,  the  IRS  reserves  the 
right  to  issue  an  adverse  ruling,  and  a  taxpayer  is  free  to  establish 
that  a  favorable  ruling  should  be  issued. 1 

Transfers  for  use  in  a  trade  or  business 

In  the  case  of  an  exchange  involving  the  transfer  of  property 
(other  than  certain  "tainted  assets"  described  below)  to  a  foreign 
corporation  controlled  by  the  transferor  after  the  transfer  (a  "sec- 
tion 351  exchange"),  a  favorable  ruling  ordinarily  will  be  issued 
when  the  transferred  property  is  to  be  devoted  by  the  foreign  cor- 
poration to  the  active  conduct  of  a  trade  or  business  in  a  foreign 
country.  The  guidelines  contemplate  that  the  foreign  corporation, 
in  addition  to  devoting  the  property  to  the  active  conduct  of  a  trade 
or  business,  will  have  need  for  a  substantial  investment  in  fixed 
assets  in  such  business  or  will  be  engaged  in  the  purchase  and  sale 
abroad  of  manufactured  goods. 

Tainted  assets 

Where  property  falling  within  any  of  several  categories  of  "taint- 
ed assets"  is  transferred  in  a  section  351  exchange  to  a  foreign  cor- 
poration (along  with  either  property  to  be  devoted  by  the  foreign 
corporation  to  the  active  conduct  of  a  trade  or  business  or  certain 
foreign  corporate  stock)  the  IRS  generally  will  issue  a  favorable 
ruling  only  on  the  condition  that  the  transferor  agree  to  include  in 
its  gross  income  an  appropriate  amount  to  reflect  the  realization  of 
income  or  gain  with  respect  to  the  tainted  assets  (the  "toll 
charge"),  regardless  of  whether  the  transfer  is  made  for  use  in  an 
active  trade  or  business.  The  character  of  the  toll  charge  and  any 
basis  adjustments  are  determined  as  though  the  tainted  assets 


1  Later  Revenue  Procedures  and  Revenue  Rulings  have  modified  and  amplified  the  guidelines 
{e.g.,  Rev.  Proc.  80-14,  1980-1  C.B.  617).  This  report's  references  to  the  guidelines  are  to  the 
guidelines  as  modified  and  amplified. 
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were  transferred  in  a  taxable  exchange.  The  categories  of  tainted 
assets  include: 

(1)  Inventory,  certain  copyrights,  and  other  property  described  in 
section  1221  (1)  and  (3)  of  the  Code; 

(2)  Accounts  receivable,  installment  obligations,  and  similar  prop- 
erty on  which  income  has  been  earned,  unless  the  income  has  been 
or,  will  be  included  in  the  transferor's  gross  income; 

(3)  Property  to  be  transferred  under  circumstances  which  make 
it  reasonable  to  believe  that  its  subsequent  disposition  by  the  trans- 
feree is  one  of  the  principal  purposes  of  the  transfer; 

(4)  Property  leased  or  licensed  by  the  transferor  to  a  user  (other 
than  the  transferee)  at  the  time  of  the  transfer; 

(5)  Property  to  be  transferred  under  circumstances  making  it  rea- 
sonable to  believe  that  the  property  will  be  leased  or  licensed  by 
the  transferee  after  the  transfer;  however,  in  the  case  of  tangible 
property,  a  favorable  ruling  ordinarily  will  be  issued  if  the  leasing 
of  the  property  will  represent  an  active  conduct  of  a  trade  or  busi- 
ness in  the  foreign  country,  the  transferee  will  have  a  need  for  sub- 
stantial investment  in  fixed  assets  in  such  business,  and  the  lessee 
will  not  use  the  property  in  the  United  States.  (See  Rev.  Proc.  80- 
14,  1980-1  C.B.  617.) 

(6)  Certain  U.S.  and  foreign  patents,  trademarks,  and  similar  in- 
tangibles (discussed  in  more  detail  below);  and 

(7)  fWith  a  limited  exception,  stock  and  securities. 

Treatment  of  stock  or  securities 

The  guidelines  provide  an  exception  to  the  treatment  of  stock  or 
securities  as  tainted  assets  where  (i)  the  stock  is  in  a  foreign  corpo- 
ration organized  under  the  laws  of  the  same  foreign  country  as  the 
transferee,  (ii)  immediately  after  the  exchange  the  foreign  corpora- 
tion is  80-percent  owned  (sec.  368(c))  by  the  transferee  and  has  a 
substantial  part  of  its  business  assets  in  the  country  in  which  the 
transferee  is  organized,  and  (iii)  the  transferee  is  50-percent  owned 
(as  defined  in  sec.  954(d)(3))  by  persons  who,  immediately  before  the 
exchange,  controlled  the  transferor.  A  favorable  ruling  also  ordi- 
narily will  be  issued  where  stock  of  a  domestic  corporation  is  ac- 
quired in  exchange  for  stock  of  a  foreign  corporation  if  immediate- 
ly after  the  exchange  the  shareholders  of  the  acquired  domestic 
corporation  do  not  own  (directly  or  indirectly)  more  than  50  per- 
cent of  the  total  combined  voting  power  of  the  acquiring  foreign 
corporation.  However,  a  favorable  ruling  will  not  be  issued  under 
these  latter  circumstances  if  the  assets  of  the  acquired  domestic 
corporation  consist  principally  of  stock  or  securities. 

In  Kaiser  Aluminium  Chemical  Corp.  v.  Commissioner  (76  T.C. 
325  (1981),  acq.,  1982-2  C.B.  1),  the  Tax  Court,  in  overturning  an  ad- 
verse ruling  based  on  the  rule  that  stock  is  generally  a  tainted 
asset,  cited  the  special  facts  of  the  case  and  the  guideline  principle 
that  transfers  of  tainted  assets  only  generally  are  denied  tax-free 
treatment. 

The  facts  of  Kaiser  illustrate  the  difficulty  encountered  by  tax- 
payers who  seek  favorable  rulings  on  stock  transfers  under  circum- 
stances not  addressed  by  the  guidelines.  In  the  Kaiser  case,  a  for- 
eign corporation  that  supplied  raw  materials  solely  to  its  share- 
holders was  owned  32.3  percent  by  the  transferor-U.S.  corporation, 
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13.8  percent  by  the  transferee-foreign  corporation,  12.5  percent  by 
a  subsidiary  of  another  foreign  corporation  that  also  owned  45  per- 
cent of  the  transferee,  and  41.4  percent  by  two  other  manufactur- 
ers. The  transferor's  U.S.  parent  corporation  also  owned  a  45-per- 
cent interest  in  the  transferee.  There  were  substantial  restrictions 
on  the  sale  of  the  stock  in  the  foreign  corporation  whose  shares 
were  transferred,  pursuant  to  a  consortium  agreement  and  a  gener- 
al debenture  trust  deed.  Because  the  transferee  faced  the  loss  of 
valuable  development  rights  (granted  by  the  Australian  govern- 
ment) unless  it  could  insure  the  availability  of  sufficient  raw  mate- 
rials, four  percent  of  the  taxpayer's  stock  (along  with  the  12.5  per- 
cent interest  of  the  transferee's  other  affiliate)  was  contributed  to 
the  capital  of  the  transferee.  The  stock  transfers  increased  the 
amount  of  raw  materials  to  which  the  transferee  was  entitled.  Al- 
though the  IRS  acknowledged  that  the  taxpayer's  stock  interest 
was  indirectly  related  to  its  manufacturing  operations  as  a  source 
of  supply,  and  that  there  were  valid  business  reasons  for  the  trans- 
fer, the  Internal  Revenue  Service  declined  to  issue  a  favorable 
ruling  under  the  guidelines.  See  LTR.  7744001  (May  9,  1977).  In 
contrast,  on  the  same  facts,  the  Tax  Court  concluded  that  the 
transferred  stock  interest  was  akin  to  a  direct  interest  in  producing 
assets,  and  that  a  favorable  ruling  should  have  been  issued. 

Other  areas  in  which  a  favorable  ruling  is  issued  upon  inclu- 
sion of  a  toll  charge 

A  favorable  ruling  also  ordinarily  will  be  issued  under  the  guide- 
lines when  assets  of  a  domestic  corporation  are  acquired  by  a  for- 
eign corporation  in  a  corporate  reorganization  (Code  sees.  354,  355, 
356  and  361),  provided  the  transferor  agrees  to  include  in  its  gross 
income  an  appropriate  amount  to  reflect  realization  of  income  or 
gain  on  those  transferred  assets  whose  transfer  would  precipitate 
an  unfavorable  ruling  in  connection  with  a  section  351  exchange. 
For  example,  if  a  foreign  corporation  acquires  the  assets  of  a  do- 
mestic corporation  solely  in  exchange  for  part  of  the  foreign  corpo- 
ration's stock  (a  type  "C"  reorganization)  and  the  acquired  assets 
include  inventory  (a  tainted  asset),  a  favorable  ruling  will  be  issued 
(and  tax-free  reorganization  treatment  obtained)  only  if  the  domes- 
tic corporation  agrees  to  include  in  its  gross  income  a  toll  charge 
reflecting  the  realization  of  income  from  the  inventory. 

Similarly,  a  favorable  ruling  ordinarily  will  be  issued  when  a  do- 
mestic corporation  is  liquidated  into  a  foreign  parent  corporation, 
provided  the  domestic  corporation  agrees  to  include  in  its  gross 
income  an  appropriate  amount  to  reflect  realization  of  income  or 
gain  on  those  transferred  assets  whose  transfer  would  precipitate 
an  unfavorable  ruling  in  connection  with  a  351  exchange.  In  the 
case  of  both  corporate  reorganizations  and  liquidations  into  foreign 
parents,  the  character  of  the  toll  charge  and  any  basis  adjustments 
are  determined  as  though  the  property  were  transferred  in  a  tax- 
able exchange. 

Treatment  of  partnerships 

The  guidelines  do  not  discuss  outbound  transfers  by  partnerships 
or  outbound  transfers  of  partnership  interests.  However,  Treasury 
regulations  proposed  in  1982  (Prop.  Treas.  Regs.  sec.  1.367(a)-l(bX3)) 
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provide  that  a  transfer  of  property  by  a  partnership  to  a  foreign 
corporation  is  treated  for  purposes  of  section  367  as  an  indirect 
transfer  of  the  property  by  the  partners,  with  each  partner  trans- 
ferring the  portion  of  each  asset  transferred  that  is  attributable  to 
that  partner's  partnership  interest.  The  proposed  regulations  do 
not  prescribe  the  substantive  treatment  of  the  transferred  assets. 
Rather,  the  transferred  assets  are  generally  examined  under  the 
guidelines  standards,  e.g.,  an  asset  is  considered  to  be  tainted  if  it 
is  an  inventory  item,  leased  property,  certain  stock,  etc.  The  pro- 
posed regulations  do  not  distinguish  between  limited  and  general 
partnership  interests  and  do  not  provide  rules  for  the  transfer  by 
partners  of  their  partnership  interests. 

Use  of  closing  agreements 

Some  taxpayers  have  suggested  that  the  IRS  should  issue  a  fa- 
vorable ruling  under  section  367  when  a  transferor  is  willing  to 
enter  into  a  closing  agreement  with  the  IRS  obligating  the  trans- 
feror to  pay  tax  on  any  gain  from  a  subsequent  disposition  of  the 
transferred  assets  by  the  transferee  within  a  certain  number  of 
years  after  the  transfer.  Currently,  the  Service  declines  to  do  so  be- 
cause of  the  perceived  administrative  burden  of  concluding  such 
agreements  and  possible  difficulties  in  enforcing  them. 

In  the  Kaiser  case,  the  Tax  Court  noted  with  apparent  disapprov- 
al the  unwillingness  of  the  Service  in  that  case  to  propose  a  closing 
agreement  with  the  taxpayer  that  specified  terms  and  conditions 
for  a  transfer  of  stock  subject  to  section  367.  The  Court  indicated 
that  an  agreement  by  the  transferor  to  pay  tax  in  that  case  on  a 
subsequent  disposition  of  the  stock  by  the  transferee  would  obviate 
any  principal  tax  avoidance  purpose. 

Transfers  of  intangible  assets 

Research,  experimentation,  and  development,  if  successful,  gener- 
ate valuable  intangible  assets,  such  as  patents  and  know-how.  U.S. 
tax  rules  contain  tax  incentives  designed  to  encourage  research,  ex- 
perimentation, and  development.  For  instance,  business  expendi- 
tures to  develop  or  create  an  asset  with  a  useful  life  that  extends 
beyond  the  taxable  year  is  generally  required  to  be  capitalized — 
that  is,  they  are  not  fully  deductible  in  the  current  year.  However, 
taxpayers  may  elect  to  deduct  currently  business  '  'research  or  ex- 
perimental expenditures"  (sec.  174).  Taxpayers  may  also  currently 
claim  a  tax  credit  for  25  percent  of  certain  incremental  research 
expenses  (sec.  44F).  In  addition,  under  temporary  legislation  en- 
acted in  1981,  all  research  and  experimental  expenditures  paid  or 
incurred  for  activities  conducted  in  the  United  States  reduce  U.S. 
income  (for  purposes  of  the  foreign  tax  credit  limitation).  This 
treatment  allows  some  taxpayers  to  use  more  foreign  tax  credits. 

Under  the  guidelines,  a  toll  charge  must  be  included  in  income 
in  order  to  obtain  a  favorable  ■  ruling  with  respect  to  an  exchange 
involving  a  transfer  to  a  foreign  corporation  of  a  U.S.  patent,  trade- 
mark, or  other  intangibles  for  use  in  connection  with  manufactur- 
ing for  sale  or  consumption  in  the  United  States.  Thus,  the  transfer 
of  U.S.-developed  know-how  to  a  tax-haven  subsidiary  for  use  in 
manufacturing  goods  for  the  U.S.  market  (a  "U-turn")  is  subject  to 
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tax.  Otherwise,  U.S.  owners  of  know-how  could  shift  income  that 
arose  from  that  know-how  offshore. 

Similarly,  transfers  to  foreign  corporations  of  U.S.  patents,  trade- 
marks, and  other  intangibles  for  use  in  connection  with  a  U.S. 
trade  or  business  are  subject  to  a  toll  charge  under  the  guidelines. 
Thus,  the  U.S.  holder  of  a  soft-drink  trademark  cannot  transfer  it 
tax-free  to  a  foreign  subsidiary  (which  could  then  charge  the  U.S. 
transferor  a  license  fee).  Otherwise,  U.S.  owners  and  users  of  trade- 
marks could  shift  income  offshore. 

Under  the  guidelines,  transfers  of  foreign  patents,  trademarks, 
and  similar  intangibles  for  use  in  connection  with  the  sale  of  goo$s 
manufactured  in  the  United  States  are  subject  to  a  toll  charge. 
This  rule  also  prevents  shifting  of  income  outside  U.S.  taxing  juris- 
diction. 

By  implication,  transfers  of  intangibles  for  use  in  connection 
with  a  foreign  trade  or  business  for  consumption  outside  the 
United  States  generally  may  not  be  taxable  under  these  IRS  proce- 
dures.2 Thus,  U.S.  persons  who  take  advantage  of  tax  incentives  for 
research  may  transfer  the  fruits  of  research  (intangibles)  to  foreign 
corporations  that  may  use  the  intangibles  free  of  any  U.S.  tax. 

In  addition,  some  taxpayers  have  apparently  taken  the  position 
that  the  transfer  of  foreign  patents  or  know-how  for  use  in  foreign 
manufacturing  for  the  U.S.  market  is  not  subject  to  tax  under  the 
guidelines. 

In  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982,  Congress 
specified  the  extent  to  which  income  from  intangibles  could  escape 
U.S.  tax  under  the  possessions  corporations  rules,  which  benefit 
primarily  Puerto  Rico.  That  Act  treats  transfers  of  any  possession- 
related  intangibles  to  foreign  jurisdictions  as  having  a  principal 
purpose  of  tax  avoidance. 

Incorporation  of  foreign  loss  branches 

A  transfer  of  the  assets  of  a  foreign  branch  of  a  U.S.  corporation 
to  a  foreign  corporation  which  otherwise  qualifies  as  a  tax-free  con- 
tribution to  the  capital  of  the  foreign  corporation  or  as  a  tax-free 
reorganization  is  a  transfer  of  assets  from  U.S.  taxing  jurisdiction. 
Thus,  corporate  status  is  denied  to  the  foreign  transferee  corpora- 
tion in  the  absence  of  an  IRS  determination  that  the  exchange  did 
not  have  the  avoidance  of  Federal  income  taxes  as  one  of  its  princi- 
pal purposes. 

Where  a  foreign  branches  recognizes  a  loss,  that  loss  can  result 
in  a  U.S.  tax  benefit  either  because  it  reduces  U.S.  tax  on  domestic 
source  income  or  because  it  reduces  U.S.  tax  on  other  foreign 
income. 

Where  the  branch  whose  losses  have  reduced  U.S.  tax  on  domes- 
tic source  income  is  incorporated  the  losses  are  later  recaptured 
through  the  foreign  tax  credit  limitation  (sec.  904(f)).  Where  the 
losses  had  reduced  U.S.  tax  on  foreign  income  the  transaction  has 
as  its  principal  purpose  the  avoidance  of  Federal  income  tax  (see 
Rev.  Rul.  78-201),  1978-1  C.B.  91).  Under  IRS  procedures  these 


2  The  Internal  Revenue  Service  has  frequently  issued  private  letter  rulings  that  such  transfers 
do  not  have  a  principal  purpose  of  tax  avoidance.  See,  e.g.,  LTR  8404026  (October  31,  1983);  LTR 
8405004  (September  29,  1983);  LTR  8405113  (November  4,  1983). 
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losses  are  then  recaptured  to  the  extent  of  the  gain  realized  on  the 
exchange  (Rev.  Rul.  80-246,  1980-2  C.B.  125;  Rev.  Rul.  82-146,  1982-2 
C.B.  84). 

The  Tax  Court,  however,  has  held  that  the  transfer  of  the  assets 
of  a  foreign  branch  to  a  foreign  corporation  did  not  have  a  tax 
avoidance  purpose.  Hershey  Foods  Corp.  v.  Commissioner,  76  T.C. 
312  (1981).  In  that  case,  however,  the  branch  losses  had  not  result- 
ed in  a  tax  benefit  to  the  U.S.  corporation  because  the  corporation 
had  foreign  tax  credits  that  would  have  eliminated  U.S.  on  foreign 
income  in  any  event. 

Judicial  interpretation  of  the  principal  purpose  test 

The  Tax  Court  has  interpreted  the  statute's  principal  purpose  of 
tax  avoidance  test  as  allowing  tax-free  transfers  of  appreciated 
property  to  foreign  corporations  unless  the  exchange  is  "in  pursu- 
ance of  a  plan  having  as  one  of  its  'first-in-importance'  purposes 
the  avoidance  of  Federal  income  taxes."  Dittler  Bros.  v.  Commis- 
sioner, 72  T.C.  896,  915  (1979).  In  Dittler,  a  U.S.  corporation  owned 
know-how  for  the  production  of  rub-off  lottery  tickets.  It  trans- 
ferred that  know-how  for  50  percent  of  the  stock  of  a  corporation 
organized  in  the  Netherlands  Antilles.  The  Netherlands  Antilles 
corporation,  which  operated  through  a  subsidiary,  was  to  use  that 
know-how  in  connection  with  non-U.S.  manufacturing  for  non-U.S. 
markets.  The  other  50  percent  belonged  to  a  United  Kingdom  cor- 
poration, which  contributed  marketing  intangibles.  Related  parties 
were  to  do  the  manufacturing  and  marketing  of  lottery  tickets  for 
that  Netherlands  Antilles  corporation.  The  Netherlands  Antilles 
corporation  operated  through  independent  contractors  and  had 
very  little  in  the  way  of  fixed  assets. 

The  IRS  denied  the  U.S.  transferor's  request  for  a  ruling  that  the 
transfer  of  know-how  did  not  have  as  one  of  its  principal  purposes 
the  avoidance  of  Federal  income  tax.  It  based  its  denial  on  a  failure 
to  satisfy  the  guideline  requirement  that  the  transferee  devote  the 
assets  to  the  active  conduct  of  a  trade  or  business  and  that  the 
transferee  generally  have  need  for  fixed  assets  in  that  business. 
The  Service's  factual  grounds  for  that  denial  included  (1)  the  Neth- 
erlands Antilles  corporation  would  not  engage  in  any  active  busi- 
ness; rather,  its  income  would  arise  from  the  know-how  and  other 
intangibles  and  rights  that  it  received  from  related  parties;  and,  (2) 
the  arrangement  created  a  potential  for  tax  avoidance  in  that 
income  from  exploitation  of  the  know-how  was  diverted  to  a  pas- 
sive recipient  in  a  foreign  tax-haven  country. 

The  Tax  Court  did  not  disapprove  of  the  guidelines'  active  trade 
or  business  requirement  or  the  guidelines'  fixed  asset  requirement. 
It  did  not  reach  the  question  whether  transacting  business  through 
independent  contractors  constitutes  an  active  trade  or  business. 
The  Court  found,  despite  the  specific  active  trade  or  business  stand- 
ard in  the  guidelines,  that  the  transfer  fell  within  a  more  general 
rule  in  the  guidelines — reflecting  the  statute's  principal  purpose 
test — that  a  taxpayer  is  free  to  establish  that  based  on  all  the  facts 
and  circumstances  of  his  case  a  favorable  ruling  should  be  issued, 
notwithstanding  any  contrary  statements  contained  in  the  guide- 
lines. 
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The  Tax  Court  concluded  that  this  transfer  did  not  have  a  princi- 
pal purpose  of  tax  avoidance.  It  based  that  conclusion  on  several 
factors,  including  that:  (1)  the  U.S.  transferor's  United  Kingdom  co- 
owner  of  the  Netherlands  Antilles  corporation  demanded  the  Antil- 
les location  and  the  form  of  the  transaction,  and  that  (2)  that  there 
was  a  business  reason  for  retention  of  up  to  25  percent  of  the  trans- 
feree's profits  in  the  Netherlands  Antilles  corporation.  The  Court 
found  insubstantial  evidence  to  support  the  conclusion  that  the 
U.S.  transferor  "controlled  the  form  and  structure  of  the  transac- 
tion." Lacking  control,  the  U.S.  transferor  did  not  make  the  trans- 
fer in  pursuance  of  a  plan  having  as  one  of  its  principal  purposes 
the  avoidance  of  Federal  income  tax. 

Excise  tax  on  certain  transfers  not  subject  to  section  367 

An  excise  tax  generally  is  imposed  on  certain  outbound  transfers 
of  property  not  described  in  section  367  when  the  transferor  fails  to 
establish  to  the  satisfaction  of  the  Secretary  of  the  Treasury  that 
the  transfer  is  not  in  pursuance  of  a  plan  having  as  one  of  its  prin- 
cipal purposes  the  avoidance  of  Federal  income  tax  (Code  sees. 
1491-94).  The  excise  tax  generally  applies  to  transfers  of  property, 
whether  otherwise  tax-free  or  taxable,  by  U.S.  persons  (including 
corporations  and  partnerships)  to  foreign  corporations,  foreign 
partnerships,  and  foreign  estates  and  trusts.  However,  in  the  case 
of  transfers  of  property  to  foreign  corporations,  the  tax  applies  only 
to  property  treated  as  paid-in  surplus  or  as  a  contribution  to  capi- 
tal. 

The  excise  tax  is  equal  to  35  percent  of  the  transferor's  gain 
which  is  not  recognized  at  the  time  of  the  transfer.  But  to  the 
extent  the  transferor  immediately  recognizes  gain  on  the  transfer, 
the  amount  against  which  the  tax  is  applied  is  reduced. 

A  transferor  may  elect  to  treat  a  transfer  otherwise  subject  to 
excise  tax  as  a  sale  or  exchange  of  the  property  transferred  and  to 
recognize  as  gain  (but  not  loss)  in  the  year  of  the  transfer  the 
excess  of  the  fair  market  value  of  the  property  over  the  transfer- 
or's adjusted  basis  for  determining  gain  on  the  property  (sec.  1057). 
To  the  extent  that  gain  is  recognized  in  the  year  of  the  transfer 
pursuant  to  this  election,  the  transfer  is  not  subject  to  the  excise 
tax,  and  normal  rules  will  apply  to  increase  the  transferred  proper- 
ty's basis  to  the  transferee  by  the  amount  of  gain  received.  Howev- 
er, since  the  objective  of  the  excise  tax  is  to  prevent  a  transfer 
from  escaping  tax  which  is  in  pursuance  of  a  plan  having  as  one  of 
its  principal  purposes  the  avoidance  of  tax,  an  election  which  has 
such  a  principal  purpose  is  not  permitted. 

Declaratory  judgment  procedure 

The  Tax  Reform  Act  of  1976  established  a  declaratory  judgment 
procedure  allowing  taxpayers  to  litigate  in  the  Tax  Court  section 
367  determinations  in  actual  controversy  (Code  sec.  7477).  Congress 
established  this  procedure  because  the  ruling  requirement  prevent- 
ed a  taxpayer  from  going  through  with  a  transaction  and  then  liti- 
gating in  court  the  question  of  whether  tax  avoidance  was  one  of 
the  principal  purposes  of  the  transaction.  While  Congress  generally 
approved  of  the  standards  applied  by  the  IRS  in  making  rulings, 
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Congress  believed  that  there  may  have  been  cases  where  these 
standards  were  inappropriate  or  were  not  being  correctly  applied. 

Under  the  special  declaratory  judgment  procedure,  the  Tax 
Court  is  empowered  to  review  whether  an  Internal  Revenue  Serv- 
ice determination  as  to  tax  avoidance  is  reasonable,  and  whether 
the  conditions  imposed  in  making  the  determination  are  reasonable 
conditions  in  order  to  prevent  the  avoidance  of  tax. 

Any  such  declaration  has  the  force  and  effect  of  a  final  judgment 
or  decree  and  is  reviewable  as  such.  The  Tax  Court  is  required  to 
base  its  determination  upon  the  reasons  provided  by  the  IRS  in  its 
notice  to  the  party  making  the  request  for  a  determination.  The 
facts  that  the  IRS  and,  hence,  the  Tax  Court  must  base  its  determi- 
nation upon  are  generally  those  provided  by  the  taxpayer  in  its 
ruling  request;  the  IRS  can  request  additional  facts  not  provided  in 
the  initial  ruling  request  but  ultimately  must  issue  a  ruling  wheth- 
er the  taxpayer  provides  them  or  not.  The  Tax  Court's  judgment  is 
limited  to  a  scrutiny  of  the  IRS's  determination. 

For  a  petitioner  to  receive  a  declaratory  judgment  from  the  Tax 
Court  under  this  procedure,  he  must  demonstrate  that  he  has  ex- 
hausted all  administrative  remedies  available  to  him  within  the  In- 
ternal Revenue  Service.  Thus,  he  must  demonstrate  that  he  has 
made  a  request  to  the  Internal  Revenue  Service  for  a  determina- 
tion and  that  the  Service  has  either  failed  to  act,  or  has  acted  ad- 
versely to  him,  and  that  he  has  appealed  any  adverse  determina- 
tion. 

Reasons  for  Change 

The  Congress  originally  enacted  the  special  rules  for  non-recogni- 
tion transactions  involving  foreign  corporations  (sec.  367)  to  close 
serious  loopholes.  While  that  provision  has  generally  worked  well 
over  the  years,  a  series  of  Tax  Court  cases  have  threatened  to 
weaken  it. 

First,  the  provisions  apply  only  to  transfers  '  'pursuant  to  a  plan 
having  as  one  of  its  principal  purposes  the  avoidance  of  Federal 
income  taxes"  (sec.  367(a)).  Interpreting  this  provision  in  the  case  of 
Dittler  Brothers,  Inc.  v.  Commissioner,  the  Tax  Court  referred  to  a 
'  'principal"  purpose  as  being  a  purpose  '  'first  in  rank,  authority, 
importance  or  degree."  The  implication  of  the  case  was  that  a  tax 
avoidance  purpose  for  a  transfer  must  be  greater  in  importance 
than  any  business  purpose  before  section  367(a)  will  apply  to  pre- 
vent a  tax-free  outbound  transfer  of  property.  This  narrow  inter- 
pretation by  the  Tax  Court  of  the  principal  purpose  test  has  caused 
the  Internal  Revenue  Service  difficulty  in  administering  section 
367(a)  in  a  way  which  restricts  the  types  of  tax  avoidance  transfers 
that  the  provisions  of  that  section  were  intended  to  combat.  This 
restrictive  interpretation,  with  which  this  committee  disagrees, 
threatens  to  undermine  the  utility  of  section  367,  with  the  result 
being  an  incentive  for  foreign  investment.  This  committee  has  no 
intention  of  condoning  such  a  result. 

The  bill  generally  replaces  the  principal  purpose  test  of  present 
law  with  an  "active  trade  or  business"  exception.  Generally,  a 
transfer  of  property  by  a  U.S.  person  to  a  foreign  corporation  in  a 
corporate  organization,  reorganization,  or  liquidation  will  be  sub- 
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ject  to  the  section  367  tax  rules  unless  the  property  is  transferred 
for  use  by  the  foreign  corporation  in  the  active  conduct  of  a  trade 
or  business  outside  the  United  States. 

Transfers  of  intangibles 

In  addition  to  the  general  problems  associated  with  judicial  inter- 
pretations of  the  principal  purpose  test  of  section  367(a),  specific 
and  unique  problems  exist  with  respect  to  applying  section  367(a) 
to  the  transfer  by  U.S.  persons  of  manufacturing  and  marketing  in- 
tangibles to  foreign  corporations.  Under  its  published  ruling  guide- 
lines, the  Internal  Revenue  Service  generally  has  issued  favorable 
rulings  for  transfers  of  patents  and  similar  intangibles  for  use  in 
an  active  trade  or  business  of  the  foreign  transfer  corporation.  The 
only  exception  are  transfers  of  certain  intangibles  used  in  connec- 
tion with  a  trade  or  business  in  the  United  States  or  in  connection 
with  goods  to  be  manufactured,  sold  or  consumed  in  the  United 
States.  In  light  of  this  favorable  ruling  policy,  a  number  of  U.  S. 
companies  have  adopted  a  practice  of  developing  patents  or  similar 
intangibles  at  their  facilities  in  the  United  States.  When  these  in- 
tangibles appear  ready  for  profitable  exploitation,  they  are  trans- 
ferred to  a  manufacturing  subsidiary  incorporatd  in  a  low-tax  for- 
eign jurisdiction  (or  in  a  high-tax  jurisdiction  that  offers  a  tax  holi- 
day for  specified  local  manufacturing  operations).  By  engaging  in 
such  a  practice,  the  transferor  U.S.  companies  hope  to  reduce  their 
U.S.  taxable  income  by  deducting  substantial  research  and  experi- 
mentation expenses  associated  with  a  the  development  of  the  trans- 
ferred intangible  and,  by  transferring  the  intangible  to  a  foreign 
corporation  at  the  point  of  profitablilty,  to  ensure  deferral  of  U.S. 
tax  on  the  profits  generated  by  the  intangible.  By  incorporating  the 
transferee  in  a  low-tax  jurisdiction,  the  U.S.  companies  also  avoid 
any  significant  foreign  tax  on  such  profits. 

Tainted  assets 

The  committee  generally  approves  of  the  current  administrative 
practice  of  denying  tax-free  treatment  to  exchanges  involving  out- 
bound transfers  of  liquid  or  passive  investment  assets  unless  the 
U.S.  tax  on  the  potential  earnings  from  such  assets  is  paid  or  pre- 
served for  future  payment.  Accordingly,  the  bill  provides  that, 
except  as  provided  in  regulations,  tax-free  treatment  will  be  un- 
available for  exchanges  involving  certain  assets  ("tainted  assets"). 

The  bill  generally  codifies  the  tainted  asset  categories  described 
in  the  IRS  guidelines.  However,  the  bill  alters  these  categories  in 
several  respects.  First,  it  has  come  to  the  committee's  attention 
that  stock  and  securities  transferred  to  foreign  corporations  are 
sometimes  clearly  to  be  used  by  the  foreign  corporations  in  the 
active  conduct  of  a  trade  or  business.  Accordingly,  the  bill  does  not 
treat  stock  and  securities  as  tainted  assets.  All  exchanges  involving 
transfers  of  stock  and  securities  will  be  tested  under  the  active 
trade  or  business  exception.  Stock  will  be  considered  as  transferred 
for  use  in  an  active  trade  or  business  when  transferred  under  cir- 
cumstances resembling  those  existing  at  the  time  of  the  transfer  in 
the  Kaiser  case  or  under  certain  other  limited  circumstances. 

Second,  two  other  categories  of  assets  treated  as  tainted  under 
the  guidelines  are  not  so  treated  under  the  bill:  assets  whose  sale 
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by  the  transferee  is  a  principal  purpose  of  the  transfer  and  assets 
likely  to  be  leased  or  licensed  by  the  transferee.  Similar  to  the 
treatment  of  exchanges  involving  transfers  of  stock,  exchanges  in- 
volving transfers  of  these  assets  will  be  tested  under  the  active 
trade  or  business  exception.  Generally,  these  assets  will  not  be  con- 
sidered to  be  transferred  for  use  in  the  active  conduct  of  a  trade  or 
business.  However,  the  committee  believes  that  the  leasing  of 
transferred  tangible  assets  should  not  preclude  tax-free  treatment 
of  the  related  exchange  when  the  transferee  is  engaged  in  the 
active  conduct  of  a  leasing  business  involving  such  assets,  the 
transferred  assets  will  not  be  leased  in  the  United  States,  and  the 
transferee  has  a  need  for  a  substantial  investment  in  the  type  of 
assets  transferred. 

Third,  foreign  currency  is  defined  as  a  tainted  asset.  The  commit- 
tee understands  that  foreign  currency  transfers  by  U.S.  businesses 
have  increased  significantly  in  recent  years  due  to  the  increased 
multinationalization  of  U.S.  business  and  the  substitution  of  float- 
ing for  fixed  exchange  rates  in  1971.  Because  of  the  obvious  liquid- 
ity of  foreign  currency,  it  can  easily  and  quickly  be  disposed  of  by  a 
foreign  transferee.  There  should  be  U.S  tax  on  gains  attributable  to 
exchange  rate  fluctuations. 

Goodwill  developed  by  a  foreign  branch 

The  committee  does  not  anticipate  that  the  transfer  of  goodwill 
or  going  concern  value  developed  by  a  foreign  branch  to  a  newly 
organized  foreign  corporation  will  result  in  abuse  of  the  U.S.  tax 
system. 

Transfers  of  partnership  interests 

The  committee  believes  that  a  transfer  of  a  partnership  interest 
by  the  partner  to  a  foreign  corporation  generally  should  receive  the 
same  tax  treatment  as  a  transfer  of  the  partner's  pro  rata  share  of 
the  partnership  assets.  Accordingly,  the  bill  provides  that,  except 
as  provided  in  regulations,  U.S.  persons  who  transfer  partnership 
interests  to  foreign  corporations  in  exchanges  described  in  section 
367  are  to  be  treated  as  transferring  their  pro  rata  share  of  the 
partnership  assets.  This  rule  goes  beyond  the  proposed  regulations 
which  deem  partners  to  be  the  transferors  of  partnership  assets  for 
section  367  purposes  only  when  the  partnership  transfers  such 
assets. 

Incorporation  of  foreign  loss  branches 

In  cases  where  a  foreign  branch  has  losses  that  reduce  U.S.  tax 
on  foreign  income  there  is  as  much  a  potential  for  a  double  benefit 
as  there  is  in  the  case  of  foreign  branches  that  reduce  U.S.  tax  on 
domestic-source  income.  The  case  of  foreign  losses  reducing  domes- 
tic income  is  addressed  generally  through  the  foreign  tax  credit 
limitation  (sec.  904);  the  case  of  foreign  branch  losses  reducing  only 
foreign  income  is  not.  Thus,  without  more,  a  double  benefit  can  be 
obtained  upon  the  incorporation  of  a  foreign  branch  that  has  real- 
ized losses. 

The  committee  believes,  however,  that  a  double  benefit  can  be 
prevented  under  present  law  because  the  transfer  of  a  foreign 
branch  that  has  realized  losses  can  be  a  transfer  for  the  primary 
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purpose  of  avoiding  Federal  income  taxes.  The  committee  believes 
that  the  IRS  position  on  this  issue,  as  expressed  in  Rev.  Rul.  78-201, 
is  correct  policy  and  is  consistent  with  present  law.  The  Tax  Court, 
in  Hershey,  has  taken  the  contrary,  and  incorrect  view.  The  com- 
mittee believes  that  it  is  important  to  clarify  the  law  to  prevent 
future  tax  avoidance. 

The  committee  is  aware  that  foreign  branch  losses  may  offset  for- 
eign income  that  is  effectively  exempt  from  U.S.  tax  by  virtue  of 
the  foreign  tax  credit.  In  that  case  recapture  may  not  always  be 
appropriate.  If  the  foreign  branch  of  a  U.S.  person  incurs  a  loss 
that  offsets  high-taxed  foreign  income,  that  income  would  be  free  of 
U.S.  tax  anyway  under  the  foreign  tax  credit. 

Ruling  requirement  and  declaratory  judgment  procedure 

The  committee  understands  that  standards  for  the  issuance  of  fa- 
vorable and  adverse  rulings  have  become  relatively  well-defined 
through  continuing  administrative  interpretation  and  practice.  The 
development  of  such  standards,  which  the  bill  codifies  in  part,  has 
imparted  a  substantial  degree  of  regularity  to  the  ruling  process. 
Given  certain  facts,  taxpayers  can  predict  whether  the  IRS  will 
issue  a  favorable  or  an  adverse  ruling.  The  elimination  of  the  prin- 
cipal purpose  test,  the  application  of  which  involves  a  primarily 
factual  determination,  should  further  increase  predictability  of 
result  under  section  367.  At  the  same  time,  many  taxpayers  consid- 
er the  ruling  requirement  burdensome,  and  the  requirement  has 
placed  a  steadily  increasing  demand  on  Service  resources  as  out- 
bound transfers  have  increased  in  number.  The  committee  believes 
that  the  elimination  of  the  principal  purpose  test  renders  the 
ruling  requirement  unnecessary.  Accordingly,  that  bill  eliminates 
the  ruling  requirement.  Taxpayers  will  now  be  able  to  proceed 
freely  with  exchanges  involving  outbound  transfers  without  ad-  j 
vance  or  post  transaction  clearance.  The  exchanges  will  be  either  i 
tax-free  or  will  involve  the  payment  of  an  appropriate  toll  charge, 
in  accordance  with  the  substantive  rules  set  forth  in  section  367,  as 
amended  by  the  bill.  However,  taxpayers  planning  a  transfer  sub-  I 
ject  to  section  367  who  seek  the  certainty  of  tax  treatment  that  a 
ruling  provides  may  request  a  discretionary  ruling  regarding  the  ! 
tax  treatment  of  the  transfer. 

The  special  declaratory  judgment  procedure  of  present  law, 
under  which  the  Tax  Court  reviews  section  367  rulings  and  consid- 
ers ruling  requests,  was  enacted  because,  under  prior  law,  a  tax- 
payer who  received  an  adverse  ruling,  practically  speaking,  could 
not  proceed  with  the  transaction  at  issue  (unless  the  taxpayer  was 
willing  to  comply  with  the  ruling  and  treat  the  transaction  as  fully 
taxable  or  accept  a  toll  charge  as  the  case  may  be).  The  elimination  j 
of  the  ruling  requirement  means  that  taxpayers  will  no  longer  be 
prevented  from  carrying  out  transactions  by  rulings  which  the  tax- 
payers were  compelled  by  law  to  obtain.  The  committee  believes 
that  the  declaratory  judgment  procedure  is  no  longer  necessary  in 
light  of  the  elimination  of  the  ruling  requirement.  Accordingly,  the 
bill  repeals  the  declaratory  judgment  procedure  for  section  367  de-  |; 
terminations. 

With  the  elimination  of  the  ruling  requirement  and  the  declara- 
tory judgment  procedure,  there  is  also  eliminated  an  unintended 
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advantage  presently  conferred  on  taxpayers:  full  control  over  the 
nature  of  the  factual  evidence  upon  which  an  Internal  Revenue 
Service  determination  or  a  declaratory  judgment  determination 
under  section  367  is  based.  Under  the  mandatory  ruling  procedure 
of  present  law,  the  Service  must  issue  a  ruling  based  on  whatever 
facts  the  taxpayer  provides.  The  Service  can  request  additional  in- 
formation but  cannot  compel  its  disclosure.  A  Tax  Court  declara- 
tory judgment  is  generally  based  in  turn  on  the  administrative 
record  and  is  limited  to  a  declaration  of  whether  the  Service  acted 
reasonably.  Under  the  new  discretionary  ruling  procedure,  the 
Service  will  decline  to  rule  if  the  taxpayer  does  not  present  facts 
that  the  Service  deems  sufficient  upon  which  to  base  a  ruling. 
Moreover,  judicial  review  of  a  section  367  determination  will  in- 
volve a  trial  and  full  development  of  a  factual  record.  That  factual 
record  will  be  independent  of  the  existing  administrative  record.  It 
might  include  information  about  the  manner  in  which  the  ex- 
change at  issue  was  actually  carried  out  (as  distinguished  from  in- 
formation about  the  plan  for  the  exchange)  and  information  about 
how  the  transferred  property  was  used  and  whether  the  transferee 
disposed  of  it  after  the  transfer. 

So  that  the  Internal  Revenue  Service  will  continue  to  be  in- 
formed of  outbound  transfers  of  property  subject  to  section  367,  the 
bill  establishes  a  notification  requirement  and  a  set  of  penalties  for 
failure  to  comply  with  the  requirement.  Without  a  mechanism  for 
appraising  the  Service  of  outbound  transfers  like  a  notification  re- 
quirement or  the  ruling  requirement  of  present  law,  the  Service 
generally  would  have  to  depend  on  audits  to  detect  outbound  trans- 
fers of  property  subject  to  section  367  and  any  instances  of  failure 
to  pay  tax  due  on  such  transfers.  Because  of  the  complexity  of 
some  corporate  income  tax  returns  and  some  exchanges  which  cor- 
porations carry  out,  the  audit  process  is  not  a  reliable  means  of  iso- 
lating exchanges  subject  to  section  367. 

Explanation  of  Provision 

Overview 

The  bill  restructures  the  rules  governing  transfers  of  property 
outside  the  United  States.  Under  the  general  rule,  a  foreign  corpo- 
ration is  not  considered  a  corporation  for  purposes  of  determining 
the  extent  to  which  gain  is  recognized  on  the  transfer.  An  excep- 
tion is  provided  for  transfers  of  property  used  in  the  active  conduct 
of  a  trade  or  business  outside  of  the  United  States.  Transfers  of 
stock,  securities,  or  partnership  interests  may  qualify  for  the  excep- 
tion. The  bill  authorizes  the  Secretary  to  designate  other  transfers 
that  are  excepted  from  the  general  rule.  In  addition,  the  bill  im- 
poses a  notification  requirement  with  respect  to  transfers  of  prop- 
erty outside  the  United  States. 

Certain  categories  of  tainted  assets  (similar  to  those  in  the  IRS 
guidelines)  are  ineligible  for  the  trade  or  business  exception.  The 
exception  to  the  general  rule  is  also  inapplicable  to  the  incorpora- 
tion of  certain  foreign  branches  in  circumstances  where  the  branch 
has  operated  at  a  loss.  Special  rules  are  provided  for  the  transfer  of 
intangibles  (e.g.,  patents,  know-how,  trademarks  or  similar  items), 
under  which  the  taxpayer  is  treated  as  receiving  income  over  the 
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useful  life  of  the  intangible  in  an  amount  reflecting  reasonable  li- 
censing payments. 

The  principles  governing  the  imposition  of  section  367  toll 
charges  and  the  35  percent  excise  tax  on  outbound  transfers  not 
covered  by  section  367  are  similar.  To  preserve  the  consistency  be- 
tween the  toll  charge  and  excise  tax  rules,  the  bill  makes  conform- 
ing changes  in  the  excise  tax  provisions. 

General  rule 

If,  in  connection  with  any  exchange  described  in  section  332,  351, 
354,  355,  356,  or  361,  a  U.S.  person  transfers  property  to  a  foreign 
corporation,  such  foreign  corporation  generally  will  not,  for  pur- 
poses of  determining  the  extent  to  which  gain  will  be  recognized  on 
such  transfer,  be  considered  to  be  a  corporation.  As  under  current 
law,  except  to  the  extent  provided  in  regulations,  this  rule  will  not 
apply  to  the  transfer  of  stock  or  securities  of  a  foreign  corporation 
which  is  a  party  to  the  exchange  or  a  party  to  the  reorganization. 
The  term  "party  to  the  exchange"  as  used  in  this  provision  in- 
cludes a  party  to  the  reorganization  (as  defined  in  sec.  368(b))  and 
the  transferor  and  transferee  in  an  exchange  other  than  a  reorga- 
nization. 

Exception  for  property  transferred  for  use  in  an  active  trade  or 
business 

Except  as  provided  in  regulations,  the  general  rule  does  not 
apply  to  any  property  transferred  to  a  foreign  corporation  for  use 
by  such  foreign  corporation  in  the  active  conduct  of  a  trade  or  busi- 
ness. The  committee  believes,  notwithstanding  the  failure  of  Dittler 
to  reach  the  issue,  that  the  activities  engaged  in  by  the  corporation 
involved  there  did  not  constitute  an  active  trade  or  business.  The 
committee  contemplates  that  the  transfer  of  goodwill  or  going  con- 
cern value  developed  by  a  foreign  branch  will  be  treated  under  this 
exception  rather  than  a  separate  rule  applicable  to  intangibles.  The 
committee  expects  that,  prior  to  January  1,  1985  (the  effective  date 
of  the  bill),  the  Secretary  will  issue  regulations  prescribing  the 
standards  to  be  used  in  determining  whether  property  is  trans- 
ferred for  use  in  the  active  conduct  of  a  trade  or  business  within 
the  meaning  of  the  bill.  However,  if  the  Secretary  does  not  issue 
regulations  before  January  1,  1985,  it  is  intended  that  taxpayers 
will  continue  to  rely  on  the  current  IRS  practice  (as  reflected  in 
IRS  ruling  policy)  in  determining  the  existence  of  an  active  trade 
or  business. 

Treatment  of  stock  or  securities 

Certain  transfers  of  stock  and  securities  by  a  U.S.  person  to  a 
foreign  corporation  will  fall  within  the  active  trade  or  business  ex- 
ception and  will,  therefore,  be  free  of  U.S.  tax.  The  committee  be- 
lieves that  transfers  of  stock  resembling  that  in  the  Kaiser  case, 
discussed  above,  should  fall  within  the  exception  under  the  bill. 

The  regulations  implementing  the  active  trade  or  business  excep- 
tion are  also  to  specify  additional  circumstances  under  which  out- 
bound transfers  of  stock  may  fall  within  the  active  trade  or  busi- 
ness exception.  Generally,  additional  circumstances  which  might 
place  a  transfer  of  stock  within  the  exception  include  substantial 


1321 


ownership  by  the  transferee  in  the  corporation  whose  stock  is 
transferred,  and  integration  of  the  business  activities  of  that  corpo- 
ration with  the  business  activities  of  the  transferee.  The  committee 
expects,  in  particular,  that  a  transfer  of  stock  of  a  foreign  corpora- 
tion which  was  organized  under  the  laws  of  the  same  foreign  coun- 
try as  the  transferee  and  which,  immediately  after  the  exchange  is 
80-percent  owned  by  the  transferee  and  has  a  substantial  part  of  its 
business  assets  in  the  country  in  which  the  transferee  is  organized, 
normally  will  fall  within  the  active  business  exception  provided  the 
transferee  is  more  than  50-percent  owned  by  U.S.  persons  who,  im- 
mediately before  the  exchange,  controlled  the  transferor.  Unlike 
most  other  stock,  such  stock  is  not  treated  as  a  tainted  asset  under 
the  present  IRS  guidelines. 

The  committee  is  of  the  view  that  when  the  outbound  transfer  of 
stock  or  securities  not  registered  or  traded  on  any  securities  ex- 
change and  which  represent  a  majority  interest  in  a  foreign  corpo- 
ration is  at  issue,  the  principles  underlying  the  use  of  closing 
agreements  could  have  a  beneficial  impact  both  on  the  transferor's 
willingness  to  undertake  the  transaction,  and  the  Internal  Revenue 
Service's  ability  to  enforce  section  367.  The  committee  believes  that 
the  Internal  Revenue  Service  should  set  forth  regulations  whereby, 
where  appropriate,  the  IRS  would  not  impose  tax  on  the  transfer  of 
such  stock,  provided  the  transferor  agrees  that  the  stock  will  not  be 
disposed  of  by  the  transferee  (or  any  other  person)  for  a  substantial 
period  of  time  following  the  year  of  the  transfer.  The  transferor 
would  be  taxed  on  any  income  or  gain  from  a  disposition  of  the 
stock  as  if  the  disposition  took  place  in  the  year  of  the  original 
transfer  at  the  fair  market  value  of  the  stock  at  the  time  of  the 
original  transfer.  Thus,  interest  would  be  added  to  the  tax  for  the 
period  from  the  initial  transfer  to  the  subsequent  disposition. 

The  committee  understands  that  enforcement  of  such  regulations 
could,  in  some  cases,  present  problems.  However,  it  believes  that 
the  burdens  of  enforcing  compliance  would  not  outweigh  the  bene- 
fits of  regulations  in  many  cases.  To  promote  compliance,  the  IRS 
might  require  in  the  regulations,  for  example,  that  the  transferor 
certify  annually  for  the  15  years  following  the  transfer  that  the 
transferred  property  is  still  held  by  the  transferee  and  to  file  annu- 
ally a  waiver  of  the  statute  of  limitations  on  assessment.  In  addi- 
tion, the  IRS  might  require  that  the  transferor  furnish  sufficient 
security  to  ensure  that  any  tax  will  be  paid. 

Treatment  of  property  likely  to  be  leased 

Certain  transfers  by  a  U.S.  person  to  a  foreign  corporation  of 
property  likely  to  be  leased  by  the  transferee  foreign  corporation 
will  fall  within  the  active  trade  or  business  exception.  The  transfer 
of  tangible  property  of  a  type  leased  by  the  transferee  in  the  active 
conduct  of  a  leasing  business  should  generally  fall  within  the  ex- 
ception provided  the  property  transferred  is  not  to  be  leased  in  the 
United  States  and  the  transferee  has  need  for  substantial  invest- 
ment in  the  type  of  property  transferred.  The  committee  approves 
the  standards  of  a  1980  Treasury  revenue  procedure  applicable  to 
transferred  property  that  is  likely  to  be  leased.  (Rev.  Proc.  80-14, 
1980-1  C.B.  617). 
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Assets  ineligible  for  active  trade  or  business  exception 

Under  the  bill,  the  transfer  by  a  U.S.  person  to  a  foreign  corpora- 
tion of  property  falling  in  any  of  several  enumerated  categories  of 
tainted  assets,  even  if  for  use  by  the  corporation  in  the  active  con- 
duct of  a  trade  or  business,  will  not  be  tax-free,  except  as  provided 
in  regulations.  The  taxpayer  will  include  an  appropriate  toll  charge 
in  gross  income  but  will  otherwise  generally  get  tax-free  treatment 
of  an  exchange  with  respect  to  assets  other  than  the  tainted  prop- 
erty. 

The  bill  creates  a  new  tainted  asset  category:  foreign  currency  or 
other  property  denominated  in  foreign  currency.  ■ 'Other  property 
denominated  in  foreign  currency"  includes  installment  obligations, 
accounts  receivables,  accounts  payable,  and  other  obligations  enti- 
tling their  owner  to  receive  cash  payments  in  other  than  U.S.  dol- 
lars. It  is  the  committee's  understanding  that,  under  the  guide- 
lines, such  property  (with  the  exception  of  accounts  payable)  has 
been  considered  to  fall  into  the  general  accounts  receivable  catego- 
ry of  tainted  assets.  The  bill  also  provides  a  special  rule  for  trans- 
fers of  intangibles,  discussed  below. 

The  following  tainted  asset  categories  enumerated  in  the  bill  are 
carried  over  from  the  guidelines:  (1)  stock  in  trade  of  the  taxpayer 
or  other  property  of  a  kind  which  would  properly  be  included  in 
the  inventory  of  the  taxpayer  if  on  hand  at  the  close  of  the  taxable 
year,  or  property  held  by  the  taxpayer  primarily  for  sale  to  custom- 
ers in  the  ordinary  course  of  his  trade  or  business;  (2)  a  copyright, 
a  literary,  musical,  or  artistic  composition,  a  letter  or  memoran- 
dum, or  similar  property  held  (a)  by  a  taxpayer  whose  personal  ef- 
forts created  the  property,  (b)  in  the  case  of  a  letter,  memorandum, 
or  similar  property,  by  a  taxpayer  for  whom  the  property  was  pre- 
pared or  produced,  or  (c)  by  a  taxpayer  in  whose  hands  the  basis  of 
the  property  is  determined,  for  purposes  of  determining  gain  from 
a  sale  or  exchange,  by  reference  to  the  basis  of  the  property  in  the 
hands  of  a  taxpayer  described  in  (a)  or  (b);  (3)  installment  obliga- 
tions, accounts  receivable  (including  both  trade  and  service  receiv- 
ables) and  similar  property;  and  (4)  property  that,  at  the  time  of  its 
transfer,  is  leased  by  the  transferor  to  a  person  other  than  the 
transferee.  Thus,  the  transfer  by  a  U.S.  person  to  a  foreign  corpora- 
tion of,  for  example,  inventory  property,  in  an  exchange  described 
in  section  367,  will  generally  render  the  entire  exchange  taxable 
unless  the  transferor  includes  in  gross  income  an  appropriate  toll 
charge  reflecting  the  realization  of  income  or  gain  on  the  tainted 
inventory  property. 

Partnerships 

The  bill  contains  a  special  rule  for  transfers  of  partnership  inter- 
ests. Except  as  provided  in  regulations  to  be  prescribed  by  the  Sec- 
retary, a  transfer  by  a  U.S.  person  of  a  partnership  interest  to  a 
foreign  corporation  in  a  section  367  exchange  is  to  be  treated  as  a 
transfer  of  the  U.S.  person's  pro  rata  share  of  the  partnership 
assets.  Under  this  rule,  an  outbound  transfer  by  a  U.S.  person  of 
his  partnership  interest  generally  will  be  either  tax-free  or  subject 
to  a  toll  charge,  depending  upon  whether  the  transfer  of  the  under- 
lying partnership  assets  would  be  tax-free  or  subject  to  a  toll- 


1323 


charge,  respectively.  For  example,  the  transfer  by  a  U.S.  partner  to 
a  foreign  corporation  he  controls  of  his  interest  in  a  general  part- 
nership engaged  in  leasing,  some  of  whose  assets  are  leased  to 
other  than  the  transferee  (and  are,  therefore,  tainted  assets),  will 
be  subject  to  a  toll  charge  with  respect  to  those  leased  assets.  On 
the  other  hand,  if  the  general  partnership  and  the  transferee  for- 
eign corporation  are  actively  engaged  in  similar  manufacturing 
and  the  assets  of  the  partnership  are  chiefly  plant  and  equipment 
and  are  to  be  used  by  the  foreign  corporation  in  its  business,  then 
the  transfer  will  probably  come  within  the  active  trade  or  business 
exception  and,  therefore,  be  tax-free. 

Under  regulations  to  be  prescribed  by  the  Secretary,  this  special 
rule  will  not  apply  to  most  transfers  of  limited  partnership  invest- 
ments. Because  limited  partnership  interests  frequently  represent 
passive,  limited  liability  interests  comparable  to  stock  and  securi- 
ties, the  committee  believes  that  limited  partnership  interests  gen- 
erally should  be  treated  like  stock  and  securities  for  section  367 
purposes.  Thus,  a  transfer  of  a  limited  partnership  interest  to  a  for- 
eign corporation  generally  will  fall  within  the  active  trade  or  busi- 
ness exception  only  under  the  limited  circumstances  in  which  a 
transfer  of  comparable  stock  or  securities  would  do  so. 

Special  rules  for  transfers  of  intangibles 

Except  as  provided  in  regulations  to  be  prescribed  by  the  Secre- 
tary, transfers  of  intangible  property  are  treated  as  transfers  made 
pursuant  to  exclusive  licensing  agreements.  Intangible  property  is 
defined  as  any  (i)  patent,  invention,  formula,  process,  design,  pat- 
tern, or  know-how,  (ii)  copyright,  literary,  musical,  or  artistic  com- 
position, (iii)  trademark,  trade  name,  or  brand  name,  (iv)  franchise, 
license,  or  contract,  (v)  method,  program,  system,  procedure,  cam- 
paign, survey,  study,  forecast,  estimate,  customer  list,  or  technical 
data,  or  (vi)  any  similar  item,  which  property  has  substantial  value 
independent  of  the  services  of  any  individual.  This  rule  applies 
even  the  intangible  property  is  transferred  along  with  tangible  per- 
sonal property  eligible  for  the  trade  or  business  exception. 

In  general,  upon  the  transfer  of  intangible  property  in  a  transac- 
tion that  would  otherwise  fall  within  the  general  rule  under  the 
bill,  the  transferor  is  treated  as  receiving  amounts  that  reasonably 
reflect  the  amounts  that  would  have  been  received  under  an  exclu- 
sive licensing  agreement.  Amounts  are  treated  as  received  over  the 
useful  life  of  the  intangible  property  on  an  annual  basis.  The  bill 
provides  earnings  and  profits  of  the  transferee  foreign  corporation 
are  reduced  by  the  amount  of  income  required  to  be  included  in 
income  by  the  transferor.  Any  amounts  included  in  gross  income 
by  reason  of  this  special  rule  are  treated  as  ordinary  income  from 
sources  within  the  United  States. 

Incorporation  of  foreign  loss  branch 

In  the  case  of  the  transfer  of  the  assets  of  a  foreign  branch  of  a 
U.S.  person  to  a  foreign  corporation  in  an  exchange  described  in 
section  351,  354,  355,  356,  or  361,  the  bill  generally  requires  imposi- 
tion of  tax  on  the  lesser  of  (1)  any  gain  on  the  transfer  and  (2)  the 
excess  of  losses  (incurred  by  the  foreign  branch  before  the  transfer 
and  with  respect  to  which  a  deduction  was  allowed  to  the  taxpayer) 
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over  the  amount  of  such  losses  recharacterized  as  U.S.-source 
income  (under  sec.  904(f)).  In  computing  the  tax  imposed  under  this 
rule,  the  recognized  gain  is  treated  as  ordinary  income  from 
sources  without  the  United  States.  Under  this  rule,  gain  on  trans- 
fers of  goodwill  or  going  concern  value  would  be  taxable,  regardless 
of  whether  such  property  was  developed  abroad. 

The  committee  intends  that  the  loss  branch  recapture  rule  oper- 
ate— to  the  extent  possible — independently  of  other  rules  imposing 
tax  on  transfers  of  appreciated  property  to  foreign  corporations. 
For  example,  assume  that  a  taxpayer  incorporates  a  foreign  branch 
that  has  previously  incurred  $100  of  deductible  losses.  None  of  the 
taxpayer's  foreign  losses  previously  reduced  U.S.  income.  In  con- 
nection with  the  incorporation  of  the  loss  branch,  the  U.S.  transfer- 
or transfers  to  the  new  foreign  corporation  (1)  tainted  assets  (such 
as  inventory)  with  $30  of  built-in  gain  (excess  of  fair  market  value 
over  basis)  and  (2)  goodwill  worth  $90,  with  a  basis  of  zero.  The 
committee  intends  imposition  of  tax  on  $120 — not  $100 — in  this 
case.  If  the  goodwill  in  this  example  were  worth  $60  (rather  than 
$90)  the  committee  intends  imposition  of  tax  on  $90. 

Excise  tax  rules 

To  preserve  general  consistency  between  the  section  367  toll 
charge  rules  and  the  35-percent  excise  tax  rules,  the  bill  provides 
that  the  excise  tax  will  not  apply  to  a  transfer  when  the  taxpayer 
establishes  to  the  satisfaction  of  the  Secretary  that  gain  should  not 
be  recognized  on  the  transfer  under  principles  similar  to  the  princi- 
ples of  section  367.  The  bill  makes  conforming  amendments  in  the 
excise  tax  provision  governing  abatement  and  refund  of  excise  tax. 
Regulations  implementing  these  provisions  are  to  be  promulgated 
by  the  Secretary  of  the  Treasury. 

Elimination  of  ruling  requirement  and  repeal  of  declaratory  judg- 
ment procedure 

The  bill  eliminates  the  requirement  that  taxpayers  planning  a 
transfer  subject  to  section  367  obtain  a  ruling  from  the  IRS  regard- 
ing the  tax  treatment  of  the  transfer.  Taxpayers  may  now  proceed 
with  exchanges  involving  outbound  transfers  without  advance  or, 
post-transaction  IRS  clearance.  The  exchanges  will  be  tax-free  or 
will  involve  the  payment  of  an  appropriate  toll  charge,  in  accord- 
ance with  the  substantive  rules  set  forth  in  section  367,  as  amend- 
ed by  the  bill. 

Taxpayers  planning  a  transfer  subject  to  section  367  who  seek 
the  certainty  of  tax  treatment  that  a  ruling  provides  may  continue 
to  request  a  ruling  regarding  the  tax  treatment  of  the  transfer.  The 
issuance  of  such  a  ruling  will  be  in  the  IRS's  discretion.  Thus,  the 
bill  repeals  the  present  law  rule  that  the  IRS  must  issue  a  section 
367  ruling  when  requested.  However,  the  committee  expects  that 
when  facts  sufficient  upon  which  to  base  a  ruling  are  provided  in  a 
ruling  request,  the  Internal  Revenue  Service  normally  will  issue  a 
ruling.  On  the  other  hand,  the  committee  hopes  that  the  regularity 
of  administrative  practice  under  section  367  and  the  general  codifi- 
cation under  the  bill  of  that  practice  provide  sufficient  certainty 
with  respect  to  the  tax  treatment  of  exchanges  subject  to  section 


1325 


367  that  in  many  or  most  cases  taxpayers  will  not  consider  a  ruling 
necessary. 

The  bill  also  repeals  the  special  declaratory  judgment  procedure 
for  Tax  Court  review  of  section  367  rulings  and  Tax  Court  consider- 
ation of  ruling  requests. 

Notification  requirement 

The  bill  establishes  a  notification  requirement  for  section  367 
transfers  and  a  set  of  penalties  for  failure  to  comply  with  the  re- 
quirement. The  bill  requires  a  U.S.  person  who  transfers  property 
to  a  foreign  corporation  in  an  exchange  subject  to  section  367  to 
furnish  to  the  Secretary  such  information  with  respect  to  the  ex- 
change as  the  Secretary  may  require  in  regulations.  The  informa- 
tion is  to  be  furnished  at  the  time  and  in  the  manner  provided  by 
the  regulations.  When  a  U.S.  person  fails  to  comply  with  the  notifi- 
cation requirement,  the  bill  generally  will  impose  on  that  person  a 
penalty  equal  to  25  percent  of  the  amount  of  the  gain  which  is  real- 
ized on  the  exchange  (or  which  would  be  realized  on  the  exchange 
if  the  exchange  were  taxable).  However,  no  penalty  is  imposed  if 
the  U.S.  person  shows  that  his  failure  to  give  notice  was  due  to  rea- 
sonable cause  and  not  to  willful  neglect. 

The  bill  extends  the  general  three-year  limitation  on  assessment 
and  collection  with  respect  to  any  tax  imposed  under  section  367 
when  a  taxpayer  fails  to  give  the  required  notice.  The  bill  provides 
that  in  such  a  case  the  time  for  assessment  of  the  tax  imposed 
under  section  367  does  not  expire  before  the  date  three  years  after 
the  date  the  Secretary  is  notified.  Thus,  if  a  taxpayer  fails  to  notify 
the  Secretary  of  an  exchange  subject  to  section  367,  the  time  for 
assessment  of  any  tax  imposed  on  the  exchange  by  reason  of  sec- 
tion 367  continues  indefinitely. 

Effective  Date 

The  bill  applies  to  transfers  or  exchanges  made  after  December 
31,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $12 
million  in  1986  and  $127  million  in  1987. 
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3.  Gain  From  Sale  or  Exchange  of  Stock  in  Certain  Foreign 
Corporations  (sec.  133  of  the  bill  and  sec.  1248  of  the  Code) 

Present  Law 

Gain  recognized  on  the  sale  or  exchange  of  stock  in  a  foreign  cor- 
poration by  a  U.S.  person  owning  ten  percent  or  more  of  the  corpo- 
ration's voting  stock  may  be  treated  as  a  dividend  (sec.  1248(a)). 
This  rule  is  designed  to  prevent  U.S.  taxpayers  from  accumulating 
earnings  free  of  U.S.  tax  in  a  controlled  foreign  corporation  (gener- 
ally, a  foreign  corporation  more  than  50  percent  of  the  voting  stock 
of  which  is  owned  by  U.S.  persons  who  own  ten  percent  or  more  of 
such  stock),  and  then  (rather  than  repatriating  the  earnings  in  the 
form  of  dividends  taxable  as  ordinary  income)  disposing  of  the 
stock  at  capital  gain  rates  for  a  price  that  reflects  the  accumulated 
earnings.  The  statute  recharacterizes  gain  as  dividend  income  to 
the  extent  of  the  corporation's  post-1962  earnings  and  profits  at- 
tributable to  the  period  the  stock  sold  was  held  by  the  shareholder 
while  the  corporation  was  a  controlled  foreign  corporation. 

The  Tax  Reform  Act  of  1976  extended  the  rule  for  dispositions  of 
stock  in  a  foreign  corporation  to  various  nonrecognition  transac- 
tions involving  U.S.  corporations.  Under  the  1976  amendment,  a 
U.S.  corporation  that  disposes  of  stock  in  a  transaction  governed  by 
section  311,  336,  or  337  (by  distributing  the  stock  as  a  dividend-in- 
kind  or  in  the  course  of  liquidation)  is  required  to  recognize  its  pro 
rata  share  of  post-1962  earnings  and  profits  as  dividend  income. 
The  amount  of  dividend  income  required  to  be  included  in  the  U.S. 
corporation's  income  is  equal  to  the  difference  between  the  fair 
market  value  of  the  stock  and  its  basis,  subject  to  the  post-1962 
earnings  and  profits  limitation. 

Reasons  for  Change 

The  statutory  purpose  of  the  provision  that  recharacterizes  gain 
upon  the  sale  or  exchange  of  stock  in  certain  foreign  corporations 
is  to  tax  the  accumulated  profits  of  active  foreign  corporations 
upon  repatriation.  Although  section  1248  has  generally  carried  out 
this  policy,  it  has  come  to  the  committee's  attention  that  certain 
transactions  may  circumvent  the  statutory  rules.  For  example,  tax- 
payers have  taken  the  position  that  section  1248  does  not  apply  if  a 
foreign  corporation  that  is  wholly  owned  by  a  widely  held  U.S.  cor- 
poration issues  new  shares  and  pays  a  small  amount  of  cash  in  ex- 
change for  shares  representing  a  majority  interest  in  the  U.S.  cor- 
poration. If  this  interpretation  is  sustained,  the  shareholders  of  the 
U.S.  corporation  might  pay  a  capital  gains  tax  on  the  difference  be- 
tween the  value  of  the  foreign  corporation's  stock  (plus  the  cash) 
and  their  basis  in  the  stock  in  the  U.S.  corporation,  but  no  ordi- 
nary income  tax  would  be  paid  on  the  accumulated  earnings  and 
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profits  of  the  foreign  corporation  at  that  time.  Further,  because  the 
transaction  would  result  in  the  foreign  corporation  ceasing  to  be  a 
controlled  foreign  corporation,  earnings  accumulated  prior  to  the 
exchange  would  be  permanently  exempt  from  U.S.  corporate  tax. 
The  committee  is  aware  that  present  law  is  unclear,  and  intends  no 
inference  that  the  transaction  works  as  described. 

In  the  view  of  the  committee,  the  ability  to  avoid  ordinary 
income  tax  by  causing  a  foreign  corporation  to  engage  in  a  transac- 
tion with  the  shareholders  of  its  U.S.  parent  corporation  would 
make  a  mockery  of  the  principle  of  taxing  accumulated  earnings 
and  profits  of  foreign  corporations  upon  repatriation.  The  commit- 
tee believes  that  a  U.S.  corporation  should  be  required  to  recognize 
dividend  income  upon  the  acquisition  of  its  stock  by  its  wholly 
owned  foreign  corporation,  to  the  extent  that  the  U.S.  corporation's 
ownership  interest  in  the  foreign  corporation  is  reduced.  This  treat- 
ment is  also  appropriate  in  certain  cases  where  a  U.S.  corporation 
owns  less  than  100  percent  of  a  foreign  corporation  that  is  or  was  a 
controlled  foreign  corporation. 

Explanation  of  Provision 

Under  the  bill,  if  shareholders  of  a  U.S.  corporation  exchange 
stock  in  the  U.S.  corporation  for  newly  issued  stock  (or  treasury 
stock)  of  a  foreign  corporation  ten  percent  or  more  of  the  voting 
stock  of  which  is  owned  by  the  U.S.  corporation,  the  transaction  is 
recast.  For  purposes  of  applying  section  1248,  the  foreign  corpora- 
tion is  viewed  as  having  issued  the  stock  to  the  U.S.  corporation 
and  the  U.S.  corporation  is  treated  as  having  distributed  that  stock 
to  its  shareholders.  Under  the  rules  of  section  1248  provided  in 
present  law,  the  U.S.  corporation  is  thereby  required  to  recognize 
dividend  income.  The  amount  of  dividend  income  is  equal  to  the 
difference  between  the  fair  market  value  of  the  stock  received  by 
the  shareholders  of  the  U.S.  corporation  and  the  U.S.  corporation's 
basis  for  its  stock  in  the  foreign  corporation,  subject  to  the  post- 
1962  earnings  and  profits  limitation.  Under  an  amendment  to  sec- 
tion 959  (relating  to  the  exclusion  of  gross  income  of  a  controlled 
foreign  corporation's  previously  taxed  earnings  and  profits),  pro- 
vided in  another  section  of  the  bill,  the  earnings  and  profits  of  the 
foreign  corporation  are  reduced  by  the  amount  of  dividend  income 
recognized  by  the  U.S.  corporation  under  section  1248. 

The  application  of  the  provisions  of  the  bill  is  illustrated  by  the 
following  example: 

Example. — M,  a  U.S.  corporation,  is  and  always  has  been  the  sole 
shareholder  of  P,  a  foreign  corporation.  P,  which  was  organized  in 
1959,  has  previously  untaxed  post-1962  earnings  and  profits  of  $40 
million.  M,  whose  shares  are  widely  held,  has  assets  worth  $100 
million  (including  P  shares  representing  $40  million  of  value).  In 
recent  years,  while  profits  from  M's  operations  have  declined,  P's 
foreign  operations  have  generated  substantial  income.  M  has  a  zero 
basis  in  the  P  stock.  In  addition,  many  of  M's  shareholders  have 
losses  in  their  M  stock.  M's  shareholders  transfer  all  of  their  stock 
in  M  to  P  in  exchange  for  newly  issued  P  stock  representing  90 
percent  of  the  total  number  of  outstanding  P  stock  plus  a  de  mini- 
mis amount  of  cash.  After  the  exchange,  P  owns  all  of  the  out- 
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standing  stock  of  M,  and  the  former  M  shareholders  own  stock  of  P 
with  a  value  approximating  $100  million.  The  principal  purpose  of 
this  transaction  was  to  enable  the  corporate  group  to  retain  and  re- 
invest P's  accumulated  and  future  foreign  earnings  free  of  U.S.  tax. 
On  the  basis  of  public  and  private  rulings  issued  by  the  Internal 
Revenue  Service  and  cases  decided  under  the  law  in  effect  prior  to 
enactment  of  the  Internal  Revenue  Code  of  1954,  the  parties  to  the 
transaction  could  take  the  position  that  the  former  M  shareholders 
acquired  all  the  P  stock  received  by  them  in  exchange  for  M  stock 
worth  $100  million,  notwithstanding  the  fact  that  P's  value  was 
augmented  by  only  $60  million  dollars.  See  Rev.  Rul.  84-30,  1984-9, 
I.R.B.  5;  Rev.  Rul.  57-465,  1957-2  C.B.  250;  Helvering  v.  Schoellkopf, 
100  F.2d  415  (2d  Cir.  1938). 

The  bill  taxes  the  transaction  in  accordance  with  its  economic 
substance.  The  effect  of  the  bill  is  to  treat  the  excess  of  the  value 
held  by  the  former  M  shareholders  after  the  exchange  ($100  mil- 
lion) over  the  amount  by  which  P's  value  was  augmented  ($60  mil- 
lion) as  if  M  had  distributed  P  shares  equal  to  that  difference  ($40 
million  in  the  example)  to  its  shareholders.  Under  the  1976  amend- 
ments to  section  1248,  M  would  recognize  ordinary  income  of  $40 
million  if  the  P  stock  were  distributed  as  a  dividend-in-kind  or  in 
liquidation.  Similarly,  under  the  bill,  $40  million  is  includible  in 
M's  income  as  a  dividend. 

Effective  Date 

The  provision  to  apply  section  1248  to  certain  indirect  transfers 
is  effective  for  exchanges  after  the  date  of  enactment. 

Revenue  Effect 

Negligible. 


4.  Original  Issue  Discount  and  Coupon  Stripping — Foreign 
Investors  (sec.  134  of  the  bill  and  sees.  871  and  881  of  the  Code) 

Present  Law 

Background— Foreign  investors  generally 

In  general,  foreign  corporations  and  nonresident  aliens  are  sub- 
ject to  a  flat  30-percent  U.S.  tax  on  certain  U.S.  source  income  not 
effectively  connected  with  the  conduct  of  a  U.S.  trade  or  business. 
Effectively  connected  income  is  taxed  at  the  rates  that  apply  to 
U.S.  persons.  In  general,  foreign  investors  are  subject  to  the  flat  30- 
percent  tax  on  U.S.  source  ordinary  income,  while  their  U.S.  source 
capital  gains  (other  than  real  estate  gains)  are  not  taxable. 
Amounts  subject  to  the  30-percent  tax  in  the  hands  of  foreign  in- 
vestors include  amounts  received  as  dividends,  rents,  salaries,  "in- 
terest (other  than  original  issue  discount  as  defined  in  section 
1232(b))  .  .  .  and  other  fixed  or  determinable  annual  or  periodical 
gains,  profits,  and  income"  (sees.  871(a)(1)(A),  881(a)(1)). 

Original  issue  discount 

Corporate  and  Government  obligations 

Foreign  investors  may  be  able  to  defer  tax  on  certain  original 
issue  discount  (OID)  on  obligations  of  corporations  and  govern- 
ments until  disposition  of  the  debt  instrument.  To  the  extent  that 
deferral  is  not  available,  however,  these  foreign  investors  may  be 
subject  to  the  accelerated  recognition  rules  that  caused  front-end 
loading  of  income  for  U.S.  persons  prior  to  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982  (TEFRA). 

Although  foreign  investors  are  not  taxable  on  "original  issue  dis- 
count as  defined  in  section  1232(b),"  this  exclusion  of  OID  from  in- 
terest does  not  exclude  all  OID  from  tax.  The  tax  rules  governing 
OID  differentiate  between  pre- April  1,  1972  issues  and  post-March 
31,  1972  issues  (sees.  871(a)(1)(C),  881(a)(3)). 

a.  Deferral  on  pre-April  1,  1972  issues 

Foreign  investors  generally  defer  the  30-percent  tax  on  OID  on 
debt  issued  before  April  1,  1972  until  disposition  (sec.  871(a)(l)(C)(i)). 
This  result  occurs  because  the  Code  generally  treats  foreign  inves- 
tors like  U.S.  persons  holding  pre-May  27,  1969  debt  (sec. 
1232(a)(2)(B)).  That  is,  this  OID  is  not  subject  to  the  30-percent  tax 
until  sale,  exchange,  or  surrender  at  maturity.  There  is  no  current 
taxation  on  ratable  amounts  of  OID  (see  S.  Rpt.  92-437,  92d  Cong., 
1st  Sess.,  1972-1  C.B.  559,  601). 
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b.  Post-March  31,  1972  issues 

Foreign  investors  who  acquire  debt  issued  after  March  31,  1972, 
and  payable  more  than  6  months  3  from  the  date  of  issue  are  sub- 
ject to  tax  on  such  debt  in  three  ways. 

First,  they  are  subject  to  tax  on  the  actual  interest  they  receive 
(on  the  coupons  they  clip)  (see  sec.  871(a)(1)(A)). 

Second,  when  they  receive  a  periodic  interest  payment  (clip  a 
coupon),  they  are  subject  to  tax  on  the  OID  "accrued"  between  the 
immediately  preceding  interest  payment  and  the  date  of  the  inter- 
est payment  in  question,  but  "the  total  amount  withheld  is  not  to 
exceed  the  amount  of  interest  paid"  (S.  Rep.  No.  92-437,  supra)  (see 
sec.  871(a)(l)(C)(iii)). 

Third,  on  sale  or  surrender,  the  foreign  investor  is  subject  to  tax 
on  the  OID  not  previously  taxed  (sees.  871(a)(l)(C)(ii),  1232(a)(2)(B); 
S.  Rpt.  92-437,  supra).  Therefore,  if  the  foreign  investor  buys  a  zero 
coupon  bond  and  keeps  it  until  maturity,  he  is  not  liable  for  any 
U.S.  tax  until  that  time.  Low-coupon  discount  bonds  will  yield  par- 
tial tax  deferral. 

Obligations  of  partnerships,  etc. 

OID  on  noncorporate  debt  is  taxable  no  later  than  the  time  of 
disposition.  The  Internal  Revenue  Service  proposed  in  1976  to  treat 
OID  on  "obligations  not  issued  by  a  corporation  or  by  a  govern- 
ment or  political  subdivision  thereof  like  OID  on  post-March  31, 
1972  corporate  debt.  Proposed  Reg.  sec.  1.871-7(c)(4)(i).  That  is,  ac- 
cording to  the  proposed  regulation,  foreign  investors  are  subject  to 
tax  on  OID  on  debt  issued  by  partnerships,  individuals  and  other 
entities  that  are  not  corporations  or  governments  ("noncorporate" 
issuers)  upon  receipt  of  coupon  interest  to  the  extent  of  net  after- 
30-percent-tax  interest.  Any  excess  tax  is  due  at  the  time  of  disposi- 
tion. 

Coupon  stripping 

Coupons. — Receipt  of  an  interest  payment  upon  surrender  of  a 
stripped  coupon  is  taxable  at  the  30-percent  rate.  If  the  foreign  in- 
vestor can  establish  basis  for  the  surrendered  coupon  by  showing 
that  he  or  she  had  purchased  it,  he  or  she  should,  under  normal 
concepts,  reduce  the  taxable  income.  The  treatment  of  sale  of  a 
stripped  coupon  before  maturity  is  unclear.  Foreign  investors  are 
not  taxed  on  OID  "as  defined  in  section  1232(b)"  (section 
871(a)(1)(A)).  They  are  taxed  on  "interest,"  however.  The  increased 
value  of  stripped  bonds  and  stripped  coupons  may  not  be  "OID  as 
defined  in  section  1232(b)".  This  additional  value  may  be  an 
"amount  received  .  .  .  as  .  .  .  interest  (other  than  original  issue 
discount  as  defined  in  section  1232(b)"  on  which  such  investors  are 
subject  to  tax.4 


3  These  persons  pay  no  tax  on  OID  on  debt  payable  6  months  or  less  from  the  issue  date.  This 
result  was  deliberate.  S.  Rpt.  92-437,  supra. 

4  Arguably,  it  is  instead  "other  fixed  or  determinable  annual  or  periodical  income"  subject  to 
tax.  Cf.  Subcommittee  on  OID  of  the  N.Y.  State  Bar,  "Taxation  and  Withholding  for  OID  Real- 
ized by  Nonresident,  Aliens  and  Foreign  Corporations,"  25  Tax  Lawyer  201,  213  (1972),  arguing, 
prior  to  the  1972  statutory  changes,  that  much  OID  was  such  income. 
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If  sale  of  a  stripped  coupon  resulted  in  capital  gain  for  U.S.  per- 
sons,5 however,  a  similar  sale  by  a  foreign  investor  may  not  be  tax- 
able under  the  general  rule  that  foreign  investors  pay  no  tax  on 
capital  gains. 

Bonds. — Surrender  of  a  stripped  bond  at  maturity  or  sale  of  such 
a  bond  may  generate  an  "amount  received  .  .  .  as  .  .  .  interest 
(other  than  original  issue  discount  as  defined  in  section  123203)"  or 
"other  fixed  or  determinable  annual  or  periodical  income,"  either 
of  which  would  be  subject  to  the  U.S.  30-percent  withholding  tax. 
This  treatment  would  parallel  the  treatment  of  stripped  coupons, 
discussed  above.  Surrender  of  a  stripped  bond  at  maturity  or  sale 
of  such  a  bond  is  free  of  tax  to  the  extent  that  the  gain  was  capital. 

Reasons  for  Change 

In  connection  with  its  reforms  of  the  tax  rules  governing  income 
that  U.S.  persons  earn  from  original  issue  discount  debt  and  from 
stripped  bonds  and  coupons,  the  committee  believes  that  it  should 
conform  and  clarify  the  analogous  rules  governing  foreign  inves- 
tors. The  committee^  intends  to  correct  technical  problems  with 
these  rules.  In  the  case  of  OID,  some  of  these  technical  problems 
have  existed  since  the  Revenue  Act  of  1971.  In  addition,  the 
TEFRA  reforms  of  the  OID  and  coupon  stripping  rules  did  not  spe- 
cifically apply  to  foreign  investors. 

The  Code  does  not  define  "accrual"  of  OID  for  purposes  of  the 
sections  taxing  foreign  persons.  The  General  Explanation  of 
TEFRA  indicates  that  Congress  intended  that  this  "accrual"  for 
post-July  1,  1982  issues  be  calculated  under  the  TEFRA's  new  non- 
front-end  loaded  method  applicable  to  U.S.  persons.  In  addition, 
present  law  is  unclear  about  treatment  of  OID  obligations  of  non- 
corporate issuers.  Present  law  may  also  distinguish  between  OID 
obligations  that  are/capital  assets  and  those  that  are  not.  The  com- 
mittee believes  that  clarification  of  these  OID  rules  is  in  order. 

In  addition,  the  provisions  taxing  foreign  investors  do  not  refer 
to  the  Code's  coupons-stripping  rules  (sections  1232A  and  1232B). 
The  TEFRA  provision  treating  the  discount  from  face  value  on  the 
purchase  of  a  stripped  instrument  as  OID  has  no  specific  statutory 
counterpart  for  foreign  investors.  The  committee  has  sought  to 
clarify  the  coupon-stripping  rules  that  apply  to  foreign  investors.  In 
general,  the  committee  conforms  these  rules  to  those  governing 
U.S.  investors,  but  has  continued  deferral  of  inclusion  for  foreign 
investors  until  surrender  of  the  stripped  instrument. 

The  committee  recognizes  that  this  legislation  does  not  end  mis- 
matching of  (1)  an  accrual  basis  U.S.  OID  debt  issuer's  tax  deduc- 
tions and  (2)  a  foreign  investor's  income  inclusion.  The  committee 
believes  that  an  end  to  such  mismatching  would  be  desirable,  but 
that  current  inclusion  of  OID  income  of  foreign  investors  might 
present  practical  enforcement  problems.  The  committee  believes 
that  further  study  of  current  inclusion  is  in  order. 


5  Certain  sales  of  stripped  coupons  before  maturity  arguably  yielded  capital  gains  treatment 
(see  Rev.  Rul.  54-251,  1954-2  C.B.  172).  Such  sales  could  have  yielded  interest  income,  however. 
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Explanation  of  Provisions 
Original  issue  discount 

When  a  nonresident  alien  individual  or  a  foreign  corporation  re- 
ceives an  interest  payment  on  an  OID  obligation,  an  amount  equal 
to  the  OID  accrued  on  the  obligation  since  the  last  payment  of  in- 
terest thereon  will  generally  be  subject  to  U.S.  tax.  However,  such 
OID  shall  be  taken  into  account  for  this  purpose  only  to  the  extent 
that  the  tax  on  the  OID  does  not  exceed  the  interest  payment  less 
the  (30-percent  or  lower  treaty  rate)  tax  imposed  on  the  interest 
payment.  The  bill  thus  makes  it  clear  that  the  entire  amount  of 
the  interest  payment  may  be  used  to  satisfy  U.S.  income  tax.  On 
the  sale,  exchange,  or  retirement  of  an  OID  obligation,  the  amount 
of  any  gain  not  in  excess  of  the  OID  accruing  while  the  foreign  in- 
vestor held  the  obligation  is  subject  to  tax  (to  the  extent  that  such 
discount  was  not  theretofore  taken  into  account  upon  a  payment  of 
interest).  These  rules  will  apply  to  OID  regardless  of  whether  the 
instrument  is  a  capital  asset  in  the  hands  of  its  holder,  regardless 
of  the  period  that  the  foreign  investor  holds  it,  and  regardless  of 
the  identity  of  the  issuer. 

As  under  present  law,  the  bill  generally  defines  original  issue 
discount  to  mean  any  bond  or  other  evidence  of  indebtedness 
having  original  issue  discount.  Generally,  original  issue  discount 
means  the  difference  between  the  issue  price  and  the  stated  re- 
demption price  at  maturity  (proposed  sec.  1273).  That  term  does  not 
include,  however,  any  obligation  payable  183  days  or  less  from  the 
date  of  original  issue  (without  regard  to  the  period  held  by  the  tax- 
payer) or  any  obligation  that  is  tax-exempt  under  section  103  or 
under  any  other  provision  of  law  without  regard  to  the  identity  of 
the  holder. 

The  bill  determines  the  amount  of  the  OID  which  accrues  during 
any  period  under  the  new  rules  generally  applicable  to  U.S.  per- 
sons (proposed  sec.  1272)  or  under  the  corresponding  provisions  of 
prior  law.  Thus,  for  example,  with  respect  to  instruments  issued 
after  July  1,  1982,  OID  generally  accrues  on  the  basis  of  a  constant 
interest  rate.  As  for  debt  issued  by  natural  persons,  however,  OID 
accrues  on  the  basis  of  a  constant  interest  rate  only  for  post-March 
1,  1984  issues.  For  debt  issued  before  July  2,  1982,  OID  accrues  on  a 
front-end  loaded  basis. 

Except  to  the  extent  provided  in  regulations  prescribed  by  the 
Secretary,  the  determination  of  whether  any  amount  taxable  under 
this  OID  provision  is  from  sources  within  the  United  States  is  to  be 
made  at  the  time  of  payment  (or  sale  or  exchange)  as  if  the  pay- 
ment (or  sale  or  exchange)  involved  the  payment  of  interest.  The 
committee  has  provided  regulatory  authority  because  the  bill's  gen- 
eral source  rule  may  not  always  produce  the  proper  source  of  OID 
income.  For  instance,  an  obligor  issues  a  20-year  zero-coupon  bond 
to  a  foreign  investor.  For  19  of  the  20  years  of  the  bond's  term  most 
or  all  of  any  interest  that  the  obligor  pays  would  be  U.S.-source  in- 
terest. In  the  twentieth  year,  interest  that  the  obligor  pays  would 
be  foreign-source  interest  (because,  for  example,  the  obligor  is  an 
individual  who  has  changed  his  or  her  residence  or  a  corporation 
whose  income  is  no  longer  effectively  connected  with  a  U.S.  trade 
or  business).  The  committee  anticipates  that  regulations  could  pro- 
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vide  that  the  bulk  of  the  income  that  arises  from  the  OID  in  this 
case  is  U.S.-source  income. 

Stripped  instruments 

The  bill  provides  that  the  rules  treating  stripped  bonds  and 
stripped  coupons  purchased  after  July  1,  1982,  as  obligations  with 
original  issue  discount  in  the  hands  of  U.S.  persons  (proposed  sec. 
1286)  shall  apply  to  foreign  investors.  Thus,  foreign  investors  will 
generally  treat  stripped  coupons  and  stripped  bonds  acquired  after 
July  1,  1982  as  OID  instruments.  This  treatment  generally  con- 
forms the  treatment  of  foreign  investors  to  that  of  U.S.  investors, 
except  that  foreign  investors  are  not  subject  to  tax  until  actual  re- 
ceipt of  payment. 

Effective  Date 

The  bill  will  generally  apply  to  payments  made  on  or  after  the 
60th  day  after  the  date  of  enactment  with  respect  to  obligations 
issued  after  March  31,  1972.  As  noted  in  the  discussion  of  present 
law,  the  bill  does  not  affect  the  computation  of  the  accrual  of  OID 
of  pre- July  2,  1982  debt,  and  it  does  not  affect  stripped  instruments 
acquired  before  July  2,  1982. 

Revenue  Effect 
These  provisions  will  have  a  negligible  effect  on  revenues. 


5.  Limitation  on  Cover  Over  (Payment)  of  Certain  Federal  Excise 
Taxes  to  Puerto  Rico  and  the  Virgin  Islands  (sec.  135  of  the 
bill  and  sec.  7652  of  the  Code) 

Present  Law 

Present  law  imposes  a  special  excise  tax  on  articles  coming  into 
the  United  States  from  Puerto  Rico  or  the  Virgin  Islands.  The  tax 
is  equal  to  the  Federal  excise  tax  that  would  be  imposed  if  the  arti- 
cles had  been  manufactured  in  the  United  States  (sec.  7652).  This 
tax  is  in  lieu  of  the  excise  tax  that  would  be  imposed  if  the  articles 
had  been  manufactured  in  the  United  States  or  imported  from  an- 
other country. 

Revenues  collected  from  the  tax  on  articles  coming  into  the 
United  States  from  Puerto  Rico  or  the  Virgin  Islands  are  covered 
over  (paid)  to  the  treasury  of  the  possession  from  which  the  article 
comes.  No  restrictions  are  imposed  on  the  use  of  these  revenues  by 
Puerto  Rico  or  the  Virgin  Islands. 

The  Government  of  Puerto  Rico  presently  sponsors  a  redistilla- 
tion program  under  which  spirits  originally  distilled  in  the  United 
States  are  transported  to  Puerto  Rico  and  redistilled  in  that  posses- 
sion. Following  redistillation  the  spirits  are  returned  to  the  United 
States  for  processing  and  marketing.  As  a  result  of  their  redistilla- 
tion in  Puerto  Rico,  the  Puerto  Rican  Government  receives  a  pay- 
ment of  $10.50  per  proof  gallon  with  respect  to  these  redistilled 
spirits  (i.e.,  the  amount  of  excise  tax  presently  imposed  on  distilled 
spirits)  because  redistillation  is  considered  to  be  Puerto  Rican 
production. 

Reasons  for  Change 

The  committee  believes  that  payment  of  Federal  excise  tax  rev- 
enues to  Puerto  Rico  and  the  Virgin  Islands  should  be  made  only 
with  respect  to  articles  having  a  substantial  economic  nexus  with 
those  possessions.  The  committee  believes  that  Federal  excise  tax 
revenues  should  not  be  diverted  with  respect  to  activities  having 
little  or  no  economic  substance  other  than  collection  of  a  subsidy 
from  these  taxes.  The  redistillation  program  presently  sponsored 
by  Puerto  Rico  involves  a  process  that  likely  would  not  occur  with- 
out (1)  the  availability  of  Federal  excise  payments  to  Puerto  Rico, 
and  (2)  the  availability  of  subsidies  by  Puerto  Rico  to  participants 
in  the  redistillation  program.  Accordingly,  the  committee  bill  limits 
these  Federal  excise  tax  payments  to  spirits  originally  distilled  in 
Puerto  Rico  or  the  Virgin  Islands.  The  bill  also  includes  additional 
rules  to  prevent  new  programs  designed  primarily  to  produce  Fed- 
eral excise  tax  payments  for  those  possessions. 
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Explanation  of  Provision 

The  committee  bill  limits  the  articles  with  respect  to  which  Fed- 
eral excise  taxes  are  paid  to  Puerto  Rico  and  the  Virgin  Islands  to 
articles  satisfying  certain  tests. 

Original  distillation  test 

Under  the  bill,  articles  containing  distilled  spirits  coming  into 
the  United  States  from  Puerto  Rico  or  the  Virgin  Islands  qualify 
for  excise  tax  payments  only  if  at  least  90  percent  of  the  spirits  in 
the  article  is  originally  distilled  in  those  possessions.  The  commit- 
tee understands  that  cover  overs  of  excise  taxes  are  determined 
under  present  law  at  the  time  an  article  enters  the  United  States. 
The  committee  further  understands  that  this  determination  is  not 
affected  by  any  change  in  the  character  of  the  spirits  after  entry 
into  the  United  States.  Therefore,  the  full  cover  over  will  be  availa- 
ble on  distilled  spirits  satisfying  the  90-percent  test  upon  entry  into 
the  United  States  even  if  these  spirits  are  subsequently  blended 
with  other  distilled  spirits  into  an  article  not  satisfying  the  bill's 
requirements.  However,  if  such  blending  occurred  before  entry  into 
the  United  States,  the  cover  over  would  be  denied. 

Value-added  test  for  articles  from  Puerto  Rico 

Under  the  bill,  cover  overs  of  excise  tax  revenues  are  permitted 
with  respect  to  any  article  (including  distilled  spirits)  coming  into 
the  United  States  from  Puerto  Rico  only  if  at  least  50  percent  of 
the  value  of  the  article  at  the  time  it  comes  into  the  United  States 
is  attributable  to  Puerto  Rican  input.  The  items  that  are  consid- 
ered in  determining  Puerto  Rican  input  are  labor  and  materials 
costs  and  direct  costs  of  processing  operations.  Direct  costs  of  proc- 
essing operations  include  those  costs  that  are  considered  under  sec- 
tion 213  of  the  Caribbean  Basin  Initiative  Act.  As  under  the  origi- 
nal distillation  test,  modification  of  any  article  subsequent  to  the 
time  it  is  brought  into  the  United  States,  is  not  considered  when 
determining  the  value  of  the  article  or  the  percentage  of  the  value 
attributable  to  Puerto  Rican  input. 

Federal  excise  tax  subsidy  prohibition 

Under  the  bill,  no  cover  over  of  Federal  excise  tax  revenues  is 
permitted  for  any  article  (including  distilled  spirits)  if  Puerto  Rico 
or  the  Virgin  Islands  provides  a  direct  or  indirect  subsidy  with  re- 
spect to  the  article  unlike  subsidies  provided  with  respect  to  arti- 
cles not  subject  to  Federal  excise  tax.  A  subsidy  is  unlike  other  sub- 
sidies if  it  is  (1)  of  a  different  kind  or  (2)  in  a  larger  amount  per 
value  or  volume  of  production.  For  example,  a  cover  over  is  not 
permitted  if  the  cost  of  raw  materials  is  subject  to  price  guarantees 
for  a  product  subject  to  excise  tax  when  the  price  of  raw  materials 
generally  is  not  guaranteed  to  manufacturers.  Slight  variations 
may  exist  in  otherwise  comparable  subsidies;  therefore,  the  com- 
mittee anticipates  that  the  Treasury  Department  will  issue  regula- 
tions prescribing  ranges  of  allowable  differences  (i.e.,  "safe  har- 
bors"). 
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Special  rule  for  certain  cane  neutral  spirits 

The  bill  generally  exempts  cane  neutral  spirits  that  are  original- 
ly distilled  in  Puerto  Rico  from  the  value-added  requirement  and 
the  Federal  excise  tax  subsidy  prohibition;  cane  neutral  spirits  that 
are  originally  distilled  in  the  Virgin  Islands  generally  are  exempt 
from  the  bill's  prohibition  on  Federal  excise  tax  subsidies.  This  ex- 
ception is  limited,  however,  to  cane  neutral  spirits  that  are  not  pro- 
duced under  any  program,  a  significant  purpose  of  which  is  to  gen- 
erate cover  overs  of  Federal  excise  tax  revenues.  To  enforce  this  re- 
striction, the  Treasury  Department  is  authorized  to  terminate  pay- 
ments with  respect  to  cane  neutral  spirits  under  section  7652  if 
Treasury  determines  that  Puerto  Rico  or  the  Virgin  Islands  is  con- 
ducting such  an  excise  tax-motivated  program.  In  making  this  de- 
termination, the  committee  intends  that  the  Treasury  consider 
such  factors  as  (1)  the  degree  of  subsidy  provided  by  the  possession 
and  the  relation  of  that  subsidy  to  cover  overs  under  section  7652, 
(2)  whether  the  program  has  economic  viability  independent  of  Fed- 
eral excise  tax  considerations,  and  (3)  the  volume  of  cane  neutral 
spirits  produced  by  Puerto  Rico  or  the  Virgin  Islands  (as  the  case 
may  be)  before  enactment  of  this  provision.  This  provision  is  not 
intended,  however,  to  preclude  development  or  continuation  of  a 
program  for  originally  distilling  cane  neutral  spirits  in  Puerto  Rico 
or  the  Virgin  Islands. 

General  exception  for  rum 

The  restrictions  imposed  by  the  bill  do  not  apply  to  cover  over  of 
excise  tax  revenues  derived  from  rum  coming  into  the  United 
States  from  Puerto  Rico  or  the  Virgin  Islands. 

Effective  Date 

These  provisions  generally  apply  to  articles  coming  into  the 
United  States  after  February  29,  1984. 

A  transitional  rule  permits  cover  over  of  revenues  from  redis- 
tilled spirits  coming  into  United  States  from  Puerto  Rico  after  Feb- 
ruary 29,  1984  and  before  July  1,  1984,  but  only  to  the  extent  these 
payments  do  not  exceed  the  excess  of  $130  million  over  the  total 
cover  overs  received  with  respect  to  redistilled  spirits  after  June 
30,  1983  and  before  March  1,  1984. 

An  additional  transition  rule  permits  additional  cover  overs  not 
exceeding  $75  million  with  respect  to  redistilled  spirits  coming  into 
the  United  States  after  June  30,  1984  and  before  July  1,  1985. 

Revenue  Effect 

This  provision  decreases  fiscal  year  outlays  by  $149  million  in 
1985,  $240  million  in  1986,  $260  million  in  1987,  and  $264  million  in 
1988  and  1989. 


6.  Source  of  Transportation  Income  (sec.  136  of  the  bill  and  sec. 

863  of  the  Code) 

Present  Law  and  Background 
U.S.  taxation  of  U.S.  persons 

The  United  States  generally  taxes  the  income  of  U.S.  persons  6 
whether  their  income  is  from  U.S.  sources  or  from  foreign  sources. 
The  United  States  retains  the  primary  right  to  tax  U.S.  income  of 
U.S.  persons.  The  U.S.  tax  on  a  U.S.  person's  foreign  income  may 
be  reduced  by  means  of  the  foreign  tax  credit.  Generally,  a  U.S. 
person  may  claim  a  full,  dollar-for-dollar  credit  for  foreign  income 
taxes.7  The  credit  may  not  reduce  U.S.  tax  on  U.S.  income,  i.e.,  it 
is  limited  to  the  amount  of  pre-credit  U.S.  tax  on  foreign  income. 
(This  is  known  as  the  foreign  tax  credit  limitation.)  Because  U.S. 
tax  may  be  reduced  on  a  U.S.  person's  foreign  income  by  means  of 
the  foreign  tax  credit,  some  U.S.  persons  have  an  incentive  to  treat 
income  as  arising  from  foreign  sources  rather  than  U.S.  sources. 

Some  U.S.  persons  have  excess  foreign  tax  credits.  Excess  foreign 
tax  credits  arise  when  the  amount  of  foreign  creditable  income 
taxes  paid  or  accrued  in  a  given  year  exceeds  the  amount  of  the 
taxpayer's  foreign  tax  credit  limitation.8  Excess  credits  may  offset 
U.S.  tax  on  income  of  a  U.S.  person,  even  though  no  foreign  tax  is 
imposed  on  the  specific  income  in  question,  if  the  U.S.  person  is 
able  to  characterize  that  income  as  foreign  source  rather  than  U.S. 
source.  This  is  because  the  foreign  tax  credit  limitation  presently 
applies  on  an  overall  basis  to  most  taxpayers:  taxpayers  combine 
income  and  losses  from  all  foreign  operations  in  all  foreign  coun- 
tries to  determine  their  foreign  tax  credit  limitations.  This  allows 
taxpayers  effectively  to  credit  income  taxes  paid  on  income  from 
one  foreign  country  against  U.S.  tax  on  income  characterized  as 
from  other  foreign  sources,  so  long  as  total  income  characterized  as 
from  foreign  sources  is  high  enough.9 


6  U.S.  persons  are  U.S.  citizens,  U.S.  residents,  U.S.  partnerships,  U.S.  corporations,  and,  gen- 
erally, U.S.  trusts  and  estates  (Code  sec.  7701(a)(30)). 

'Foreign  income  taxes  include  income,  war  profits,  and  excess  profits  taxes  paid  or  accrued 
during  the  taxable  year  to  any  foreign  country  (or  possession  of  the  United  States). 

8  Excess  credits  can  arise  for  a  variety  of  reasons,  all  of  which  involve  the  foreign  tax  credit 
limitation.  Differences  between  the  income-sourcing  rules  of  the  United  States  (whose  rules  are 
generally  consistent  with  international  norms  generally  recognized  by  developed  countries)  and 
those  of  other  countries  may  result  in  U.S.  treatment  of  income  taxed  by  another  country  as 
domestic  income  for  purposes  of  the  foreign  tax  credit.  Timing  differences  in  the  reporting  of 
income  and  deductions  under  U.S.  and  foreign  tax  laws  may  result  in  a  taxpayer's  being  unable 
to  utilize  some  foreign  tax  credits  in  a  year  in  which  income  is  reported  in  a  foreign  country  but 
not  in  the  United  States.  Excess  credits  can  arise  from  differences  in  the  deduction  allocation 
rules  of  the  United  States  and  those  of  other  countries.  Domestic  losses  may  reduce  worldwide 
taxable  income  and  pre-credit  U.S.  tax  and,  hence,  the  amount  of  foreign  tax  credits  that  can  be 
used  currently.  Perhaps  most  importantly,  effective  corporate  income  tax  rates  in  many  indus- 
trialized countries  are  higher  than  U.S.  income  tax  rates. 

9  The  alternative  to  applying  the  foreign  tax  credit  limitation  on  an  overall  basis  is  applying  it 
on  a  per  country  basis.  Under  this  method,  the  taxpayer  determines  the  foreign  tax  credit  on  a 

Continued 
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U.S.  taxation  of  foreign  persons 

In  general,  the  United  States  does  not  tax  foreign  persons  (such 
as  foreign  corporations  and  nonresident  alien  individuals)  on  their 
income  from  foreign  sources.  The  only  foreign  source  income  of  for- 
eign persons  that  the  United  States  taxes  is  income  that  is  effec- 
tively connected  with  a  U.S.  trade  or  business.  In  contrast,  the 
United  States  generally  taxes  foreign  persons  on  U.S.  source 
income.  U.S.  source  income  effectively  connected  with  a  U.S.  trade 
or  business  generally  is  taxed  in  the  same  manner  and  at  the  same 
rates  to  foreign  persons  as  to  U.S.  persons.  Gain  or  loss  of  a  foreign 
person  from  the  disposition  of  a  U.S.  real  property  interest  is  taken 
into  account  as  if  the  taxpayer  were  engaged  in  a  trade  or  business 
within  the  United  States  and  as  if  the  gain  or  loss  were  effectively 
connected  with  that  trade  or  business.  A  30-percent  withholding 
tax  generally  is  imposed  on  the  gross  amount  of  certain  passive 
income  such  as  rents,  dividends  and  interest  which  is  received  from 
U.S.  sources  by  foreign  persons  and  is  not  effectively  connected 
with  a  U.S.  business. 

Because  a  foreign  person's  foreign  source  income  generally  is  not 
taxed  by  the  United  States,  foreign  persons,  like  some  U.S.  persons, 
generally  have  an  incentive  to  treat  income  as  deriving  from  for- 
eign sources  rather  than  U.S  sources. 

Sourcing  of  income  generally 

The  Internal  Revenue  Code  provides  rules  for  determining 
whether  income  is  from  U.S.  sources  or  from  foreign  sources.  U.S. 
source  income  includes,  generally,  income  from  sales  of  property 
manufactured  in  the  United  States  and  sold  in  the  United  States, 
income  from  services  performed  in  the  United  States,  dividends 
paid  by  U.S.  corporations,  and  interest  paid  by  U.S.  persons  (sec. 
861).  Foreign  source  income  includes,  generally,  income  from  the 
sale  outside  the  United  States  of  property  manufactured  outside 
the  United  States,  income  from  services  performed  outside  the 
United  States,  dividends  paid  by  other  than  U.S.  corporations,  in- 
terest paid  by  other  than  U.S.  persons,  and  royalties  from  the  use 
outside  the  United  States  of  patents,  secret  processes,  and  similar 
properties  (sec.  862).  Some  income  generally  is  treated  as  partial- 
ly U.S.  source  and  partially  foreign  source.  This  includes,  for  exam- 
ple, income  from  the  sale  of  personal  property  produced  by  the 
seller  in  whole  or  in  part  in  the  United  States  and  sold  outside  the 
United  States,  and  income  from  the  sale  of  personal  property  pro- 
duced by  the  seller  in  whole  or  in  part  outside  the  United  States 
and  sold  in  the  United  States  (sec.  863(b)). 

Sourcing  of  transportation  income 

The  Code  provides  that  generally  rental  income  from  property  lo- 
cated in  the  United  States  is  U.S.  source  income  and  rental  income 
from  property  located  outside  the  United  States  is  foreign  source 


country-by-country  basis.  Thus,  the  taxpayer  is  allowed  to  take  a  foreign  tax  credit  for  taxes 
paid  to  any  particular  foreign  country  only  to  the  extent  that  the  taxes  paid  to  that  country  do 
not  exceed  the  limitation  separately  determined  for  that  country. 

Both  an  overall  and  a  per  country  limitation  have  been  used  in  the  United  States.  In  the  Tax 
Reform  Act  of  1976,  Congress  generally  repealed  the  per  country  limitation. 
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income  (sees.  861(a)(4)  and  862(a)(4)).  Further,  income  from  trans- 
portation or  other  services  rendered  partly  in  and  partly  outside 
the  United  States  is  partly  U.S.  source  income  and  partly  foreign 
source  income  (sec.  863(b)(1)).  Treasury  regulations  (Treas.  Reg. 
sees.  1.861-5,  1.862-l(a)(4),  and  1.863-4)  and  rulings  provide  more  de- 
tailed sourcing  rules  for  transportation  income. 

Under  the  regulations  and  rulings,  the  source  of  transportation 
income  depends  on  whether  the  income  is  rental  income  (bareboat 
charter  hire)  or  transportation  service  income  (e.g.,  time  or  voyage 
charter  hire).  If  the  income  is  rental  income,  it  is  foreign  source 
income  to  the  extent  allocable  to  periods  when  the  vessel  is  outside 
the  United  States  and  its  territorial  waters  (the  three-mile  limit), 
whether  that  voyage  is  between  two  U.S.  ports  or  a  U.S.  port  and  a 
foreign  port  (Rev.  Rul.  75-483,  1975-2  C.B.  286).  If  the  income  is  a 
payment  for  transportation  services  between  two  U.S.  ports  or  a 
U.S.  port  and  a  foreign  port,  the  income  is  allocated  between  U.S. 
and  foreign  sources  by  comparing  costs  incurred  within  the  United 
States'  territorial  limits  and  costs  incurred  outside  the  United 
States'  territorial  limits  (IRS  Private  Letter  Ruling  8229005,  March 
30,  1982). 

Whether  income  attributable  to  transportation  of  cargo  between 
two  U.S.  ports  (or  a  U.S.  port  and  a  foreign  port)  is  rental  income 
or  services  income,  the  income  will  be  mostly  foreign  source  income 
provided  the  route  of  transport  lies  primarily  beyond  the  three- 
mile  limit.  Thus,  for  example,  persons  who  transport  crude  oil  from 
Alaska  to  West  Coast  points  or,  by  way  of  the  Panamanian  pipe- 
line, to  East  Coast  points,  may  treat  income  earned  from  such 
transportation  as  deriving  from  foreign  sources  to  the  extent  allo- 
cable to  periods  when  the  transporting  vessel  was  outside  the  U.S. 
territorial  limit. 

Reasons  for  Change 

The  committee  believes  that  all  transportation  income  attributa- 
ble to  transportation  which  begins  and  ends  in  the  United  States 
(or  any  of  its  possessions)  should  be  U.S.  source  income.  That  is,  the 
committee  believes  that  the  United  States  should  retain  the  pri- 
mary right  to  tax  this  income.  Under  the  present  sourcing  rules, 
carriers  operating  between  points  in  the  United  States  can  obtain 
predominantly  foreign  sourcing  for  transportation  income  earned 
from  their  U.S.  routes  by  routing  their  vessels  or  aircraft  outside 
the  three-mile  limit.  The  transaction  rarely  has  any  connection 
with  any  country  other  than  the  United  States. 

Treating  transportation  income  attributable  to  transportation  be- 
ginning and  ending  in  the  United  States  as  foreign  source  income 
increases  the  foreign  tax  credit  limitation  of  the  carrier  and  affili- 
ates. If  the  carrier  or  its  affiliates  have  excess  foreign  tax  credits  as 
a  result  of  unrelated  foreign  operations,  this  increase  in  the  foreign 
tax  credit  limitation  effectively  enables  the  carrier  to  use  the 
excess  credits  to  offset  all  or  part  of  any  U.S.  tax  that  should  be 
imposed  on  the  transportation  income.  Thus,  the  carrier  and  its  af- 
filiates may  pay  little  or  no  U.S.  tax  on  the  transportation  income. 
The  committee  does  not  believe  that  such  income  should  escape 
U.S.  tax. 
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Explanation  of  Provision 

The  bill  provides  that  all  transportation  income  attributable  to 
transportation  which  begins  and  ends  in  the  United  States  (includ- 
ing, for  this  purpose,  in  any  possession  of  the  United  States)  is  to 
be  treated  as  U.S.  source  income.  For  these  purposes,  transporta- 
tion income  is  defined  as  any  income  derived  from  or  in  connection 
with  the  use,  or  hiring  or  leasing  for  use,  of  a  vessel  or  aircraft  or 
the  performance  of  services  directly  related  to  the  use  of  such 
vessel  or  aircraft.  Thus,  the  bill  applies  to  transportation  income 
attributable  to  both  rentals  and  the  provision  of  transportation 
services.  Transportation  income  includes  income  from  transporting 
persons  as  well  as  income  from  shipping.  The  bill  states  that  the 
term  "vessel  or  aircraft"  includes  any  container  used  in  connection 
with  a  vessel  or  aircraft. 

Under  the  bill  transportation  of  oil,  for  example,  from  U.S. 
points  to  other  U.S.  points,  either  directly  or  by  way  of  the  Pana- 
manian pipeline,  is  transportation  ' 'which  begins  and  ends  in  the 
United  States"  and  thus,  transportation  income  from  such  trans- 
portation is  U.S.  source  income. 

The  new  sourcing  rule  is  to  be  applied  in  accordance  with  regula- 
tions prescribed  by  the  Secretary  of  the  Treasury.  Generally, 
transportation  of  cargo  will  not  be  considered  to  "begin  and  end  in 
the  United  States"  (and  thus,  the  new  sourcing  rule  will  not  cause 
income  from  such  transportation  to  be  U.S.  source  income)  when, 
en  route  to  a  delivery  point  elsewhere  in  the  United  States,  a  stop 
at  a  U.S.  intermediate  point  is  made  for  refueling,  maintenance, 
loading  or  unloading  of  other  cargo,  or  other  business  reasons,  if 
the  transporting  vessel  or  aircraft  took  on  the  cargo  in  a  foreign 
country.  Similarly,  transportation  of  cargo  will  not  be  considered  to 
begin  and  end  in  the  United  States  when  it  involves  transportation 
from  one  U.S.  point  to  another  intermediate  U.S.  point  where  refu- 
eling, maintenance,  etc.,  takes  place  before  ultimate  delivery  of  the 
cargo  to  a  point  in  foreign  country.  Repackaging,  recontaineriza- 
tion,  or  any  other  activity  involving  the  unloading  of  the  cargo  at 
the  U.S.  intermediate  point  will  not  change  these  results  under  the 
sourcing  rule  provided  the  cargo  is  transported  to  its  ultimate  des- 
tination on  the  same  aircraft  or  vessel  that  carried  it  to  the  inter- 
mediate U.S.  point.  If  the  cargo  is  transported  to  its  ultimate  desti- 
nation on  another  aircraft  or  vessel,  its  transportation  between  the 
U.S.  points  generally  will  be  considered  to  begin  and  end  in  the 
United  States. 

Transportation  of  persons  will  not  be  considered  to  "begin  and 
end  in  the  United  States"  when,  en  route  to  a  destination  else- 
where in  the  United  States,  a  stop  at  a  U.S.  intermediate  point  is 
made  for  refueling,  maintenance,  or  other  business  reasons,  if  the 
persons  begin  the  trip  in  a  foreign  country  and  do  not  change  air- 
craft or  vessels  at  the  U.S.  intermediate  point.  Similarly,  transpor- 
tation of  persons  will  not  be  considered  to  begin  and  end  in  the 
United  States  when  it  involves  transportation  from  one  U.S.  point 
to  an  intermediate  U.S.  point  like  that  just  noted  en  route  to  the 
persons'  destination  in  a  foreign  country  provided,  again,  the  per- 
sons do  not  change  aircraft  or  vessels  at  the  U.S.  intermediate 
point.  Round-trip  travel  from  the  United  States  to  a  foreign  coun- 
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try  by  persons  is  not  transportation  which  begins  and  ends  in  the 
United  States  under  the  bill  and,  thus,  the  new  sourcing  rule  will 
not  cause  carrier  transportation  income  attributable  to  such  round- 
trip  transportation  to  be  U.S.  source  income. 

Effective  date 

The  new  sourcing  rule  for  transportation  income  will  apply  to 
transportation  beginning  after  the  bill's  date  of  enactment  in  tax- 
able years  ending  after  that  date. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $14 
million  in  1984,  $39  million  in  1985,  $51  million  in  1986  and  $55 
million  in  1987. 


31-409  O  -  84  -  86  BK  1 


7.  Use  of  Territories  To  Avoid  U.S.  Tax  on  Foreign  Investors  (sec. 
137  of  the  bill  and  sees.  881  and  7651  of  the  Code) 

Present  Law  and  Background 

Payments  of  U.S.  source  interest,  dividends,  and  other  passive 
income  to  foreign  investors  are  generally  subject  to  a  30-percent 
U.S.  withholding  tax.  The  United  States  does  not  impose  withhold- 
ing tax,  however,  on  payments  of  passive  income  to  corporations  or- 
ganized in  Guam  or  in  the  Commonwealth  of  the  Northern  Mari- 
ana Islands.  The  United  States  does  not  tax  any  U.S.  income 
(either  active  or  passive)  of  "inhabitants"  of  the  U.S.  Virgin  Is- 
lands. Some  taxpayers  contend  that  passive  U.S.  source  income  can 
flow  through  Guam  or  Marianas  corporations  or  corporate  inhabi- 
tants of  the  Virgin  Islands  to  foreign  investors  free  of  U.S.  tax  and 
free  of  significant  tax  in  the  possession. 

These  possessions  generally  use  the  Internal  Revenue  Code  as 
their  territorial  income  tax  law  by  substituting  the  name  of  the 
possession  for  the  words  "United  States"  in  the  Internal  Revenue 
Code  where  appropriate  to  give  the  law  proper  effect  ("mirror 
Code").  The  United  States  has  an  "80-20"  source  rule  that  treats 
interest  and  dividends  paid  by  a  U.S.  corporation  as  foreign  source 
income  if  less  than  20  percent  of  the  corporation's  income  has  a 
U.S.  source.  In  these  possessions,  then,  application  of  the  "mirror 
Code"  might  indicate  that  interest  and  dividends  paid  by  a  corpora- 
tion organized  in  the  possession  are  not  possession  source  income  if 
less  than  20  percent  of  the  corporation's  income  is  from  sources  in 
the  possession.  A  possession  corporation  whose  sole  activity  is  in- 
vesting in  or  lending  money  to  its  (non-possession)  U.S.  affiliate  (or 
to  unrelated  U.S.  persons),  according  to  some  taxpayers,  would 
earn  only  non-possession  source  income.  Therefore,  taxpayers  have 
contended  that  payments  of  interest  and  dividends  from  such  a  pos- 
session corporation  to  a  foreign  investor  are  free  of  the  30-percent 
possession  withholding  tax. 

Temporary  Treasury  regulations  and  rulings,  however,  provide 
that  income  derived  from  one  of  these  possessions  that  is  not  sub- 
ject to  tax  to  the  recipient  in  the  possession  is  U.S.  source  income 
for  purposes  of  the  "80-20"  source  rule.  Under  the  mirror  Code, 
then,  income  derived  from  the  United  States  (such  as  interest  paid 
from  a  U.S.  corporation  to  a  Guamanian  finance  subsidiary)  that  is 
not  subject  to  U.S.  tax  to  the  recipient  (because  of  U.S.  rules 
exempting  such  income  from  tax)  is  possession  source  income  for 
purposes  of  applying  the  80-20  source  rule  under  the  possession's 
mirror  Code.  (Temp.  Reg.  sec.  4a.861-l;  Rev.  Rul.  83-9,  1983-1  C.B. 
126).  Under  the  Treasury  Department's  interpretation,  then,  if  a 
Guamanian  or  Marianas  corporation  received  interest  and  dividend 
income  from  a  U.S.  corporation,  the  "80-20"  rule  does  not  apply, 
and  the  possession  must  impose  a  30-percent  withholding  tax  on 
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payments  from  the  local  corporation  to  the  foreign  investor.  Treas- 
ury has  applied  similar  rules  to  V.I.  inhabitants  (Rev.  Rul.  83-10, 
1983-1  C.B.  127). 

Reasons  for  Change 

The  committee  is  concerned  with  the  proliferation  of  conduit  en- 
tities that  purport  to  shield  foreign  investors  from  U.S.  tax.  The 
committee  particularly  opposes  artificial  devices  that  purport  to 
shield  foreign  investors  from  U.S.  tax  on  direct  investment,  and 
that  purport  to  shield  foreign  investors  from  U.S.  tax  on  dividends. 
If  successful,  these  devices  could  allow  foreign  investors  who  buy  or 
invest  in  U.S.  companies  a  significant  tax  advantage  over  U.S.  in- 
vestors. 

The  committee  is  aware  that  some  foreign  investors  seek  to  use 
conduit  corporations  organized  outside  their  home  countries,  in  tax 
treaty  partner  countries  of  the  United  States,  to  avoid  U.S.  tax.  For 
instance,  under  the  current  income  tax  treaty  with  the  Nether- 
lands Antilles,  an  investor  from  a  country  with  which  the  United 
States  has  no  treaty  may  lend  money  to  a  conduit  corporation  in 
the  Netherlands  Antilles,  which  would  relend  to  a  U.S.  corpora- 
tion, and  the  United  States  might  collect  no  tax.  The  committee 
understands  that  the  Treasury  Department  has  adopted  a  policy,  to 
be  implemented  in  current  and  future  income  tax  treaty  negotia- 
tions, that  would  limit  treaty  benefits  to  bona  fide  residents  of  the 
treaty  country.  The  committee  urges  the  Treasury  Department  to 
continue  that  policy  and  to  insist  on  such  a  result  in  treaty  negoti- 
ations. 

The  committee  believes  that  rules  that  eliminate  U.S.  tax  on 
payments  of  passive  income  to  corporations  organized  in  U.S.  pos- 
sessions should  not  apply  to  foreign-owned  corporations  or  to  corpo- 
rations that  derive  a  large  portion  of  their  gross  income  from  out- 
side U.S.  possessions.  However,  the  committee  does  not  wish  to 
alter  tax  incentives  that  the  possessions  extend  to  U.S.  investors. 

Explanation  of  Provision 

The  bill  provides  that  the  30-percent  U.S.  withholding  tax  will 
apply  to  payments  of  U.S.-source  interest,  dividends,  and  other  pas- 
sive income,  to  a  corporation  created  in  or  organized  or  under  the 
law  of  Guam  or  the  Virgin  Islands,  unless  (1)  75  percent  or  more  in 
value  of  the  stock  of  the  corporation  is  owned  (directly  or  indirect- 
ly) by  individuals  who  are  citizens  or  residents  of  the  United  States 
or  of  any  U.S.  possession,  and  (2)  75  percent  or  more  of  the  gross 
income  of  the  corporation  is  derived  from  sources  within  a  U.S. 
possession.  The  bill  will  also  apply  to  Northern  Mariana  Island  cor- 
porations, because  references  in  the  Internal  Revenue  Code  to 
Guam  are  deemed  generally  also  to  refer  to  the  Marianas,  absent 
expressed  intent  not  to  have  them  apply  (Pub.  Law  94-241,  sec. 
601(c)).  Thus,  for  example,  payments  of  U.S.-source  interest  and 
dividends  to  a  Guamanian  corporation  that  (1)  is  owned  solely  by 
residents  of  Guam  and  (2)  derives  90  percent  of  its  gross  income 
from  Guam  and  the  Marianas  will  not  be  subject  to  U.S.  tax. 

The  bill  specifically  repeals,  for  only  the  limited  case  of  V.I.  cor- 
porations that  fail  either  75-percent  test,  the  rule  that  the  United 
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States  does  not  tax  any  U.S.  income  of  V.I.  inhabitants.  The  effect 
of  this  repeal  extends  only  to  the  U.S.  withholding  tax.  Otherwise, 
that  rule  remains  in  effect. 

The  bill  makes  it  clear  that  this  rule  is  not  "mirrored".  That  is, 
the  bill  does-  not  affect  the  tax  imposed  by  Guam,  the  Marianas,  or 
the  Virgin  Islands  (under  the  ' 'mirror  Code")  on  payments  of  inter- 
est, dividends,  and  certain  other  income  from  possessions  sources  to 
U.S.  corporations.  Such  payments  from  sources  in  Guam  and  the 
Marianas  will  remain  free  of  tax  in  those  possessions,  regardless  of 
the  U.S.  corporation's  owners  or  the  source  of  its  other  income. 
Such  payments  from  sources  in  the  Virgin  Islands  remain  subject 
to  a  V.I.  tax  of  up  to  10  percent  (sec.  934A). 

Effective  Date 

These  provisions  will  apply  to  payments  made  after  March  1, 
1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $10  million  annually. 


8.  Foreign  Collapsible  Corporations  (sec.  138  of  the  bill  and  sec. 

341  of  the  Code) 

Present  Law 

Section  341  generally  requires  a  shareholder's  gain  on  the  sale  or 
liquidation  of  a  collapsible  corporation  to  be  reported  as  ordinary 
income  rather  than  capital  gain.  However,  section  341(f)(1)  permits 
a  shareholder  to  obtain  capital-gain  treatment  on  the  disposition  of 
stock  if  the  corporation  consents  to  recognize  gain  on  disposition  of 
its  noncapital  assets  when  realized.  It  may  be  possible  to  circum- 
vent section  341  by  causing  a  foreign  corporation  to  give  a  section 
341(f)  consent  under  circumstances  that  render  enforcement  of  the 
consent  impractical  {e.g.  if  the  foreign  corporation  ceases  to  be  en- 
gaged in  a  U.S.  trade  or  business  and  the  stock  is  sold  to  a  foreign 
person). 

Section  341(f)(3)  provides  an  additional  exception  from  the  col- 
lapsible-corporation rules  for  certain  tax-free  corporate  organiza- 
tions, reorganizations,  and  liquidations,  where  the  corporation 
makes  a  section  341(f)  consent.  This  exception  may  also  present  op- 
portunities for  tax  avoidance. 

Reasons  for  Change 

The  committee  does  not  believe  that  collapsible  corporation  tax 
consequences  should  be  avoided  by  the  making  of  a  consent  which, 
in  fact,  may  have  no  effect.  However,  the  committee  is  also  con- 
cerned about  flatly  prohibiting  foreign  corporations  from  making  a 
section  341(f)  consent. 

Explanation  of  Provisions 

The  bill  provides  that,  to  the  extent  provided  in  regulations,  a 
foreign  corporation  is  ineligible  to  make  a  section  341(f)  consent. 
The  bill  also  provides  regulatory  authority  to  limit  the  application 
of  the  exception  for  certain  tax-free  corporate  transactions. 

Effective  Date 

This  provision  is  effective  on  the  date  of  enactment. 

Revenue  Effect 

Negligible. 
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9.  Recharacterization  of  U.S.  Income  as  Foreign  Income  (sec.  141 
of  the  bill  and  sec.  904  of  the  Code) 

Present  Law 

In  general,  the  United  States  taxes  all  U.S.  income — income  that 
arises  within  the  United  States — of  "United  States  persons."  The 
term  "United  States  persons"  includes  U.S.  citizens,  U.S.  residents, 
U.S.  corporations,  and  certain  estates  and  trusts.  The  United  States 
does  not  always  tax  all  foreign  income  of  United  States  persons. 
That  is,  the  foreign  tax  credit  can  offset  U.S.  tax  on  foreign  income, 
but  not  on  U.S.  income.  This  is  the  purpose  of  the  Code's  "foreign 
tax  credit  limitation."  The  foreign  tax  credit  limitation  gives  some 
taxpayers  who  have  excess  foreign  tax  credits  an  incentive  to  label 
income  as  "foreign"  rather  than  "U.S." 

U.S.  income  includes,  generally,  dividends  and  interest  paid  by 
U.S.  persons.  It  also  includes  income  from  insurance  policies  that 
cover  risks  in  the  United  States.  Dividends  and  interest  that  a  for- 
eign corporation  (not  doing  business  in  the  United  States)  pays  are 
"foreign"  income.  However,  a  pro  rata  portion  of  dividends  and  in- 
terest paid  by  a  foreign  corporation  are  U.S.  income  when  half  or 
more  of  the  foreign  corporation's  gross  income  over  a  three-year 
period  is  effectively  connected  with  a  U.S.  trade  or  business. 

Taxpayers  can  place  the  "foreign"  label  on  some  non-business 
U.S.  income  by  routing  it  through  a  foreign  corporation.  For  exam- 
ple, a  U.S.  person  may  own  100  percent  of  a  corporation  in  a  tax 
haven  country.  That  foreign  corporation  receives  non-business  U.S. 
income — perhaps  from  lending  money  to  its  U.S.  owner.  There  may 
be  little  or  no  U.S.  tax  on  the  foreign  corporation's  income.  (Al- 
though U.S.  persons  are  fully  taxable  on  U.S.  income,  non-U.S.  per- 
sons are  not  always  fully  taxable  on  U.S.  income.)  The  U.S.  person 
later  receives  a  dividend  (in  this  case,  a  deemed  distribution)  from 
the  foreign  corporation.  That  dividend  is  "foreign"  income.  There- 
fore, it  may  escape  U.S.  tax  by  increasing  available  foreign  tax 
credits.  This  result  occurs  because  foreign  taxes  from  one  country 
can  offset  U.S.  tax  on  income  from  another  country.  That  is,  high 
foreign  taxes  on  income  from  foreign  business  operations  could 
shelter  this  tax-haven  income  from  U.S.  tax. 

In  some  cases,  the  Code's  anti-tax  haven  activity  rules  (subpart 
F)  treat  a  U.S.  person  as  if  it  had  received  a  dividend  from  a  con- 
trolled foreign  corporation.  If  so,  that  deemed  distribution — even  if 
attributable  to  U.S.  income —  is  foreign  income.  It,  too,  may  escape 
U.S.  tax  (also  by  absorbing  foreign  tax  credits). 

The  committee  is  aware  of  two  particular  tax  plans  that  turn 
U.S.  income  into  foreign  income.  In  one  case,  a  U.S.  taxpayer  bor- 
rows funds  from  its  controlled  foreign  corporation.  This  subsidiary 
may  be  a  conduit  that  borrows  from  lenders  on  the  strength  of  the 
U.S.  taxpayer's  credit  worthiness.  The  U.S.  taxpayer  pays  interest 
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to  its  subsidiary,  and  deducts  the  interest  (often,  predominantly 
from  U.S.  income  rather  than  foreign  income).  The  interest  income 
of  the  subsidiary  is  currently  taxable  to  its  U.S.  owner  under  the 
anti-tax-haven  rules  of  the  Code  (subpart  F) — but  as  foreign  (non- 
interest)  income.  This  foreign  income — which  may  bear  a  relatively 
low  foreign  tax — may  absorb  enough  foreign  tax  credits  to  escape 
U.S.  tax  fully. 

In  another  case,  U.S.  taxpayers  set  up  "captive"  offshore  insur- 
ance companies  to  insure  U.S.  risks.  The  income  from  insuring  U.S. 
risks  is  normally  U.S.  income.  Although  the  Internal  Revenue 
Service  has  ruled  that  the  "insurance  premiums"  paid  by  a  domes- 
tic corporation  and  its  domestic  subsidiaries  to  the  parent's  wholly 
owned  foreign  "insurance"  subsidiary  are  not  deductible  if  the  "in- 
surance" subsidiary  does  not  also  insure  risks  of  insureds  outside 
its  own  corporate  family  (Rev.  Rul.  77-316,  1977-2  C.B.  53),  the  Serv- 
ice has  also  ruled  that  amounts  paid  by  a  domestic  petroleum  cor- 
poration to  a  foreign  insurance  company  that  provided  insurance 
against  certain  petroleum  industry  risks  only  for  its  31  unrelated 
shareholders  and  their  subsidiaries  and  affiliates  were  deductible 
as  insurance  premiums.  In  addition  to  the  fact  that  the  31  share- 
holders/insureds  of  the  insurance  company  were  unrelated,  the 
ruling  indicated  that  no  one  owned  a  controlling  interest  and  no 
one's  risk  coverage  could  exceed  5  percent  of  the  total  risks  in- 
sured. The  ruling  concluded  that  such  an  arrangement  allowed  the 
economic  risk  of  loss  to  be  shifted  and  distributed  among  the  share- 
holders who  comprised  the  insured  group  so  that  it  constituted  in- 
surance (Rev.  Rul.  78-338,  1978-2  C.B.  107).  When  such  a  foreign  in- 
surance company  pays  dividends  to  its  U.S.  shareholders,  those 
dividends  may  be  foreign  income — even  if  all  the  risks  that  the  for- 
eign insurance  company  covered  were  U.S.  risks. 

Reasons  for  Change 

The  committee  continues  to  believe  that  U.S.  taxpayers  should 
not  pay  both  full  U.S.  tax  and  foreign  tax  on  foreign  income.  Such 
double  taxation  could  effectively  prohibit  U.S.  taxpayers  from  con- 
ducting foreign  operations.  The  committee  continues  to  believe  that 
the  foreign  tax  credit,  which  can  offset  U.S.  tax  on  foreign  income, 
is  the  appropriate  mechanism  to  prevent  double  taxation. 

The  United  States,  however,  should  receive  the  full  U.S.  tax  (un- 
reduced by  foreign  tax  credits)  on  income  of  U.S.  persons  that 
arises  within  the  United  States.  The  committee  intends  to  pro- 
scribe devices  that  artificially  convert  U.S.  income  to  foreign 
income,  or  other  devices  that  create  artificial  foreign  income.  Such 
devices  circumvent  the  foreign  tax  credit  limitation  and  erode  the 
U.S.  tax  base.  They  could  have  the  result  of  making  U.S.  taxpayers 
indifferent  to  high  foreign  taxes  on  income  that  is  truly  foreign. 
Such  devices  for  conversion  of  U.S.  income  to  foreign  income  pass 
the  cost  of  high  foreign  taxes  from  the  U.S.  taxpayer  to  the  U.S. 
Government. 

Explanation  of  Provision 

Under  the  bill,  if  10  percent  or  more  of  the  gross  income  of  any 
United  States-owned  foreign  corporation  (over  a  three-year  period) 
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is  derived  from  sources  within  the  United  States  or  is  effectively 
connected  with  the  conduct  of  a  trade  or  business  within  the 
United  States,  then  any  distribution  (and  any  interest  payment) 
made  by  the  U.S.-owned  foreign  corporation  (to  the  extent  attribut- 
able to  U.S.-source  income  or  effectively  connected  income)  that  is 
received  (directly  or  through  one  or  more  entities)  by  any  U.S. 
person  will  be  treated  as  U.S.  source  income.  For  this  purpose, 
U.S.-owned  foreign  corporation  means  any  corporation  of  which  50 
percent  of  the  combined  voting  power  of  all  classes  of  stock  entitled 
to  vote,  or  the  total  value  of  all  classes  of  stock  was  held  directly  or 
indirectly  by  U.S.  persons.  This  provision  applies  only  for  purposes 
of  the  foreign  tax  credit  limitation;  it  does  not  apply  for  purposes  of 
the  rules  that  tax  foreign  persons  on  income  that  is  not  effectively 
connected  with  the  conduct  of  a  U.S.  trade  or  business. 

Effective  Date 

These  provisions  will  generally  apply  to  distributions  (and 
deemed  distributions  under  Subpart  F)  and  interest  payments 
made  by  U.S.-owned  foreign  corporations  after  the  date  of  enact- 
ment to  the  extent  attributable  to  income  received  or  accrued  by 
such  corporations  after  the  date  of  enactment.  However,  these  pro- 
visions will  not  apply  to  distributions,  deemed  distributions,  or  in- 
terest payments  to  the  extent  attributable  to  interest  received  by 
U.S.-owned  foreign  corporations  on  term  obligations  entered  into 
before  March  2,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $24 
million  in  1984,  $69  million  in  1985,  $93  million  in  1986  and  $102 
million  in  1987. 


10.  Recharacterization  of  Interest  Income  as  Dividend  Income 
(sec.  142  of  the  bill  and  sec.  904  of  the  Code) 

Present  Law 

Many  foreign  countries  do  not  tax  interest  that  their  residents 
pay  to  U.S.  lenders — including  interest  that  their  banks  pay  to  U.S. 
depositors.  Therefore,  frequently,  U.S.  persons  can  earn  foreign  in- 
terest income  free  of  foreign  tax. 

The  United  States'  foreign  tax  credit  reduces  U.S.  tax  on  foreign 
income  (but  not  U.S.  tax  on  U.S.  income).  However,  if  a  U.S.  person 
pays  no  foreign  tax  on  foreign  interest  income,  the  U.S.  person  gen- 
erally must  pay  U.S.  tax  on  that  foreign  interest  income  because 
there  is  a  separate  foreign  tax  credit  limitation  for  interest  income. 
Thus,  foreign  taxes  on  non-interest  income  generally  will  not  offset 
the  U.S.  tax  on  foreign  interest  income,  no  matter  how  high  the 
foreign  taxes  on  foreign  non-interest  income.10  This  rule  preserves 
the  U.S.  tax  on  untaxed  interest  income  of  U.S.  persons,  wherever 
earned.  Its  purpose  is  to  remove  any  tax  advantage  for  lending 
abroad  over  lending  in  the  United  States.  It  prevents  generation  of 
low-taxed  foreign  interest  income  that  can  absorb  excess  foreign 
tax  credits. 

A  U.S.  person  may  circumvent  this  special  rule,  however.  Instead 
of  lending  money  and  earning  interest  income  directly,  a  U.S. 
person  may  create  a  foreign  corporation  that  lends  money  (for  ex- 
ample, through  a  bank  deposit)  and  earns  interest  income.  The 
U.S.  person  will  generally  be  treated  as  receiving  income  currently 
in  the  amount  of  the  foreign  corporation's  interest  income  (under 
the  Code's  anti-tax  haven  activity  rules  (subpart  F)).  The  use  of  the 
foreign  corporation,  however,  will  convert  the  character  of  the  in- 
terest income  to  non-interest  (i.e.,  dividend)  income.  This  conver- 
sion removes  the  income  from  the  separate  foreign  tax  credit  limi- 
tation and  allows  it  to  absorb  foreign  tax  credits  attributable  to 
non-interest  income. 

Similarly,  a  U.S.  person  may  invest  in  a  U.S.  corporation  (such 
as  a  mutual  fund)  that  buys  foreign  interest-bearing  investments. 
The  U.S.  corporation's  dividends  may  be  foreign  income  under  a 
special  rule  that  recharacterizes  payments  from  a  U.S.  corporation 
as  foreign  if  80  percent  or  more  of  its  income  is  foreign.  These  divi- 
dends, under  current  law,  are  able  to  absorb  excess  foreign  tax 
credits  and  thus  escape  U.S.  tax. 


10  Similarly,  foreign  taxes  on  foreign  interest  income  generally  cannot  offset  U.S.  tax  on  for- 
eign non-interest  income.  In  general,  the  total  (U.S.  and  foreign)  tax  on  a  U.S.  person's  foreign 
interest  income  is  the  higher  of  the  U.S.  tax  or  the  foreign  tax  on  foreign  interest. 
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Reasons  for  Change 

Taxpayers  with  liquid  assets  can  earn  interest  income  either  in 
the  United  States  or  abroad.  The  committee  believes  that  the 
United  States  should  not  encourage  U.S.  taxpayers  to  earn  interest 
income  abroad.  Therefore,  the  United  States  should  not  allow  tax- 
payers to  offset  U.S.  tax  on  interest  income  with  foreign  tax  credits 
on  non-interest  income.  That  is,  the  committee  seeks  to  restore  the 
integrity  of  the  separate  foreign  tax  credit  limitation  for  interest 
income,  and  to  prevent  U.S.  taxpayers  from  using  artificial  devices 
to  convert  interest  income  into  non-interest  income. 

Current  law  not  only  encourages  U.S.  taxpayers  to  invest  capital 
outside  the  United  States,  it  also  erodes  the  U.S.  tax  base.  U.S.  tax- 
payers generally  will  be  indifferent  to  high  foreign  taxes  that  offset 
U.S.  taxes.  When  taxpayers  convert  low-taxed  foreign  interest 
income  to  non-interest  income,  they  circumvent  the  foreign  tax 
credit  limitation.  Then,  the  U.S.  Treasury,  and  not  the  U.S.  taxpay- 
er, bears  the  burden  of  foreign  taxes  on  non-interest  income. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  the  separate  foreign  tax 
credit  limitation  for  interest  income,  a  pro  rata  portion  of  any  dis- 
tribution by  a  corporation  shall  be  treated  as  interest  if  10  percent 
or  more  of  the  paying  corporation's  earnings  and  profits  for  the 
three  taxable  years  preceding  the  taxable  year  during  which  the 
dividend  is  paid  is  attributable  to  interest  income.  This  separate 
limitation  will  apply  to  such  recharacterized  interest  even  though 
the  U.S.  distributee  is  related  to  the  distributing  corporation.  This 
rule  applies  only  to  50-percent  U.S.-owned  foreign  corporations  and 
regulated  investment  companies. 

This  provision  will  apply  to  dividends  paid  (and  deemed  distribu- 
tions under  Subpart  F)  by  foreign  corporations  and  by  U.S.  corpora- 
tions that  pay  foreign-source  dividends  to  interest  income.  The 
committees  intends  to  disregard  tiers  of  corporations  in  applying 
this  rule. 

Effective  Date 

This  provision  will  apply  to  payments  and  deemed  distributions 
from  corporations  earning  interest  after  the  date  of  enactment. 
However,  these  provisions  will  not  apply  to  distributions,  deemed 
distributions,  or  interest  payments  to  the  extent  attributable  to  in- 
terest received  by  U.S.-owned  foreign  corporations  on  term  obliga- 
tions entered  into  before  March  2,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $10  million  annually. 


K.  Taxpayer  Compliance  Provisions 

1.  Promoter  Lists  of  Syndicate  Participants  (sec.  151  of  the  bill 
and  new  sec.  6111  of  the  Code) 

Present  Law 

There  is  no  explicit  requirement  that  promoters  of  syndicated  in- 
vestments sold  directly  to  investors  should  maintain  customer  lists. 
As  a  result,  the  Internal  Revenue  Service  may  have  to  rely  on  its 
summons  authority  to  obtain  such  lists  when  examination  of  them 
is  considered  necessary  in  the  investigation  of  abusive  tax  shelter 
schemes.  Some  promoters,  however,  may  not  keep  customer  lists. 

In  other  contexts,  present  law  provides  means  for  the  Internal 
Revenue  Service  to  pursue  taxpayers  who  were  led  into  a  question- 
able tax  position  through  the  representations  of  a  promoter  or 
other  third  party.  For  example,  the  partnership  audit  provisions  of 
TEFRA  enable  the  Internal  Revenue  Service  to  examine  partner- 
ship issues  in  a  single  proceeding  and  to  make  appropriate  adjust- 
ments in  the  individual  partners'  returns  automatically.  Else- 
where, the  Code  requires  that  income  tax  return  preparers  retain 
for  3  years  either  the  returns  prepared  by  them  or  a  list  of  taxpay- 
ers for  whom  returns  were  prepared.  This  provision  enables  the 
Service  to  examine,  for  example,  the  returns  prepared  by  a  particu- 
lar person,  if  it  finds  a  pattern  of  improper  return  preparation  by 
that  preparer. 

Reasons  for  Change 

The  committee  is  concerned  that  promoters  of  arrangements  in 
which  the  investor  purchases  the  investments  directly  are  profiting 
from  the  inability  of  the  Internal  Revenue  Service  to  examine 
every  return.  These  promoters  know  that  even  if  a  tax  scheme  they 
market  is  clearly  faulty,  some  investors'  incorrect  returns  will 
escape  detection  and  many  will  enjoy  a  substantial  deferral  of  tax 
while  the  Internal  Revenue  Service  searches  for  their  returns  and 
coordinates  the  handling  of  similar  cases. 

The  new  requirement  that  promoters  of  potentially  abusive  tax 
activities  keep  lists  of  customers  and  investments  will  enable  the 
Internal  Revenue  Service  to  identify  quickly  all  of  the  participants 
in  related  tax-shelter  investments.  As  a  result,  taxpayers  claiming 
improper  treatment  will  not  escape  detection,  and  investors  in  sim- 
ilar schemes  will  receive  more  uniform  treatment. 

Explanation  of  Provision 

The  bill  requires  that  any  person  who  organizes  any  potentially 
abusive  tax  shelter,  or  sells  an  interest  in  such  a  shelter,  shall 
maintain  a  list  which  identifies  each  person  who  was  sold  an  inter- 
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est  in  such  shelter.  The  Secretary  is  given  authority  to  issue  regu- 
lations that  prescribe  what  information  should  be  included  in  the 
list  and  the  manner  in  which  it  should  be  kept,  and  the  list  must 
be  made  available  to  the  Secretary  for  inspection  on  his  request. 

A  potentially  abusive  tax  shelter  is  defined  as  any  entity,  invest- 
ment plan  or  arrangement,  or  any  other  plan  or  arrangement 
which  the  Secretary  by  regulation  has  determined  has  a  potential 
for  tax  avoidance  or  evasion.  The  requirement  to  maintain  a  list 
will  apply  to  any  person  who  organizes  or  sells  any  interest  in  a 
potentially  abusive  tax  shelter  by  holding  out  the  possibility  that 
participation  in  the  scheme  will  yield  tax  benefits.  Generally,  a  po- 
tentially abusive  scheme  is  one  that  offers  the  same  sorts  of  invest- 
ment as  schemes  characterized  by  claims  with  dubious  legal  merit 
that  certain  deductions,  credits,  or  losses  could  be  employed  to 
reduce  the  tax  liability  of  income  from  other  sources,  or  the  income 
could  be  excluded  from  taxable  income.  The  concept  of  tax  avoid- 
ance or  evasion  as  used  in  this  context  does  not  include  the  pur- 
chase of  tax-exempt  bonds. 

The  Secretary  is  given  authority  to  require  that  the  list  contain 
whatever  information  he  finds  to  be  pertinent.  The  list  must  enable 
the  Secretary  to  identify  every  purchaser  of  a  given  type  of  invest- 
ment scheme  and  the  amount  invested.  To  this  end,  the  Secretary 
may  require  the  promoter  to  maintain  the  list  by  reference  to  spe- 
cific characteristics  that  identify  their  purported  tax  treatment. 
These  requirements  need  not  apply  with  respect  to  partnership  in- 
terests or  subchapter  S  share  ownership  because  such  arrange- 
ments are  already  subject  to  special  audit  rules  under  the  Code.  In- 
formation must  be  retained  for  seven  years  after  it  is  first  required 
to  be  listed.  If  2  or  more  persons  are  required  to  maintain  the  same 
list,  the  Secretary  shall  prescribe  rules  under  which  the  mainte- 
nance of  one  list  is  satisfactory. 

Any  promoter  who  fails  to  maintain  a  list  that  is  required  under 
the  new  provisions  of  the  bill  will  be  subject  to  a  penalty  compara-  ; 
ble  to  that  imposed  on  income  tax  return  preparers  who  fail  to 
maintain  required  lists.  Thus,  each  failure  to  retain  a  record  of  any 
particular  purchaser  of  an  investment  will  be  subject  to  a  $50  pen- 
alty, except  when  the  failure  results  from  reasonable  cause  and  not 
from  willful  neglect.  The  penalty  for  failure  to  maintain  required 
promoter  lists  is  subject  to  a  limit  of  $50,000  for  any  calendar  year. 
This  penalty  is  in  addition  to  any  other  penalty  provided  by  law. 

Effective  Date 

The  amendments  made  by  this  section  take  effect  on  the  date  of 
enactment. 


I 


2.  Reporting  with  Respect  to  Mortgage  Interest  Received  in  Trade 
or  Business  (sec.  152  of  the  bill  and  new  sec.  6050H  of  the  Code) 

Present  Law 

Interest  paid  on  a  mortgage  is  deductible  in  computing  taxable 
income.  There  is,  however,  no  requirement  that  the  recipients  of 
such  interest  provide  information  with  respect  to  the  payment  to 
the  Internal  Revenue  Service. 

Reasons  for  Change 

The  committee  believes  that  a  provision  requiring  recipients  of 
mortgage  interest  payments  aggregating  $600  annually  to  report 

j  the  interest  received  to  the  Internal  Revenue  Service  (with  a  copy 
to  the  payor)  will  materially  assist  the  Internal  Revenue  Service  in 

I  verifying  the  accuracy  of  claimed  mortgage  interest  deductions.  In- 
ternal Revenue  Service  studies  indicate  that  a  significant  percent- 
age of  all  overstated  deductions  involves  overstatement  of  interest 
deductions. 

Explanation  of  Provision 

Any  person  who,  in  connection  with  a  trade  or  business,  receives 
$600  or  more  of  mortgage  interest  payments  from  any  person  for 
the  calendar  year  will  be  required  to  file  a  return  that  contains  the 
payor's  name,  address,  taxpayer  identification  number,  the  aggre- 
gate amount  of  interest  received,  and  such  other  information  as  the 
Secretary  may  prescribe  in  regulations.  This  reporting  requirement 
will  go  into  effect  after  the  Secretary  has  issued  regulations  and 
will  apply  not  only  to  the  person  entitled  to  the  interest,  but  also  to 
persons  (such  as  service  companies)  who  receive  interest  payments 
on  behalf  of  another.  For  this  purpose,  mortgage  interest  is  any  in- 
terest on  an  obligation  secured  by  an  interest  in  real  property  (in- 
cluding interest  payable  under  a  contract  for  deed)  and  amounts 
paid  in  lieu  of  interest.  A  person,  for  the  purposes  of  this  provision, 
includes  any  governmental  unit  that  receives  mortgage  interest 
payments,  but  the  trade  or  business  requirement  does  not  apply  to 
a  governmental  unit.  In  addition,  a  statement  must  be  furnished  to 
each  person  for  whom  a  report  was  made  showing  the  name  and 
;  address  and  the  aggregate  amount  of  interest  received  by  the 
j     person  making  the  return. 

The  committee  decided  to  require  reporting  only  where  the 
amount  of  interest  aggregates  $600  or  more  because  payments  of 
that  amount  generally  are  the  threshold  for  reporting  require- 
j     ments  in  other  sections  of  the  Code. 

The  penalty  for  failure  to  make  required  returns  will  be  similar 
I     to  that  imposed  on  failures  to  make  other  information  returns. 
Thus,  the  penalty  will  be  $50  per  failure,  subject  to  a  maximum  of 
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$50,000  for  any  calendar  year.  The  penalty  is  not  applicable  if  the 
failure  is  due  to  reasonable  cause  and  not  to  willful  neglect.  If, 
however,  the  failure  to  file  is  due  to  intentional  disregard  of  the 
filing  requirements,  the  penalty  is  not  less  than  10  percent  of  the 
aggregate  amount  not  properly  reported  and  the  $50,000  limitation 
will  not  apply. 

Effective  Date 

This  new  reporting  requirement  will  apply  to  amounts  received 
after  December  31,  1984. 


3.  Returns  Relating  to  Foreclosures  and  Abandonments  of 
Security  (sec.  153  of  the  bill  and  new  sec.  60501  of  the  Code) 

Present  Law 

The  acquisition  by  a  creditor  of  property  which  served  as  secu- 
rity for  a  loan  may  be  a  taxable  event  to  both  the  lender  and  the 
borrower.  The  tax  effects  vary  depending  upon  whether  the  loan  is 
thereby  discharged  in  whole  or  in  part,  whether  the  debt  was  re- 
course or  nonrecourse,  whether  the  acquisition  was  by  way  of  a 
foreclosure,  sale  or  abandonment,  etc. 

In  general,  foreclosure  events  are  treated  as  sales  or  exchanges 
between  the  parties  to  the  extent  of  the  fair  market  value  in  the 
case  of  recourse  debt,  and  to  the  extent  of  the  debt  in  the  case  of 
nonrecourse  debt.  In  addition,  the  foreclosure  or  other  acquisition 
by  a  lender  of  property  which  was  security  for  a  loan  in  full  or  part 
satisfaction  of  the  loan,  or  the  abandonment  of  the  property,  may 
give  rise  to  discharge  of  indebtedness  income  to  the  borrower  if  the 
debt  was  with  recourse.  Furthermore,  foreclosure,  abandonment,  or 
a  reacquisition  of  personal  property  may  create  a  situation  in 
which  recapture  of  the  investment  tax  credit  is  required. 

Special  rules  apply  with  respect  to  foreclosures,  or  other  acquisi- 
tions of  security,  by  thrift  institutions  and  certain  reacquisitions  by 
sellers  of  real  property  when  the  seller  took  back  a  purchase 
money  obligation. 

Reasons  for  Change 

Under  present  law,  there  is  no  reporting  requirement  designed  to 
encourage  consistent  treatment  by  the  lender  and  the  borrower  on 
a  foreclosure,  abandonment  or  other  disposition  of  property  which 
is  security  for  indebtedness.  There  is  no  reporting  requirement  to 
encourage  the  correct  treatment  of  discharge  of  indebtedness 
income  in  recourse  debt  cases.  Thus,  gain  on  foreclosure  and  other 
disposition  events  and  discharge  of  indebtedness  income  may  go  un- 
reported. In  addition,  these  events  are  difficult  to  detect  on  audit. 

Explanation  of  Provision 

Any  person  (including  the  United  States  or  a  State)  who,  in  con- 
nection with  a  trade  or  business,  lends  money  secured  by  property, 
must  make  a  return  to  the  Secretary  reporting  any  foreclosure  or 
other  acquisition  of  property  in  full  or  partial  satisfaction  of  a  debt 
or  debts  of  $15,000  or  more  secured  by  that  property.  The  trade  or 
business  requirement  does  not  apply  to  a  governmental  unit  of  the 
United  States  or  a  State.  An  exception  is  provided  for  all  consumer 
loans.  A  consumer  loan  is  defined  as  any  loan  to  an  individual  se- 
cured by  an  interest  in  tangible  personal  property  which  is  not 
held  for  investment  and  is  not  used  in  a  trade  or  business.  In  addi- 
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tion,  the  lender  must  report  the  abandonment  by  the  borrower  of 
any  property  which  is  security  for  a  loan  by  the  lender  when  the 
lender  first  has  reason  to  know  that  the  property  has  been  aban- 
doned. 

The  Secretary  may  provide  in  regulations  that  any  transfer  of 
the  property  which  secures  the  indebtedness  to  a  person  other  than 
the  lender  shall  be  treated  as  an  abandonment  of  such  property.  In 
addition,  the  Secretary  also  may  prescribe  regulations  that  require 
reporting  with  respect  to  other  dispositions  of  property  securing  in- 
debtedness. 

These  reports  must  include  the  name,  address,  and  taxpayer 
identification  number  of  the  borrower,  the  original  amount  of  the 
debt,  the  type  of  security  for  the  debt,  the  amount  of  debt  satisfied 
by  the  acquisition,  abandonment  or  disposition  of  the  security,  and 
the  recourse  or  nonrecourse  character  of  the  debt.  In  each  case,  a 
duplicate  report  must  be  provided  to  the  debtor  by  January  31  of 
the  year  following  the  calendar  year  in  which  the  return  was 
made. 

The  penalty  for  failure  to  make  required  returns  will  be  similar 
to  that  imposed  on  failures  to  make  other  information  returns. 
Thus,  the  penalty  will  be  $50  per  failure,  subject  to  a  maximum  of 
$50,000  for  any  calendar  year.  The  penalty  is  not  applicable  if  the 
failure  is  due  to  reasonable  cause  and  not  to  willful  neglect.  If, 
however,  the  failure  to  file  is  due  to  intentional  disregard  of  the 
filing  requirements,  the  penalty  is  not  less  than  10  percent  of  the 
aggregate  amount  not  properly  reported  and  the  $50,000  limitation 
will  not  apply. 

Effective  Date 

This  reporting  requirement  applies  with  respect  to  acquisitions 
or  abandonments  after  December  31,  1984. 


4.  Increase  in  Penalty  for  Promoting  Abusive  Tax  Shelters  (sec. 
154  of  the  bill  and  sec.  6700  of  the  Code) 

Present  Law 

Any  person  who  organizes,  assists  or  participates  in  the  organiza- 
tion or  sale  of  any  interest  in  a  partnership  or  other  entity,  any 
investment  plan  or  arrangement,  or  any  other  plan  or  arrange- 
ment that  constitutes  an  abusive  tax  shelter  and  who  makes  or  fur- 
nishes (1)  a  statement  with  respect  to  the  allowability  of  any  tax 
benefit  by  reason  of  participating  in  the  tax  shelter  the  person  has 
reason  to  know  is  false  or  fraudulent  as  to  any  material  matter,  or 
(2)  a  gross  valuation  overstatement  with  respect  to  any  matter  ma- 
terial to  the  tax  shelter  is  subject  to  a  civil  penalty.  Thus,  persons 
subject  to  the  penalty  may  include  not  only  the  promoter  of  a  tax 
shelter  partnership  but  also  any  other  person  who  organizes  or 
sells  a  plan  or  arrangement  with  respect  to  which  there  are  materi- 
al misrepresentations  or  valuation  errors  affecting  the  tax  benefits 
to  be  derived  from  participation  in  the  arrangement. 

A  matter  is  material  to  the  arrangement  if  it  would  have  a  sub- 
stantial impact  on  the  decision-making  process  of  a  reasonably  pru- 
dent investor.  A  gross  valuation  overstatement  is  any  statement  or 
representation  of  the  value  of  services  or  property  which  exceeds 
200  percent  of  the  correct  value  of  the  property  or  services  and 
which  is  directly  related  to  the  amount  of  any  income  tax  deduc- 
tion or  credit  allowable  to  any  participant. 

The  penalty  for  promoting  an  abusive  tax  shelter  is  an  assessable 
penalty  equal  to  the  greater  of  $1,000  or  10  percent  of  the  gross 
income  derived,  or  to  be  derived,  from  the  activity.  It  is  not  neces- 
sary that  the  purchasing  taxpayer  relied  on  the  information  or 
that  actual  underreporting  of  tax  occurred. 

The  Secretary  is  given  authority  to  waive  all  or  part  of  any  pen- 
alty resulting  from  a  gross  valuation  overstatement,  upon  a  show- 
ing that  there  was  a  reasonable  basis  for  the  valuation  and  the  val- 
uation was  made  in  good  faith. 

Reasons  for  Change 

The  attention  of  the  committee  has  been  drawn  to  evidence  that 
the  10-percent  penalty  enacted  in  TEFRA  is  inadequate  in  amount 
since  promoters  of  tax  shelters  operate  on  a  large  margin. 

Explanation  of  Provision 

The  bill  increases  the  penalty  for  promoting  abusive  tax  shelters 
to  the  greater  of  20  percent  of  the  gross  income  derived,  or  to  be 
derived,  from  the  activity,  or  $1,000.  The  committee  did  not  in- 
crease the  $1,000  penalty  because,  as  originally  enacted,  the  $1,000 
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was  intended  to  be  a  minimum  penalty  on  small  promoters  who 
derive  little  income  from  the  deals  they  promote. 

Effective  Date 

The  amendments  to  the  promoter  penalty  will  take  effect  on  the 
date  of  enactment. 


5.  Reporting  of  State  and  Local  Income  Tax  Refunds  Not  Re- 
quired with  Respect  to  Non-Itemizers  (sec.  155  of  the  bill  and 
sec.  6050E  of  the  Code) 

Present  Law 

An  information  return  must  be  filed  with  the  Secretary  with  re- 
spect to  any  State  or  local  government  income  tax  refund,  credit, 
or  offset  aggregating  $10  or  more  during  the  calendar  year  which  is 
paid  or  credited  to  an  individual.  These  reports  are  required  when 
amounts  are  paid  over  or  credited  regardless  of  whether  they  are 
taxable  to  the  taxpayer  in  that  taxable  year.  Thus,  an  amount  paid 
over  or  credited  is  reportable  even  though  it  is  not  taxable  because 
the  taxpayer  received  no  tax  benefit.  Similarly,  if  an  amount  is 
credited  to  reduce  the  future  liability  of  the  taxpayer,  it  is  reporta- 
ble once  credited  even  though  the  liability  against  which  the  credit 
will  be  taken  has  not  yet  arisen.  The  return  required  by  this  provi- 
sion must  report  the  aggregate  amount  of  any  such  refund  pay- 
ments, credits,  or  offsets,  and  the  recipient's  name  and  address. 
State  governments  can  satisfy  their  return  obligations  under  this 
provision  through  voluntary  information  exchange  agreements 
with  the  Internal  Revenue  Service. 

In  addition,  the  provision  requires  that  a  statement  with  respect 
to  each  return  be  furnished  to  the  recipient  of  the  refund,  credit  or 
offset  during  January  of  the  calendar  year  following  the  calendar 
year  in  which  the  refund  is  made  or  the  credit  or  offset  allowed. 
Under  temporary  regulations,  the  Treasury  has  provided  that  re- 
porting is  not  required  when  the  officer  making  the  refund  deter- 
mines that  that  individual  received  no  Federal  tax  benefit  from  the 
tax  payment  to  which  the  refund  relates. 

Reason  for  Change 

The  committee  has  learned  that  many  taxpayers  who  receive 
income  tax  refunds  from  the  State  and  local  governments  in  whose 
taxing  jurisdiction  they  reside  receive  no  tax  benefit  under  the  Fed- 
eral income  tax  because  they  do  not  itemize  their  deductions.  These 
taxpayers  employ  the  zero  bracket  amount  in  lieu  of  itemizing 
their  deductions,  and  changes  in  the  net  amount  of  State  and  local 
government  income  taxes  paid  after  refunds  have  no  effect  on  the 
taxpayer's  marginal  tax  bracket. 

The  intent  of  Congress  when  it  adopted  this  provision  in  TEFRA 
in  1982  was  to  require  information  reporting  about  tax  refunds  tax- 
payers who  deduct  State  and  local  government  income  tax  pay- 
ments on  federal  income  tax  returns  and  thereby  reduce  their  tax 
liability.  Taxpayers  who  do  not  itemize  deductions  do  not  generally 
receive  a  tax  benefit  from  a  refund  of  State  or  local  government 
taxes. 

(1359) 


1360 


Explanation  of  Provision 

The  provision  (sec.  6050E(a))  that  requires  State  and  local  govern- 
ments to  report  income  tax  refunds  is  amended  to  exclude  from  the 
reporting  requirement  refunds  paid,  or  offsets  credited,  to  individ- 
uals who  do  not  claim  itemized  deductions  on  Federal  income  tax 
returns.  This  amendment  of  the  TEFRA  provision  is  intended  to 
codify  the  temporary  regulations  prescribed  by  the  Secretary  of 
Treasury. 

Effective  Date 

This  amendment  will  apply  to  payments  of  refunds,  and  credits 
and  offsets  made,  after  December  31,  1982. 


6.  Authorization  to  Disregard  Appraisals  of  Persons  Penalized  for 
Aiding  in  Understatements  of  Tax  Liability  (sec.  156  of  the  bill 
and  new  sec.  330  of  Title  31) 

Present  Law 

The  Secretary  of  the  Treasury  may  prescribe  rules  governing  the 
admission  of  lawyers  and  accountants  to  practice  before  the  Inter- 
nal Revenue  Service  and  may  bar  individuals  from  practice  if  he 
finds  them  to  be  incompetent,  disreputable  or  grossly  negligent. 
Present  law  does  not  provide  any  comparable  authority  with  re- 
spect to  the  appearance  of  professional  appraisers  in  proceedings  at 
the  Internal  Revenue  Service. 

Reasons  for  Change 

The  committee  believes  that  professional  appraisers  who  seek  to 
present  evidence  to  the  Internal  Revenue  Service  should  be  subject 
to  the  same  sort  of  professional  regulation  that  applies  to  attorneys 
and  accountants  practicing  before  the  Internal  Revenue  Service. 

Explanation  of  Provision 

The  Secretary  of  the  Treasury  is  authorized  to  bar  from  appear- 
ing before  the  Internal  Revenue  Service  or  the  Treasury  Depart- 
ment, for  the  purpose  of  offering  opinion  evidence  on  the  value  of 
property  or  other  assets,  any  individual  who  has  been  assessed  a 
penalty  under  the  provisions  of  section  6701  of  the  Internal  Reve- 
nue Code.  Thus,  an  appraiser  who  aids  or  assists  in  the  preparation 
or  presentation  of  an  appraisal  in  connection  with  the  tax  laws  will 
be  subject  to  disciplinary  actions,  if  the  appraiser  knows  that  the 
appraisal  will  be  used  in  connection  with  the  tax  laws  and  may 
result  in  an  understatement  of  the  tax  liability  of  another  person. 
The  Secretary  also  is  given  authority  to  provide  that  appraisals  by 
an  appraiser  who  has  been  disciplined  shall  have  no  probative 
effect  in  any  administrative  proceeding  before  the  Department  of 
the  Treasury  or  the  Internal  Revenue  Service. 

Effective  Date 

The  provision  will  apply  to  penalties  assessed  after  the  date  of 
enactment. 
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7.  Provisions  Relating  to  Individual  Retirement  Accounts  (sec.  157 
of  the  bill  and  sees.  408  and  6693  of  the  Code) 

Present  Law 

An  individual  may  deduct  amounts  contributed  to  an  individual 
retirement  account  (IRA).  A  contribution  for  a  taxable  year  is  con- 
sidered as  having  been  made  on  the  last  day  of  the  taxable  year,  if 
the  contribution  is  made  not  later  than  the  time  prescribed  for 
filing  the  return  for  the  taxable  year  (including  extensions).  In  the 
case  of  a  calendar  year  taxpayer  who  is  not  granted  an  extension 
in  the  due  date  for  filing  his  or  her  return,  this  means  that  a  con- 
tribution made  to  an  IRA  for  1983  may  be  deducted  on  the  1983  tax 
return  as  long  as  the  contribution  is  made  by  April  15,  1984. 

The  trustee  of  an  individual  retirement  account  or  individual  re- 
tirement annuity  is  required  to  report  to  the  Secretary  of  the 
Treasury  and  the  individual  for  whom  the  IRA  is  maintained  on 
contributions,  distributions  and  other  relevant  matters  required 
under  regulations  issued  by  the  Secretary.  The  regulations  are  re- 
quired to  prescribe  the  time  and  manner  in  which  the  reports  will 
be  filed  with  the  Secretary  and  furnished  to  the  individual. 

In  the  event  of  a  failure  to  file  a  report  regarding  an  IRA  at  the 
time  and  in  the  manner  required,  the  person  responsible  for 
making  the  reports  will  pay  a  penalty  of  $10  for  each  failure, 
unless  it  is  shown  that  the  failure  to  file  is  due  to  reasonable  cause. 

Reasons  for  Change 

The  committee  has  learned  that  the  annual  IRA  reports  are  not 
being  filed  in  the  time  and  manner  that  is  desired.  When  reports 
are  filed,  the  information  concerning  contributions  made  during 
the  course  of  a  year  is  stated  as  a  single  total  and  does  not  distin- 
guish between  contributions  that  may  have  been  made  for  different 
years.  As  a  result  of  these  shortcomings,  the  committee  decided  to 
reaffirm  the  Secretary's  authority  in  present  law  to  require  report- 
ing as  to  each  year  for  which  contributions  are  made  and  to  in- 
crease the  penalty  for  failure  to  file  in  the  manner  and  by  the  time 
required. 

Explanation  of  Provision 

Section  408(i)  which  requires  that  the  trustee  of  an  IRA  make  re- 
quired reports  is  amended  to  require  that  the  report  show  both  the 
total  amount  contributed  each  year  and  the  taxable  years  to  which 
the  contributions  relate. 

The  penalty  for  failure  to  provide  reports  on  individual  retire- 
ment accounts  and  annuities  is  increased  from  $10  to  $50  for  each 
failure. 
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Effective  Dates 

The  amendment  to  require  that  reports  indicate  the  year  to 
which  a  contribution  relates  shall  apply  to  contributions  made 
after  April  15,  1984,  for  taxable  years  beginning  after  December  31, 
1983. 

The  amendment  to  increase  the  penalty  shall  apply  to  failures 
occurring  after  the  date  of  enactment. 


8.  Returns  Relating  to  Exchanges  of  Partnership  Interests  Where 
Unrealized  Receivables  and  Other  Contributory  Shares  Are  In- 
volved (sec.  158  of  the  bill  and  sec.  6050J  of  the  Code) 

Present  Law 

Gain  or  loss  is  not  recognized  to  a  partnership  or  to  any  of  its 
partners  in  the  case  of  a  contribution  of  property  to  the  partner- 
ship in  exchange  for  an  interest  in  the  partnership.  The  basis  of  an 
interest  in  a  partnership  that  is  acquired  by  a  contribution  of  prop- 
erty to  the  partnership  is  the  adjusted  basis  of  the  property  to  the 
contributing  partner  at  the  time  of  contribution  increased  by  the 
amount  of  any  gain  recognized  to  the  contributing  partner. 

Exchanges  of  interest  in  a  partnership  often  involve  unrealized 
receivables  and  inventory  items.  The  amount  of  money,  or  the  fair 
market  value  of  unrealized  receivables  or  appreciated  inventory 
items,  received  in  exchange  for  all  or  a  part  interest  in  a  partner- 
ship is  considered  to  be  ordinary  income  realized  from  the  sale  or 
exchange  of  property. 

Reasons  for  Change 

It  is  difficult  for  the  Internal  Revenue  Service  to  carry  out  effec- 
tively its  partnership  audit  activity  because  partnership  returns  do 
not  provide  sufficient  and  adequate  information  concerning  the  ele- 
ments (described  in  sec.  751(a))  in  a  sale  or  exchange  of  property 
related  to  partnership  interests.  The  information  is  needed  to  de- 
termine proper  allocation  of  capital  gains  or  losses  and  ordinary 
income.  At  times,  the  exchanges  of  partnership  property  are  also 
related  to  tax  shelter  schemes,  some  of  which  might  be  character- 
ized as  abusive  tax  shelters. 

Therefore,  the  committee  has  decided  to  add  a  new  reporting  re- 
quirement that  will  relate  to  exchanges  of  partnership  interests  for 
partnership  properties  in  certain  receivables  and  inventory  items. 

Explanation  of  Provision 

A  partnership  will  be  required  to  make  an  information  return 
when  there  is  an  exchange  of  any  interest  in  a  partnership  in  any 
calendar  year  for  unrealized  receivables,  inventory  items  that  have 
appreciated  in  value,  or  money.  The  return  shall  state  the  name 
and  address  of  the  transferor  and  transferee  in  the  exchange,  and 
whatever  other  information  that  the  Secretary  may  prescribe  in 
regulations.  The  Secretary  also  will  describe  in  regulations  the 
time  and  manner  of  the  return.  In  addition,  every  partnership  that 
files  a  return  required  by  this  section  also  shall  furnish  to  each 
person  whose  name  appears  on  the  return  the  name  and  address  of 
the  partnership  and  the  information  shown  on  the  return  with  re- 
spect to  that  person.  The  statement  shall  be  furnished  to  the 

(1364) 


person  on  or  before  January  31  following  the  calendar  year  for 
which  the  return  was  made. 

Failure  to  file  a  return  that  is  required  by  this  section  with  the 
Secretary  will  subject  the  delinquent  person  to  a  $50  penalty  for 
each  failure,  but  a  limit  of  $50,000  is  placed  on  the  total  amount  of 
penalties  imposed  on  any  delinquent  person  during  any  calendar 
year.  In  the  case  of  intentional  disregard  of  the  reporting  require- 
ments, the  penalty  shall  be  not  less  than  10  percent  of  the  aggre- 
gate amount  of  the  items  required  to  be  reported,  and  the  $50,000 
limitation  shall  not  apply. 

The  penalty  for  failure  to  furnish  a  statement  to  a  person  with 
respect  to  whom  a  return  has  been  made  under  this  section  will  be 
$50  for  each  statement  not  furnished  to  the  person,  but  the  limit 
on  the  total  amount  of  penalties  imposed  on  a  delinquent  person 
shall  be  $50,000  during  any  taxable  year. 

Effective  Date 

The  amendments  made  by  this  section  shall  apply  with  respect  to 
exchanges  that  occur  after  December  31,  1984. 


9.  Statements  Required  in  Case  of  Certain  Substitute  Dividend 
Payments  (sec.  159  of  the  bill  and  sec.  6045  of  the  Code) 

Present  Law 

A  broker  who  holds  stock  in  street  name  for  a  customer  may 
lend  that  stock  to  another  customer  for  use  in  a  short  sale.  The 
short-seller  sells  the  borrowed  stock  with  the  expectation  that  the 
price  of  the  stock  will  decline  and  expects  to  be  able  to  purchase 
stock  to  return  to  the  lending  broker  at  a  price  below  the  proceeds 
of  the  sale.  If  a  dividend  is  paid  on  the  borrowed  stock,  the  short- 
seller  must  pay  the  lender  an  amount  in  lieu  of  the  dividend.  The 
actual  dividend  is  received  by  the  purchaser  in  the  short  sale.  If 
the  borrowed  stock  belonged  to  a  corporate  client  of  the  broker,  the 
corporation  is  not  entitled  to  the  dividends  received  deduction  on 
the  amount  of  the  payment  received  in  lieu  of  the  dividend. 

Reasons  for  Change 

The  committee  understands  that  the  inadequacy  of  the  reporting 
requirements  under  present  law  has  led  to  situations  in  which  the 
dividends  received  deduction  is  being  claimed  twice  with  respect  to 
the  same  stock  because  corporations  who  have  deposited  stock  with 
their  broker  are  unaware  that  the  stock  has  been  lent  out  in  con- 
nection with  a  short  sale  and  that  the  payment  they  have  received 
is  not  a  dividend  but  a  dividend-substitute  payment.  The  committee 
decided  that  a  change  in  broker  reporting  requirements  is  needed 
so  that  corporate  customers  of  brokers  can  be  informed  of  the 
action  on  the  short  sale  so  that  they  will  not  take  improperly  the 
dividend  received  deduction. 

Explanation  of  Provision 

The  Secretary  will  be  authorized  to  require  that  any  stock  broker 
who  lends  stock  of  a  corporate  customer  for  use  in  a  short  sale,  and 
receives  (on  behalf  of  the  customer)  a  payment  in  lieu  of  a  dividend 
on  such  stock  during  the  period  the  short  sale  is  open,  will  furnish 
the  corporate  customer  a  written  statement  identifying  the  pay- 
ment as  being  in  lieu  of  a  dividend  payment. 

The  regulations  shall  prescribe  the  time  and  manner  for  furnish- 
ing the  statement  to  the  customer. 

As  a  result  of  the  information  statement  provided  to  the  corpo- 
rate customer,  an  improper  deduction  for  receipt  of  intercorporate 
dividends  will  not  be  taken. 

Effective  Date 

The  amendment  made  by  this  section  shall  apply  to  payments  re- 
ceived after  December  31,  1984. 
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10.  Revenue  Effects  of  Compliance  Provisions 

The  compliance  provisions  of  the  bill  are  estimated  to  increase 
fiscal  year  budget  receipts  by  $20  million  in  1985,  $92  million  in 
1986,  $175  million  in  1987,  $232  million  in  1988,  and  $255  million  in 
1989. 
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L.  Miscellaneous  Provisions 

1.  Inclusion  of  Tax  Benefit  Items  in  Income  (Sec.  161  of  the  Bill 
and  sec.  Ill  of  the  Code) 

Present  Law 

Under  present  law,  a  taxpayer  who  recovers  an  item  for  which  a 
deduction  was  claimed  in  a  prior  tax  year  must  generally  recognize 
income  if  the  deduction  resulted  in  a  reduction  in  taxes  in  the  ear- 
lier year.  Under  the  judicially-created  tax  benefit  rule,  the  taxpay- 
er takes  into  income  in  the  year  of  recovery  an  amount  equal  to 
the  portion  of  the  deduction  that  produced  a  tax  benefit.  Corre- 
spondingly, the  taxpayer  excludes  from  income  an  amount  equal  to 
the  portion  that  did  not  produce  a  tax  benefit.  The  rationale  of  the 
tax  benefit  rule  is  that  the  taxpayer  should  be  put  in  more  or  less 
the  same  after-tax  position  as  if  only  the  proper  amount  had  been 
deducted. 

The  tax  benefit  rule  has  been  codified  in  section  111  as  to  recov- 
eries of  bad  debts,  taxes,  and  delinquency  amounts  previously  de- 
ducted. If  a  previously-deducted  amount  is  recovered,  section  111 
permits  a  "recovery  exclusion"  from  gross  income  for  an  amount 
equal  to  the  portion  of  the  deduction  in  the  prior  year  that  did  not 
reduce  taxes. 

Section  111,  as  amplified  by  regulations,  has  the  effect  of  allow- 
ing an  individual  taxpayer  to  recover  on  a  tax-free  basis  State 
taxes  and  other  items  deducted  as  itemized  deductions  in  a  prior 
year  up  to  the  amount  by  which  the  zero  bracket  amount  exceeds 
the  taxpayer's  other  itemized  deductions  for  that  year.1  For  exam- 
ple, assume  that  for  1983  a  married  couple  filing  a  joint  return  had 
$3,700  in  itemized  deductions,  of  which  $500  related  to  State 
income  taxes  paid  in  1983.  In  1984,  they  receive  a  tax  refund  from 
the  State  in  the  amount  of  $200.  Under  present  law,  the  entire 
$200  would  be  regarded  as  a  recovery  exclusion  and  would  be  ex- 
cluded from  gross  income.2 

Reasons  for  Change 

The  treatment  accorded  under  section  111  to  State  income  tax  re- 
funds and  other  itemized  deductions  subject  to  the  zero  bracket 
amount  or  similar  statutory  floor  fails  to  reflect  economic  reality  in 
certain  cases.  The  statute  assumes  that  a  taxpayer  first  recovers 
the  portion  (if  any)  of  the  amount  deducted  in  the  prior  year  that 
did  not  reduce  taxable  income.3  The  assumption  that  the  first  dol- 


1  The  legislative  history  of  the  predecessor  of  section  111  supports  this  interpretation.  See  H. 
R.  Rep.  No.  2333,  77th  Cong.,  2d  Sess.  70  (1942);  S.  Rep.  No.  1631,  77th  Cong.  2d  Sess.  80  (1942). 

2  See  Rev.  Rul.  79-15,  1979-1  C.B.  80,  for  examples  of  the  application  of  section  111  to  State 
tax  refunds. 

3  The  portion  that  did  not  reduce  taxable  income  will  be  the  difference  between  the  taxpayer's 
other  itemized  deductions  and  the  zero  bracket  amount. 
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lars  recovered  are  not  those  which  produced  a  tax  benefit  may,  in 
certain  cases,  be  erroneous  and  produce  a  windfall  to  the  taxpayer. 

Thus,  in  the  above  example,  the  couple  claimed  excess  itemized 
deductions  of  $300  in  1983  and  reduced  their  total  taxable  income 
by  that  amount.  If  they  had  deducted  only  those  taxes  which  they 
actually  owed  to  the  State,  they  would  have  claimed  only  $100  in 
excess  itemized  deductions  ($3,200  other  itemized  deductions,  plus 
$300  State  taxes,  less  the  $3,400  zero  bracket  amount).  By  allowing 
them  to  recover  $200  without  tax  consequences,  the  regulations  fail 
to  achieve  the  tax  benefit  rule's  objective  of  putting  taxpayers  in 
roughly  the  same  position  as  if  the  ' 'erroneous"  deduction  had 
never  been  taken. 

The  committee  has  concluded  that  the  law  should  be  amended  to 
more  accurately  reflect  the  tax  benefit  concept. 

Explanation  of  Provision 

The  bill  amends  section  111  to  provide  that  when  an  amount  at- 
tributable to  a  prior  year's  deduction  is  recovered,  such  amount 
may  be  excluded  from  gross  income  only  to  the  extent  it  did  not 
reduce  income  subject  to  tax.  Thus,  in  the  example  described  above, 
the  $200  recovered  in  1984  would  be  included  in  gross  income  in 
that  year. 

The  bill  also  provides  that  where  an  amount  is  recovered  that  re- 
lates to  a  credit  claimed  in  a  prior  year,  the  tax  shall  be  increased 
by  the  amount  of  the  credit  attributable  to  the  recovered  amount 
(but  only  to  the  extent  the  credit  reduced  the  amount  of  the  tax). 
This  provision  will  not  apply  with  respect  to  any  amount  for  which 
a  credit  was  allowed  under  the  foreign  tax  credit  or  investment  tax 
credit  provisions  of  the  Code  since  the  treatment  of  such  amounts 
is  governed  by  existing  provisions  of  the  Code  and  regulations. 

As  under  present  law,  an  increase  in  a  carryover  which  has  not 
expired  will  be  treated  as  reducing  income  subject  to  tax  or  as  re- 
ducing the  amount  of  tax. 

Effective  Date 

The  provision  will  apply  to  amounts  recovered  after  December 
31,  1983,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 

It  is  estimated  that  the  provision  will  increase  fiscal  year  budget 
receipts  by  $229  million  in  1985,  $255  million  in  1986,  and  $274  mil- 
lion in  1987. 


2.  Below-Market  and  Interest-Free  Loans  (Sec.  162  of  the  bill  and 
sec.  7872  of  the  Code) 


Present  Law 

Transfers  of  Income  Other  Than  By  Interest-Free  or  Below-Market 
Interest  Rate  Loans 

Direct  assignments  of  income 

It  is  well  established  that  investment  income  is  taxed  to  the 
owner  of  the  income  producing  property,  even  if  the  owner  of  the 
property  makes  a  gift  of  the  right  to  receive  the  income  prior  to 
receipt  of  the  income.  The  underlying  rationale  for  this  rule  is  that 
the  owner  of  the  property  realizes  the  income  upon  the  exercise  of 
control  over  its  disposition.  Helvering  v.  Horst,  311  U.S.  112  (1940). 
Further,  an  assignment  involves  a  taxable  gift  by  the  assignor  to 
the  assignee  which  occurs  at  the  time  of  the  assignment.  In  such 
case,  the  amount  of  the  gift  is  the  value  of  the  amount  received  by 
the  donee. 

For  example,  if  a  cash  method  taxpayer  detaches  coupons  from  a 
bond  and  gives  them  to  his  or  her  son,  without  receiving  fair  value 
in  exchange,  and  the  son  receives  the  interest  represented  by  the 
coupons,  the  interest  income  would  be  included  in  income  by  the 
parent  donor  under  the  principles  of  Horst.  In  addition,  the  donor 
would  be  treated  for  gift  tax  purposes  as  having  made  a  gift  to  the 
son  in  an  amount  equal  to  the  value  of  the  interest  income  to  be 
received  by  the  son. 

Transfers  of  income-producing  property  to  trusts 

In  general,  the  income  of  a  trust  is  taxed  to  the  trust  to  the 
extent  that  it  is  retained  by  the  trust  or  is  taxed  to  the  trust's 
beneficiaries  to  the  extent  that  the  trust's  income  is  distributed  to 
its  beneficiaries.  However,  under  Code  sections  671-679,  a  transfer- 
or of  property  to  a  trust  (a  ' 'grantor")  is  treated  as  the  owner  of  the 
transferred  property  for  Federal  income  tax  purposes  if  he  retains 
certain  powers  over,  or  interests  in,  the  trust.  In  such  event, 
income,  deductions  and  credits  of  the  trust  are  attributed  directly 
to  the  grantor. 

Under  section  676,  a  grantor  is  treated  as  the  owner  of  a  revoca- 
ble trust.  In  addition,  under  section  673(a)  a  grantor  is  treated  as 
the  owner  of  all  or  a  portion  of  a  trust  in  which  he  has  a  reversion- 
ary interest  in  either  corpus  or  income  if,  as  of  the  inception  of 
that  portion  of  the  trust,  the  grantor's  interest  will,  or  may  reason- 
ably be  expected,  to  take  effect  in  possession  or  enjoyment  within 
10  years  commencing  with  the  date  of  the  transfer  of  that  portion 
of  the  trust.  For  example,  if  a  grantor  were  to  transfer  $50,000  to  a 
trust,  and  the  trust  agreement  were  to  provide  that  (1)  the  income 
would  be  distributed  annually  to  the  grantor's  son,  (2)  the  trust 
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would  terminate  after  eight  years,  and  (3)  at  termination,  the  trust 
corpus  would  be  returned  to  the  grantor,  the  grantor  would  be 
treated  as  the  owner  of  the  trust  and  the  income  generated  by  it 
would  be  taxed  to  the  grantor. 

For  gift  tax  purposes,  a  transfer  of  property  to  a  trust  is  a  tax- 
able gift  from  the  grantor  of  the  trust  to  the  trust's  beneficiaries  in 
the  amount  of  the  value  of  the  beneficiaries'  interests  in  the  trust. 
A  transfer  to  a  trust  results  in  a  taxable  gift  to  the  extent  of  the 
value  of  the  beneficiaries'  interest  in  the  trust  regardless  of  wheth- 
er the  grantor  is  treated  as  the  owner  of  the  trust  under  the  grant- 
or trust  rules.  In  the  example  set  forth  above,  the  grantor  would  be 
treated  as  having  made  a  taxable  gift  to  his  or  her  son  in  an 
amount  equal  to  the  value,  determined  at  the  time  of  the  transfer 
to  the  trust,  of  the  right  to  the  use  of  $50,000  for  a  period  of  eight 
years. 

Demand  or  term  loans  to  family  members 

Under  present  law,  an  interest-free  or  below-market  interest  rate 
loan  from  one  family  member  to  another  results  in  a  gift  from  the 
lender  to  the  borrower  for  Federal  tax  purposes.  Dickman  v.  Com- 
missioner, U.S.  (1984),  52  U.S.L.W.  4222  (U.S.  Feb.  22,  1984).  In  the 
case  of  demand  loans,  the  Internal  Revenue  Service  takes  the  posi- 
tion that  the  amount  of  the  gift  is  the  value  of  the  right  to  the  use 
of  the  money  for  "such  portion  of  the  year  as  the  [lender]  in  fact 
allows  the  [borrower]  the  use  of  the  money."  Rev.  Rul.  73-61,  1973-2 
C.B.  408.  Under  this  approach,  the  amount  of  the  gift  is  calculable 
as  of  the  last  day  of  each  calendar  year  during  which  the  loan  is 
outstanding.4 

In  the  case  of  a  term  loan,  the  amount  of  the  gift  is  the  excess,  at 
the  time  the  money  and  note  are  exchanged,  of  the  amount  of 
money  borrowed  over  the  present  value  of  the  principal  and  inter- 
est payments  required  to  be  made  under  the  terms  of  the  loan.  See 
Rev.  Rul.  73-61,  supra;  Rev.  Rul.  81-286,  81-2  C.B.  176;  Blackburn  v. 
Commissioner,  20  T.C.  204  (1953);  Mason  v.  United  States,  365  F. 
Supp.  670,  aff  d  513  F.2d  25  (1975);  and  Dickman  v.  United  States, 
supra. 

It  is  unclear  whether,  under  present  law,  interest-free  or  below- 
market  interest  rate  loans  from  one  family  member  to  another 
have  any  Federal  income  tax  consequences.  To  date,  courts  have 
addressed  only  the  gift  tax  consequences  of  such  transactions. 

Loans  to  employees  or  shareholders 

Demand  loans 

The  Internal  Revenue  Service  has  taken  the  position  that,  in  the 
case  of  an  interest-free  or  below-market  interest  rate  loan  to  an 
employee  or  shareholder,5  the  borrower  derives  an  economic  bene- 


4  In  Dickman,  the  Supreme  Court  did  not  reach  the  question  of  the  valuation  of  the  gift.  In 
dicta,  however,  the  Court  stated  that  "to  support  a  gift  tax...  the  Commissioner  need  not  estab- 
lish that  the  funds  lent  did  in  fact  produce  a  particular  amount  of  revenue;  it  is  sufficient  for 
the  Commissioner  to  establish  that  a  certain  yield  could  readily  be  secured  and  that  the  reason- 
able value  of  the  use  of  the  funds  can  be  reliably  ascertained." 

5  Other  than  a  loan  to  which  section  482  (relating  to  commonly  controlled  corporations)  ap- 
plies. 
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fit  that  should  be  included  in  income  for  Federal  income  tax  pur- 
poses. Under  the  Service's  position,  the  amount  of  the  income 
would  be  the  excess  of  the  interest  that  would  have  been  charged 
by  an  independent  lender  over  the  interest,  if  any,  that  is  actually 
paid  under  the  terms  of  the  loan. 

Notwithstanding  the  Service's  position,  the  Tax  Court  has  con- 
sistently held  that  these  non-family  interest-free  or  below-market 
interest  rate  demand  loans  do  not  result  in  taxable  income.  In  J. 
Simpson  Dean  v.  Commissioner,  35  T.C.  1083  (1961),  for  example, 
the  controlling  shareholders  of  Nemours  Corporation  borrowed  sub- 
stantial sums  of  money  from  the  corporation  on  a  non-interest 
bearing  basis.  The  Internal  Revenue  Service  sought  to  impute  in- 
terest income  to  the  borrowers.  The  Tax  Court,  however,  held  that 
the  transactions  did  not  result  in  income  to  the  borrowers  on  the 
grounds  that  had  they  1  'borrowed  the  funds  in  question  on  interest- 
bearing  notes,  their  payment  of  interest  would  have  been  fully  de- 
ductible by  them  under  section  163. "6  See  also,  Beaton  v.  Commis- 
sioner, 664  F.2d  315  (1st  Cir.  1981);  Martin  v.  Commissioner,  649 
F.2d  1133  (5th  Cir.  1981);  Suttle  v.  Commissioner,  625  F.2d  1127  (4th 
Cir.  1980);  Baker  v.  Commissioner,  75  T.C.  166,  aff  d  677  F.2d  11 
(2nd  Cir.  1982);  Creel  v.  Commissioner,  72  T.C.  1173  (1979);  Zager  v. 
Commissioner,  72  T.C.  1009  (1979);  Hardee  v.  United  States,  708 
F.2d  661  (Fed.  Cir.  1983). 

Term  loans 

The  Federal  tax  treatment  under  present  law  of  non-family  'in- 
terest-free or  below-market  interest  rate  term  loans  is  unclear.  In 
one  case,  the  Tax  Court  held  that  shareholders  of  a  corporation, 
who  obtained  an  interest-free  loan  from  the  corporation  in  order  to 
purchase  the  corporation's  assets,  received  a  distribution  of  earn- 
ings taxable  to  them  as  a  dividend.  Further,  the  Court  held  that 
the  amount  of  the  dividend  was  the  excess  of  the  fair  market  value 
of  the  property  received  over  the  present  value  of  the  taxpayer's 
note.  Boyd  v.  Commissioner,  5  TCM  (CCH)  791  (1946).  But  see 
Greenspun  v.  Commissioner,  72  T.C.  931,  aff  d  670  F.  2d  123  (9th  Cir. 
1982). 

Loans  between  commonly  controlled  corporations 

Section  482  provides  that,  in  the  case  of  two  or  more  organiza- 
tions, trades,  or  businesses  (whether  or  not  incorporated,  organized 
in  the  United  States,  or  affiliated)  owned  or  controlled  directly  or 
indirectly  by  the  same  interests,  the  Secretary  may  distribute,  ap- 
portion or  allocate  gross  income,  deductions,  credits  or  allowances 
between  or  among  such  organizations,  trades,  or  businesses,  if  he 
determines  that  such  distribution,  apportionment,  or  allocation  is 
necessary  in  order  to  prevent  evasion  of  taxes  or  clearly  to  reflect 
the  income  of  any  such  organizations,  trades,  or  businesses.  Treas- 
ury regulations  under  that  section  provide  that  where  one  member 
of  a  group  of  controlled  entities  makes  a  loan  or  advance  directly 


6  The  Tax  Court  distinguished  this  case  from  the  cases  involving  rent-free  use  of  corporate 
property  by  shareholders  or  officers  (C.f.,  Alex  Silverman  v.  Commissioner,  28  T.C.  1061,  affd. 
253  F.2d  849  (8th  Cir.  1958))  on  the  grounds  that  rental  payments  would  not  have  been  deduct- 
ible in  those  cases. 
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or  indirectly  to,  or  otherwise  becomes  a  creditor  of,  another 
member  of  such  group,  and  charges  no  interest,  or  charges  interest 
at  a  rate  which  is  not  equal  to  an  arm's-length  rate,  appropriate 
allocations  may  be  made  to  reflect  an  arm's-length  interest  rate  for 
the  use  of  the  money.  The  term  "arm's-length  interest  rate"  is  de- 
fined as  the  rate  which  was  charged,  or  would  have  been  charged 
at  the  time  the  indebtedness  arose,  in  independent  transactions, 
with  or  between  unrelated  parties  under  similar  circumstances.  A 
safe-haven  is  provided  for  qualifying  loans  by  a  creditor  not  regu- 
larly engaged  in  the  business  of  making  loans  or  advances  of  the 
same  type  to  unrelated  parties.  Treas.  Reg.  sec.  1.482-2. 

Loans  in  connection  with  sale  or  exchange  of  property 

Under  section  483,  if  a  contract  for  the  sale  or  exchange  of  prop- 
erty provides  for  deferred  payments  of  part  or  all  of  the  purchase 
price,  and  the  deferred  payments  include  unstated  interest,  a  por- 
tion of  each  deferred  payment  will  be  treated  as  interest.  Deferred 
payments  include  unstated  interest  if  the  total  of  the  deferred  pay- 
ments exceed  the  sum  of  the  present  values  of  such  payments  plus 
the  present  values  of  any  stated  interest  due  under  the  terms  of 
the  contract.  Generally,  section  483  applies  to  payments  made 
under  a  contract  for  the  sale  or  exchange  of  property  that  are 
made  more  than  six  months  after  the  date  of  the  sale  or  exchange, 
if  at  least  one  payment  is  due  more  than  one  year  after  the  date  of 
the  sale  or  exchange.  Section  483  does  not  apply  to  contracts  with  a 
sales  price  that  cannot  exceed  $3,000,  certain  sales  or  exchanges  of 
patents,  and  sales  or  exchanges  that  result  only  in  ordinary  income 
to  the  seller.7 

Reasons  for  Change 

The  committee  believes  that  an  interest-free  or  below-market  in- 
terest rate  loan  is  the  economic  equivalent  of  a  loan  with  a  market 
rate  of  interest  required  to  be  paid  by  the  borrower,  and  a  payment 
by  the  lender  to  the  borrower  to  fund  the  borrower's  payment  of 
interest.  Further,  the  committee  believes  that  in  many  instances 
the  failure  to  tax  these  transactions  in  accordance  with  their  eco- 
nomic substance  provides  taxpayers  with  opportunities  to  avoid  a 
number  of  tax  rules. 

Family  loans  are  being  used  to  avoid  the  assignment  of  income 
rules  and  the  grantor  trust  rules.  An  interest-free  or  below-market 
interest  rate  family  loan  involves  a  gratuitous  transfer  of  the  right 
to  use  the  proceeds  of  the  borrowing  until  repayment  is  demanded 
(in  the  case  of  a  demand  loan)  or  until  the  end  of  the  term  of  the 
loan  (in  the  case  of  a  term  loan).  If  the  lender  had  assigned  the 
income  from  the  property  to  the  borrower,  the  assignment  of 
income  doctrine  would  tax  the  lender  on  the  income.  If  the  lender 
had  transferred  the  principal  amount  to  a  trust  established  for  the 
benefit  of  the  borrower  that  was  revocable  at  will  (in  the  case  of  a 
demand  loan),  or  that  would  terminate  at  the  end  of  a  period  of  not 
more  than  10  years  (in  the  case  of  a  term  loan),  the  income  earned 


7  See  the  provision  of  the  bill  which  repeals  this  "ordinary  income"  exception. 
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on  trust  assets  would  be  taxed  to  the  lender  under  the  grantor 
trust  provisions  set  forth  in  Code  sees.  671-679. 

Loans  from  corporations  to  shareholders  are  being  used  to  avoid 
rules  requiring  the  taxation  of  corporate  income  at  the  corporate 
level.  An  interest-free  or  below-market  interest  rate  loan  from  a 
corporation  to  a  shareholder  is  the  economic  equivalent  of  a  loan 
by  the  corporation  to  the  shareholder  requiring  the  payment  of  in- 
terest at  a  market  rate  and  a  distribution  by  the  corporation  to  the 
shareholder  with  respect  to  its  stock  equal  to  the  amount  of  inter- 
est required  to  be  paid  under  the  terms  of  the  loan.  If  a  transaction 
were  structured  as  a  distribution  and  a  loan,  the  borrower  would 
have  dividend  income  and  an  offsetting  interest  deduction.  The 
lender  would  have  interest  income.  By  structuring  the  transaction 
as  an  interest-free  loan,  the  lender  avoids  including  in  income  the 
interest  that  would  be  paid  by  the  borrower.  As  a  result,  the  lender 
is  in  the  same  economic  position  as  it  would  be  if  it  were  able  to 
deduct  amounts  distributed  as  dividends  to  shareholders. 

Loans  to  persons  providing  services  from  persons  for  whom  the 
services  are  provided  are  being  used  to  avoid  rules  requiring  the 
payment  of  employment  taxes  and  rules  restricting  the  deductibil- 
ity of  interest  in  certain  situations  by  the  person  providing  the 
services.  An  interest-free  or  below-market  interest  rate  loan  to  a 
person  providing  services  from  a  person  for  whom  services  are  pro- 
vided resembles,  in  substance,  a  loan  requiring  the  payment  of  in- 
terest at  a  market  rate  and  a  payment  in  the  nature  of  compensa- 
tion equal  to  the  amount  of  interest  required  to  be  paid  under  the 
terms  of  the  loan.  In  many  instances,  a  transaction  structured  in 
this  manner  would  not  result  in  any  tax  consequences  for  either 
the  lender  or  the  borrower  because  each  would  have  offsetting 
income  and  deductions.  However,  there  are  a  number  of  situations 
in  which  the  payment  of  compensation  and  a  loan  requiring  the 
payment  of  interest  at  a  market  rate  will  not  offset.8 

Accordingly,  the  committee  bill  recharacterizes  interest-free  and 
below-market  interest  rate  loans  as  arms-length  transactions  in- 
volving (1)  a  gift,  a  dividend,  or  a  payment  in  the  nature  of  com- 
pensation, or  some  other  payment  in  accordance  with  the  sub- 
stance of  the  transaction  to  fund  the  payment  of  interest  on  the 
loan  at  a  statutory  rate;  and  (2)  the  payment  of  interest  by  the  bor- 
rower at  a  statutory  rate  resulting  in  income  to  the  lender  and  a 
deduction  to  the  borrower.  In  the  case  of  a  demand  loan,  the  gift, 
dividend,  or  compensation  is  deemed  to  occur  annually.  In  the  case 
of  a  nonfamily  term  loan,  the  gift,  dividend,  or  compensation  is 
deemed  to  occur  at  the  time  that  the  loan  is  made.9  However,  the 
committee  believes  that  there  is  little  difference  between  term  and 
demand  loans  between  family  members.  Accordingly,  the  commit- 


8  For  example,  if  a  taxpayer  uses  the  proceeds  of  an  arms-length  loan  to  invest  in  tax-exempt 
obligations,  the  deduction  for  interest  paid  on  the  loan  would  be  disallowed  under  section  265. 
Similarly,  in  the  case  of  a  term  loan  that  extends  beyond  the  taxable  year  in  which  it  is  made, 
income  and  deductions  will  not  offset  because  the  compensation  income  is  includible  in  the  year 
the  loan  is  made. 

9  This  treatment  is  consistent  with  the  treatment  of  deferred  compensation  under  section  83 
which  taxes  transfers  of  property  in  connection  with  the  performance  of  services  when  there  is 
no  substantial  risk  of  forfeiture.  No  avoidance  of  the  rules  of  section  83  are  possible  in  the  case 
of  demand  loans  since,  in  such  cases,  the  borrower's  right  to  the  use  of  the  funds  is  subject  to  a 
substantial  risk  of  forfeiture. 
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tee  bill  treats  term  loans  between  family  members  the  same  as 
demand  loans  for  income  tax  purposes. 

The  committee  bill  provides  several  exceptions  and  limitations  so 
that  the  new  rules  do  not  apply  to  non-abusive  transactions.  Spe- 
cifically, the  committee  is  concerned  that  interest  free  loans  be- 
tween family  members  to  finance  the  purchase  of  consumption 
items,  such  as  higher  education,  personal  residences,  etc.,  do  not 
result  in  shifting  of  income  from  one  family  member  to  another. 
Accordingly,  in  the  case  of  a  family  loan,  the  committee  bill  limits 
the  amount  of  interest  income  that  the  lender  is  deemed  to  receive 
to  the  amount  of  income  of  the  borrower  that  is  attributable  to  the 
interest-free  or  below-market  interest  rate  loan. 

The  committee  is  concerned  that  it  is  common  for  loans  to  be 
made  from  time  to  time  on  an  interest  free  basis  without  any  tax 
avoidance  purpose,  especially  between  family  members.  Generally, 
the  principal  amount  of  these  loans  is  relatively  insignificant  and 
they  are  repaid  within  a  short  period.  In  these  situations,  the  com- 
mittee believes  that  there  generally  are  no  significant  distortions  of 
the  taxation  of  the  parties  to  the  loan.  Accordingly,  the  committee 
bill  contains  an  exception  under  which  the  new  rules  do  not  apply 
to  a  loan  if  it  is  established  to  the  satisfaction  of  the  Secretary  that 
tax  avoidance  is  not  a  principal  purpose  of  the  loan. 

Explanation  of  Provision 

Overview 

Under  the  bill,  interest-free  and  below-market  interest  rate  loans 
(referred  to  as  below-market  loans)  are  recharacterized  as  two 
arms-length  transactions  with  the  parties  treated  as  if: 

1.  The  lender  (A)  made  a  gift  subject  to  the  gift  tax  (in  the  case  of 
a  transaction  between  family  members),  or  (B)  paid  a  dividend  in- 
cludible in  income  (in  the  case  of  a  transaction  between  a  corpora- 
tion and  a  shareholder)  or  (C)  paid  compensation10  (in  the  case  of  a 
transaction  between  a  person  providing  services  and  a  person  for 
whom  the  services  are  provided),  or  (D)  made  some  other  payment 
in  accordance  with  the  substance  of  the  transaction  to  fund  the 
payment  by  the  borrower  of  the  interest  on  a  loan  from  the  lender; 

2.  The  lender  made  a  loan  to  the  borrower  in  exchange  for  a  note 
requiring  the  payment  of  interest  at  a  statutory  interest  rate  (re- 
ferred to  as  the  "applicable  Federal  rate");  and 

3.  The  borrower  paid  interest  in  the  amount  of  the  foregone  in- 
terest. 

The  provisions  are  generally  applicable  to  "below-market  loans." 
Under  the  bill,  a  demand  loan  is  treated  as  as  below-market  loan  if 
no  interest  is  payable  on  the  loan,  or  interest  is  payable  at  a  rate 
less  than  the  applicable  Federal  rate.  A  term  loan  is  treated  as  a 


10  For  example,  if  a  university  makes  a  demand  loan  to  a  professor  to  help  the  professor 
defray  relocation  expenses  and  induce  the  professor  to  accept  an  offer  of  employment  from  the 
university,  the  borrower  is  treated  as  having  received  compensation  on  the  last  day  of  each  cal- 
endar year  during  which  the  loan  is  outstanding  in  an  amount  equal  to  the  foregone  interest  for 
such  year.  Further,  the  borrower  is  treated  as  having  paid  interest  to  the  lender  on  such  day  in 
an  amount  equal  to  the  foregone  interest  for  the  calendar  year.  The  compensation  is  included  in 
income  by  the  borrower  for  the  taxable  year  in  which  it  is  treated  as  received.  The  payment  of 
interest  by  the  borrower  would  be  deductible  under  principles  generally  applicable  to  the  pay- 
ment of  interest. 
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below-market  loan  if  the  amount  of  the  loan  exceeds  the  present 
value  of  all  payments  due  under  the  loan.  A  demand  loan  is  any 
loan  which  is  payable  in  full  at  any  time  upon  the  demand  of  the 
lender.  A  term  loan  is  any  loan  which  is  not  a  demand  loan. 

The  provisions  apply  to  family  loans  and  other  below-market 
loans.  A  family  loan  is  any  below-market  loan  with  respect  to 
which  the  deemed  payment  by  the  lender  to  the  borrower  is  in  the 
nature  of  a  gift. 

Timing  and  amount  of  transfers 

The  bill  provides  different  rules  for  the  timing  and  amount  of 
the  transfers  described  above  depending  upon  whether  the  loan  is  a 
term  or  demand  loan. 

Loans  other  than  family  loans  and  demand  loans 

In  the  case  of  any  below-market  loan  other  than  a  family  loan  or 
a  demand  loan,  the  lender  is  treated  as  transferring  to  the  borrow- 
er and  the  borrower  is  treated  as  receiving  from  the  lender  an 
amount  equal  to  the  excess  of  the  amount  of  the  loan  over  the 
present  value  of  all  principal  and  interest  payments  due  under  the 
loan  (step  1,  above).  This  transfer  is  treated  as  occurring  on  the 
date  the  loan  is  made.  The  present  value  of  all  principal  and  inter- 
est payments  is  to  be  determined  under  regulations  using  a  dis- 
count rate  equal  to  the  applicable  Federal  rate. 

The  excess  of  the  amount  of  the  loan  over  the  present  value  of 
the  payments  due  is  treated  as  original  issue  discount.  As  a  result, 
the  lender  is  treated  as  receiving  interest  income  at  a  constant  in- 
terest rate  over  the  life  of  the  term  loan.  Similarly,  the  borrower  is 
treated  as  paying  the  same  amount  of  interest  (step  3,  above).  The 
interest  which  the  borrower  is  treated  as  paying  would  be  deduct- 
ible to  the  same  extent  as  interest  actually  paid  by  the  borrower. 1 1 

Family  loans  and  nonfamily  demand  loans 

In  the  case  of  a  below-market  family  loan  or  a  below-market 
demand  loan  other  than  a  family  loan,  the  lender  is  treated  as 
transferring  to  the  borrower  and  the  borrower  is  treated  as  receiv- 
ing from  the  lender  an  amount  equal  to  the  '  'foregone  interest"  on 
an  annual  basis  (step  1,  above).12  In  addition,  an  identical  amount 
is  treated  being  transferred  from  the  borrower  to  the  lender  as  a 
payment  of  interest  at  the  same  time  (step  3,  above).  Thus,  in  the 
case  of  a  family  loan  for  income  tax  purposes,  the  lender  is  treated 
as  having  made  a  gift  to  the  borrower  in  an  amount  equal  to  the 
amount  of  foregone  interest.  In  such  event,  an  amount  equal  to  the 


11  No  deduction  would  be  allowable  for  such  interest  in  cases  where  the  borrower  did  not 
itemize  his  deductions  for  the  relevant  year  or  his  deductions  would  be  disallowed  under  other 
provisions  of  the  Code  (e.g.,  sections  163(d)  or  265). 

12  The  deemed  transfer  by  the  lender  to  the  borrower  is  treated  as  (1)  a  gift,  (2)  a  payment  in 
the  nature  of  compensation,  (3)  a  dividend,  or  (4)  some  other  payment  depending  on  the  sub- 
stance of  the  transaction.  Further,  the  tax  consequences  of  these  transfers  are  determined  under 
present  law.  Thus,  in  the  case  of  a  below-market  loan  from  one  family  member  to  another  in  a 
transaction  in  which  the  lender  does  not  receive  any  other  consideration  for  the  use  of  its 
money,  the  transfer  from  the  lender  to  the  borrower  would  be  a  taxable  gift.  In  the  case  of  a 
demand  loan  from  a  closely  held  corporation  to  a  controlling  shareholder,  the  transfer  would  be 
treated  as  a  distribution  with  respect  to  the  stock  of  the  distributing  corporation  and  be  taxed  to 
the  shareholder  as  a  dividend  to  the  extent  of  the  distributing  corporation's  earnings  and  profits 
under  section  301. 
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amount  of  the  deemed  transfer  would  be  included  in  income  by  the 
lender.  Generally,  such  amount  would  be  deductible  by  the  borrow- 
er. Except  as  otherwise  provided  in  regulations  prescribed  by  the 
Secretary  (or  in  the  case  of  term  family  loans  for  gift  tax  purposes, 
described  below),  any  amounts  of  foregone  interest  attributable  to 
periods  during  any  calendar  year  are  treated  as  transferred  (and 
retransferred)  on  the  last  day  of  such  calendar  year. 

Under  the  bill,  the  term  ' 'foregone  interest"  means,  with  respect 
to  any  period  during  which  a  loan  is  outstanding,  the  excess  of  (1) 
the  amount  of  interest  which  would  have  accrued  on  the  loan 
during  the  period  if  interest  accrued  on  the  loan  at  the  applicable 
Federal  rate,  over  (2)  any  interest  payable  on  the  loan  properly  al- 
locable to  such  period.  The  committee  anticipates  that  the  Treas- 
ury Department  will  prescribe  regulations  providing  for  the  alloca- 
tion of  interest  to  each  period  during  which  a  loan  is  outstanding. 

Amount  and  timing  of  transfers  in  special  circumstances 

The  bill  contains  a  special  rule  relating  to  family  term  loans  for 
gift  tax  purposes.  Under  that  rule,  the  amount  of  the  gift  is  the 
excess  of  the  issue  price  of  the  loan  over  the  present  value  of  all 
principal  and  interest  payments  under  the  loan.  The  transfer  is 
treated  as  occurring  on  the  date  the  loan  is  made.13  In  contrast,  in 
the  case  of  a  family  demand  loan,  the  amount  of  the  gift  is  the 
amount  of  the  foregone  interest  attributable  to  each  calendar  year 
in  which  the  loan  is  outstanding. 

To  the  extent  necessary  and  appropriate,  the  bill  provides  that 
the  Treasury  Department  may  promulgate  regulations  providing 
different  rules  for  situations  in  which  the  borrower  or  lender  com- 
pute taxable  income  for  different  taxable  years  or  use  different 
methods  of  accounting. 

Applicable  federal  rate 

Under  the  bill,  the  applicable  Federal  rate  is  a  rate  determined 
by  reference  to  the  term  of  the  loan,  as  set  forth  below. 

Term  Applicable  Federal  Rate 

Less  than  3  years   The  Federal  short-term  rate 

Over  3  years  but  not  over  9  The  Federal  mid-term  rate 
years. 

Over  9  years   The  Federal  long-term  rate 

The  Federal  rates  are  determined  by  the  Secretary  within  15 
days  after  the  close  of  6-month  periods  ending  on  September  30  and 
March  31,  respectively,  and  are  to  reflect  the  average  market  yield 
during  such  6-month  periods  on  outstanding  marketable  obligations 
of  the  United  States  with  comparable  maturities.  The  applicable 
Federal  rate  is  compounded  semiannually. 

The  determination  reflecting  the  average  yield  for  a  6-month 
period  ending  on  September  30  is  applicable  during  the  6-month 
period  beginning  on  January  1  of  the  succeeding  calendar  year. 
The  determination  reflecting  the  average  yield  for  the  period 


13  This  is  the  same  rule  that  is  applicable  to  term  loans  in  nonfamily  situations.  This  is  simi- 
lar to  the  rule  that  exists  under  present  law  for  gift  tax  purposes,  except  that  the  amount  of  the 
gift  is  determined  by  reference  to  the  applicable  Federal  rate. 
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ending  on  March  31  is  applicable  during  the  6-month  period  begin- 
ning on  the  following  July  1. 

Under  the  bill,  the  applicable  Federal  rate  that  is  used  to  com- 
pute amounts  of  foregone  interest  is  the  rate  for  the  day  on  which 
the  loan  is  made.  The  committee  intends,  however,  that  for  pur- 
poses of  computing  amounts  of  foregone  interest,  a  demand  loan  be 
treated  as  a  series  of  one-day  term  loans.  Thus,  in  the  case  of  a 
demand  loan,  foregone  interest  must  be  computed  on  a  daily  basis. 
Further,  in  the  case  of  a  demand  loan,  the  applicable  Federal  rate 
is  always  the  Federal  short-term  rate. 

Exceptions  and  limitations 

Exception  for  nontax  motivated  transactions 

The  bill  provides,  that  under  regulations  to  be  prescribed  by  the 
Treasury,  this  section  does  not  apply  to  a  loan  if  it  established  to 
the  satisfaction  of  the  Secretary  that  the  loan  does  not  have  as  one 
of  its  principal  purposes  the  avoidance  of  Federal  taxes.  For  exam- 
ple, if  a  father  makes  a  loan  to  his  son  on  an  interest  free  basis  to 
pay  for  the  son's  current  educational  expenses,  the  loan  will  not  be 
considered  made  for  tax  avoidance  purposes  because  the  son,  as  a 
matter  of  convenience,  deposits  the  loan  proceeds  in  an  interest- 
bearing  checking  account  or  demand  deposit  account  to  be  held  for 
his  use  during  the  semester.  Further,  the  committee  anticipates 
the  regulations  will  provide  exceptions  for  occasional  transactions 
involving  relatively  small  amounts  that  are  based  on  the  family  re- 
lationship and  not  designed  to  shift  income. 

Generally,  indebtedness  evidenced  by  (1)  deposits  at,  or  (2)  invest- 
ment certificates,  withdrawable  shares,  or  repurchasable  shares 
issued  by,  a  bank  or  savings  institution,  will  not  be  treated  as  in- 
debtedness the  principal  purpose  of  which  is  the  avoidance  of  Fed- 
eral taxes.  Similarly,  the  committee  intends  that,  in  general,  a  loan 
from  an  insurance  company  to  an  insured  with  respect  to  the  cash 
value  of  the  insurance  policy  will  not  be  treated  as  a  loan  the  prin- 
cipal purpose  of  which  is  the  avoidance  of  Federal  taxes.  In  addi- 
tion, it  is  anticipated  that  Federally  subsidized  loans  such  as  Feder- 
ally guaranteed  student  loans  will  be  excluded. 

Special  limitations  for  family  loans 

In  the  case  of  a  family  loan,  the  bill  limits  the  amount  that  can 
be  treated  as  retransferred  by  the  borrower  to  the  lender  to  the 
amount  of  income,  if  any,  realized  by  the  borrower  which  is  attrib- 
utable to  the  loan.  Under  this  rule,  a  family  loan  will  not  result  in 
any  income  tax  consequences  if  the  proceeds  of  the  borrowing  are 
used  exclusively  for  consumption  and  not  for  the  production  of 
income,  and  the  borrower  does  not  have  any  net  investment 
income. 

If  a  borrower  invests  the  proceeds  of  a  below-market  loan  in  an 
interest-bearing  savings  account,  the  interest  credited  to  the  bor- 
rower's account  is  attributable  to  the  below-market  loan.  If  the  bor- 
rower acquires  income  producing  securities,  amounts  received  from 
the  securities  are  attributable  to  the  loan. 

The  committee  anticipates  that  the  Secretary  will  prescribe  regu- 
lations that  will  treat  as  attributable  to  a  loan  income  generated 
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by  an  asset  acquired  with  the  proceeds  of  a  loan  even  if  such 
income  is  not  realized  by  the  taxpayer  until  after  the  loan  is  repaid 
and  the  avoidance  of  Federal  taxes  is  a  principal  purpose  of  the 
transaction.  For  example,  if  the  proceeds  of  a  loan  are  used  to  ac- 
quire a  deferred  annuity  and  the  loan  is  repaid  prior  to  the  annu- 
ity starting  date,  amounts  received  under  the  annuity  would  be 
treated  as  income  attributable  to  the  loan. 

Other  exceptions 

The  bill  provides  that  these  rules  do  no  apply  to  any  loan  to 
which  sections  483  or  1274  apply.14 

Regulations 

Under  the  bill,  the  Treasury  is  directed  to  prescribe  such  regula- 
tions as  may  be  necessary  or  appropriate  to  carry  out  the  purposes 
of  this  section,  including  (but  not  limited  to)  regulations  providing 
that  where,  by  reason  of  varying  rates  of  interest,  conditional  inter- 
est payments,  waivers  of  interest,  or  other  circumstances,  the  pro- 
visions of  this  section  do  not  carry  out  its  purposes,  adjustments  to 
the  provisions  will  be  made  to  the  extent  necessary  to  carry  out  the 
purposes  of  this  section.  For  example,  the  committee  anticipates 
that  regulations  may  provide  that  if  a  loan  is  made  requiring  the 
payment  of  interest  and  the  interest  is  cancelled,  the  lender  will 
have  income  if  the  cancellation  is  in  the  nature  of  a  gift. 

Effective  Dates 

In  general,  the  provisions  of  this  section  apply  to  term  loans 
made  after  March  1,  1984,  and  to  amounts  outstanding  on  demand 
loans  after  such  date.  However,  a  demand  loan  outstanding  prior  to 
March  1,  1984,  will  not  be  subject  to  the  provision  if  it  is  repaid 
prior  to  the  60th  day  after  the  date  of  enactment.  Any  renegoti- 
ation, extension,  revision  or  modification  of  any  of  the  terms  of  a 
loan  after  March  1,  1984,  is  treated  under  the  bill  as  the  issuance 
of  a  new  loan. 

Revenue  Effect 

The  provisions  of  this  section  are  estimated  to  increase  fiscal 
year  budget  receipts  by  $108  million  in  1984,  $126  million  in  1985, 
$143  million  in  1986,  $150  million  in  1987,  $158  million  in  1988,  and 
$166  million  in  1989. 


14  Below-market  loans  that  are  made  in  connection  with  transactions  to  which  sections  483  or 
1274  apply  are  to  be  governed  by  those  sections. 


3.  LIFO  Conformity  (sec.  163  of  the  bill  and  sec.  472  of  the  Code) 


Present  Law 

Generally,  a  taxpayers  may  use  the  method  of  accounting  for 
computing  taxable  income  on  the  basis  of  which  he  regularly  com- 
putes his  income  in  keeping  his  books  provided  that  such  method 
clearly  reflects  income.  However,  if  the  production,  purchase,  or 
sale  of  merchandise  is  an  income-producing  factor,  the  taxpayer 
generally  must  take  into  account  inventories  at  the  beginning  and 
end  of  each  taxable  year.  Acceptable  methods  of  accounting  for  in- 
ventories include  specific  identification,  average  cost,  first-in  first- 
out  ("FIFO"),  and  last-in  first-out  ("LIFO").  However,  under  the  so- 
called  "LIFO  conformity"  rule,  the  LIFO  method  of  inventory  ac- 
counting may  not  be  used  for  tax  purposes  unless  it  is  also  used  in 
reporting  to  shareholders,  partners,  other  proprietors,  beneficiaries, 
or  for  credit  purposes. 

The  Internal  Revenue  Service  has  issued  several  rulings  which 
provide  limited  exceptions  to  the  LIFO  conformity  rule  in  a  variety 
of  factual  situations.  For  example,  some  foreign  parent  companies 
with  U.S.  subsidiaries  operate  in  countries  which  do  not  recognize 
the  LIFO  method  as  a  proper  method  of  accounting  for  financial 
reporting  purposes.  In  Rev.  Rul.  78-246,  78-1  C.B.  146,  the  Service 
ruled  that  foreign  parent  corporations  are  permitted  to  convert  the 
operating  results  of  their  subsidiaries  using  the  LIFO  method  to  a 
nonLIFO  basis  in  consolidated  financial  statements  under  certain 
conditions. 

In  Insilco  Corp.  v.  Commissioner,  73  T.C.  589  (1980),  affd.  in  an 
unreported  decision  (2nd  Cir.  1980),  the  Tax  Court  held  that  the 
LIFO  conformity  rules  were  met  by  a  subsidiary  using  the  LIFO 
method  for  Federal  income  tax  purposes  where  the  subsidiary  used 
the  LIFO  method  to  compute  its  income  in  its  financial  reports 
issued  to  its  parent  company,  even  though  the  parent  company  con- 
verted the  subsidiary's  earnings  to  a  nonLIFO  basis  in  the  parent's 
consolidated  financial  statements. 

Reasons  for  change 

The  LIFO  conformity  rule  is  intended  to  ensure  that  taxpayers 
only  use  the  LIFO  method  for  tax  purposes  when  it  conforms  as 
nearly  as  possible  to  the  best  accounting  practice  in  the  taxpayer's 
trade  or  business.  Taxpayers  may  prefer  to  use  the  LIFO  method, 
which  tends  to  minimize  income  in  an  inflationary  environment, 
for  tax  purposes,  and  the  FIFO  method,  which  tends  to  maximize 
income  in  such  an  environment,  for  financial  accounting  purposes. 
The  Committee  is  concerned  that  taxpayers  can  avoid  the  effect  of 
LIFO  conformity  rule  under  the  Insilco  decision  through  the  cre- 
ation of  holding  companies  or  subsidiaries.  In  addition,  the  Com- 
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mittee  is  concerned  that  if  a  significant  number  of  taxpayers  take 
advantage  of  the  Insilco  decision,  the  revenue  effect  would  be  sub- 
stantial. Accordingly,  the  Committee  believes  that  the  LIFO  con- 
formity rule  should  be  applied  to  all  financial  reports  of  all  corpo- 
rations in  which  the  taxpayer's  inventory  is  included.  However,  the 
Committee  believes  that  limited  exceptions  to  the  conformity  re- 
quirement provided  under  present  law  (or  the  similar  limited  ex- 
ceptions provided  by  the  Treasury,  if  appropriate,  in  the  future) 
should  be  allowed. 

Explanation  of  Provision 

The  bill  treats  all  members  of  the  same  group  of  financially  re- 
lated corporations  as  a  single  taxpayer  for  purposes  of  the  LIFO 
conformity  requirement.  The  term  '  'group  of  financially  related 
corporations"  means  (1)  any  affiliated  group  as  defined  in  section 
1504  (without  regard  to  the  exceptions  in  sec.  1504(b))  by  substitut- 
ing a  50  percent  stock  ownership  test  for  an  80  percent  stock  own- 
ership test  and  (2)  any  other  group  of  corporations  which  issue  con- 
solidated financial  statements  or  reports  generally  to  shareholders 
and  others.  Thus,  the  conformity  requirement  generally  applies  to 
a  parent  corporation  which  issues  financial  statements  to  its  share- 
holders on  a  consolidated  basis  with  a  subsidiary  that  uses  the 
LIFO  method  of  accounting  for  tax  purposes  or  which  include  the 
results  of  operations  under  the  equity  method  of  financial  account- 
ing of  a  corporation  which  is  a  financially  related  corporation  as 
defined  in  the  bill. 

Under  the  bill,  taxpayers  who  had  relied  on  Insilco  will  be  re- 
quired either  to  conform  their  financial  statements  to  use  LIFO  for 
all  inventories  or  would  not  be  allowed  to  use  the  LIFO  method  of 
accounting  for  tax  purposes.15  The  bill  will  not  affect  the  authority 
under  present  law  of  Treasury  to  provide  limited  exceptions  to  the 
conformity  rules  in  specific  circumstances. 

Effective  Date 

The  provisions  of  the  bill  will  apply  to  taxable  years  beginning 
after  the  date  of  enactment. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $105 
million  in  1985,  $185  million  in  1986  and  $200  million  in  1987. 


15  Where  a  taxpayer  had  adopted  the  LIFO  method  in  reliance  upon  the  Insilco  decision,  the 
Committee  expects  that  some  taxpayers  may  wish  to  adopt  a  nonLIFO  method  as  a  result  of  the 
Committee's  bill.  In  such  a  case,  the  Committee  intends  that  such  a  change  would  be  treated  in 
the  same  manner  as  any  taxpayer  requesting  a  change  from  the  LIFO  method  of  accounting 
under  present  law  (i.e.,  prior  permission  from  the  Internal  Revenue  Service  must  be  obtained 
before  there  can  be  a  change  in  accounting  method  and  any  adjustments  required  by  the  change 
in  method  of  accounting  would  also  be  treated  as  under  present  law).  However,  the  Committee 
contemplates  that  the  Treasury  could  provide  rules  allowing  an  automatic  permission  to  change 
to  a  nonLIFO  method  for  an  appropriate  transition  period. 


4.  Collapsible  Corporations  (sec.  164  of  the  bill  and  sec.  341  of  the 

Code) 

Present  Law 

A  collapsible  corporation  is  one  formed  or  availed  of  principally 
for  the  manufacture,  construction,  production,  or  purchase  of  cer- 
tain types  of  property,  with  the  view  to  the  sale  or  exchange  by  the 
shareholders  of  their  stock  (or  of  the  liquidation  of  the  corporation) 
before  the  realization  by  the  corporation  of  a  "substantial"  part  of 
the  taxable  income  to  be  derived  from  such  property.  In  general,  if 
stock  in  a  collapsible  corporation  is  sold,  exchanged,  or  the  corpora- 
tion is  liquidated  in  whole  or  in  part  (i.e.,  collapsed),  or  in  the  case 
of  certain  distributions,  any  gain  recognized  by  a  shareholder 
which  would  otherwise  be  long-term  capital  gain  is  considered  ordi- 
nary income. 

In  the  case  of  Commissioner  v.  Kelley,  293  F.2d  904  (5th  Cir. 
1961),  affirming,  32  TC  135  (1959),  nonacq.,  1962-1  C.B.  5,  with- 
drawn and  acq.  substituted,  Rev.  Rul.  72-48,  1972-1  C.B.  102,  the 
Fifth  Circuit  held  that  a  corporation  will  be  treated  as  having  real- 
ized a  '  'substantial'  ■  part  of  the  taxable  income  to  be  derived  from 
the  property  (thereby  avoiding  collapsible  corporation  status  with 
respect  to  that  property)  if  the  corporation  realizes  as  little  as  one- 
third  of  the  taxable  income  to  be  derived  from  the  property.  In 
Commissioner  v.  Kelley,  the  court  reasoned  that  the  substantial 
part  requirement  related  to  the  part  of  the  taxable  income  realized 
and  that  a  substantial  part  of  such  income  could  be  realized  even 
though  an  even  greater  part  of  the  taxable  income  to  be  derived 
from  the  property  was  not  realized.  This  view  of  the  substantial 
part  requirement  must  be  compared  with  that  announced  in  Abbott 
v.  Commissioner,  258  F.2d  537  (3rd  Cir.  1958),  in  which  the  Third 
Circuit  held  that  the  realized  part  could  not  be  substantial  unless 
only  an  insubstantial  part  of  the  taxable  income  to  be  derived  from 
the  property  remained  unrealized. 

The  statute  provides  an  exception  to  collapsible  corporation 
treatment  under  the  "70/30"  rule  (sec.  341(d)(2)).  Under  this  rule,  a 
shareholder  who  recognizes  gain  with  respect  to  his  stock  in  a  col- 
lapsible corporation  must  determine  the  amount  of  the  recognized 
gain  attributable  to  collapsible  assets  in  the  corporation.  If  this 
amount  is  70  percent  or  less  of  his  total  gain  for  the  taxable  year, 
then  none  of  the  recognized  gain  is  treated  as  ordinary  income 
under  the  collapsible  corporation  provisions  of  the  Code. 

Reasons  for  Change 

The  committee  believes  that  property  which  is  collapsible  should 
continue  to  be  so  treated  until  less  than  a  substantial  portion  of 
the  taxable  income  to  be  realized  from  the  property  remains  unrea- 
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lized.  Thus,  in  general,  the  committee  has  adopted  the  Abbott  v. 
Commissioner,  supra,  view  of  the  "substantial  part"  requirement. 

With  respect  to  the  70/30  rule,  the  committee  is  concerned  with 
the  possibilities  for  avoiding  collapsible  treatment  with  respect  to 
gain  on  various  stock  dispositions  subject  to  the  70/30  rule  where  a 
collapsible  corporation  has  two  or  more  separate  projects.  For  ex- 
ample, assume  that  a  corporation  builds  or  acquires  two  similar  in- 
ventory-type assets  or  projects  with  a  view  towards  collapsing  the 
corporation  prior  to  the  time  it  realizes  a  substantial  part  of  the 
taxable  income  to  be  derived  from  either  asset.  Each  asset  is  of 
equal  value  at  all  relevant  times.  The  corporation  is  owned  entirely 
by  one  shareholder.  The  corporation  is  liquidated.  Under  present 
law,  if  the  selling  shareholder  caused  the  corporation  to  realize 
one-third  of  the  income  to  be  realized  on  one  asset,  prior  to  the 
date  of  the  liquidation,  that  asset  would  be  treated  as  non-collaps- 
ible for  purposes  of  the  70/30  rule.  Since  less  than  70  percent  of  the 
recognized  gain  on  the  stock  sale  would  be  attributable  to  a  collaps- 
ible asset,  the  70/30  rule  would  apply  to  except  the  sale  proceeds 
from  the  collapsible  corporation  provisions  of  the  Code,  even 
though  only  one-sixth  of  the  total  potential  income  from  the  assets 
had  been  realized. 

Explanation  of  Provision 

Under  the  bill,  the  collapsible  corporation  definition  of  present 
section  341(b)(1))  is  amended.  It  is  explicitly  stated  that  property 
otherwise  collapsible  will  be  collapsible  unless  at  least  two-thirds  of 
the  taxable  income  to  be  derived  from  the  property  is  realized  by 
the  corporation.  This  would  replace  the  "substantial  part"  stand- 
ard of  present  law.  The  committee  intends  that  no  inference  should 
be  drawn  from  this  amendment  with  respect  to  the  meaning  of  the 
"substantial  part"  requirement  of  present  law. 

In  addition,  the  Secretary  would  be  authorized  to  prescribe  regu- 
lations describing  the  extent  to  which  all  inventory,  stock  in  trade, 
or  property  held  primarily  for  sale  to  customers  in  the  ordinary 
course  of  a  trade  or  business  (sec.  1221(1)  property)  that  is  of  a  like- 
kind  should  be  treated  as  a  single  asset  in  applying  the  70/30  rule. 
The  committee  intends  that  these  regulations  will  insure  that  the 
two-thirds  realization  requirement  cannot  be  avoided  where  the 
corporation's  collapsible  section  1221(1)  properties  are  less  than 
two-thirds  realized  in  the  aggregate  but  where  some  like-kind  sec- 
tion 1221(1)  properties  have  been  two-thirds  or  more  realized.  Thus, 
if  the  aggregate  of  the  corporation's  collapsible  section  1221(1)  like- 
kind  properties  is  less  than  two-thirds  realized,  all  of  the  corpora- 
tion's collapsible  section  1221(1)  like-kind  properties,  including  any 
collapsible  section  1221(1)  property  that  has  been  two-thirds  or 
more  realized,  will  be  treated  as  collapsible  property  for  purposes 
of  the  70/30  rule.  The  committee  intends  that,  for  purposes  of  ap- 
plying this  aggregation  requirement  under  the  "70/30"  rule,  all 
property  with  respect  to  which  the  taxpayer  has,  or  at  any  time 
had,  a  collapsible  view  will  be  treated  as  collapsible  property  (i.e., 
property  described  in  section  341(b)(1),  even  if  it  is  two-thirds  or 
more  realized.  Section  1221(1)  property  which  is  not  collapsible 
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property,  and  which  never  was  collapsible  property,  need  not  be  ag- 
gregated under  this  rule. 

Effective  Date 

These  amendments  are  effective  for  sales,  exchanges,  and  distri- 
butions made  after  December  31,  1983. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $5  mil- 
lion in  1984,  $57  million  in  1985,  $196  million  in  1986  and  $305  mil- 
lion in  1987. 


5.  Modification  of  Income  Averaging  (sec.  165  of  the  bill  and  sees. 
1301  and  1302  of  the  Code) 


Present  Law 

Under  present  law,  if  an  eligible  individual  has  at  least  $3,000  of 
averageable  income,  defined  as  the  excess  of  current  year  taxable 
income  over  120  percent  of  average  taxable  income  in  the  previous 
four  years,  then  he  may  be  eligible  for  income  averaging.  This  pro- 
cedure serves  to  determine  tax  liability  attributable  to  averageable 
income  with  reference  only  to  the  marginal  rates  applicable  to  the 
first  20  percent  of  this  amount,  rather  than  the  higher  marginal 
rates  which  would  apply  if  100  percent  of  averageable  income  were 
taxed  using  the  regular  rate  schedule.  In  other  words,  income  aver- 
aging widens  the  tax  brackets  by  a  factor  of  five  with  respect  to 
averageable  income. 

Under  income  averaging,  the  individual  first  calculates  what  tax 
liability  would  be  on  120  percent  of  average  taxable  income  in  the 
previous  four  years  ("average  base  period  income").  Then  the  indi- 
vidual computes  the  increase  in  tax  liability  which  would  result  if 
20  percent  of  averageable  income  were  added  to  120  percent  of 
average  base  period  income.  This  increase  is  then  multiplied  by 
five  and  added  to  the  tax  liability  calculated  on  120  percent  of  base 
period  income  in  order  to  determine  the  individual's  tax  liability 
for  the  year.  (These  tax  liability  computations  are  performed  using 
the  current  year's  rate  schedules.) 

Reasons  for  Change 

Although  income  averaging  was  originally  intended  to  benefit 
taxpayers  with  either  widely  fluctuating  income  or  a  sharp  jump  in 
real  income,  many  taxpayers  whose  income  has  increased  merely 
at  the  rate  of  inflation  have  been  eligible  for  income  averaging  in 
recent  years. 

As  a  result,  the  percentage  of  taxpayers  using  income  averaging 
has  increased  substantially  in  recent  years.  In  1970,  only  1.35  per- 
cent of  tax  returns  used  income  averaging.  By  1981,  this  percentage 
had  increased  to  6.87  percent  This  problem  is  magnified  by  index- 
ing because  indexing  by  itself  will  keep  marginal  tax  rates  constant 
for  an  individual  whose  increases  in  income  are  entirely  attributa- 
ble to  inflation.  Thus  taxpayers  may  receive  a  double  benefit  from 
indexing  and  income  averaging.  The  committee  believes  that  such 
a  double  benefit  is  inappropriate.  Furthermore,  the  23-percent 
across-the-board  reduction  in  marginal  tax  rates  enacted  in  1981, 
including  a  top  rate  of  50  percent  on  ordinary  income  and  20  per- 
cent on  long-term  capital  gains,  greatly  reduces  the  need  for  an 
income  averaging  provision  as  generous  as  that  provided  by 
present  law. 
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Explanation  of  Provision 

The  bill  provides  that  averageable  income  is  defined  as  the 
amount  by  which  the  taxable  income  for  the  current  year  exceeds 
140  percent,  instead  of  120  percent  as  under  present  law,  of  the 
average  base  period  income.  In  addition,  the  base  period  is  short- 
ened to  be  the  three  prior  years.  Finally,  the  income  averaging  for- 
mula is  modified  so  that  it  widens  the  tax  brackets  by  a  factor  of 
four  with  respect  to  averageable  income.  As  a  result  of  these 
changes,  only  those  taxpayers  with  an  unusual  increase  in  income 
will  receive  a  benefit  from  using  income  averaging,  rather  than 
taxpayers  with  more  normal  increases  in  income  who  benefit  under 
present  law. 

Effective  Date 

This  provision  will  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1983. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $133 
million  in  1984,  $1,994  million  in  1985,  $1,886  million  in  1986, 
$2,053  million  in  1987,  $2,226  million  in  1988,  and  $2,404  million  in 
1989. 


6.  Limitations  on  Depreciation  and  Investment  Tax  Credit  for 
Luxury  Automobiles  (sec.  166  of  the  bill  and  sees.  162  and  168 
of  the  Code) 

Present  Law 

A  taxpayer  who  acquires  an  automobile  for  use  in  a  trade  or 
business  and  uses  it  for  business  purposes  is  entitled  to  an  invest- 
ment tax  credit  and  cost  recovery  deductions  under  the  Accelerated 
Cost  Recovery  System  (ACRS),  in  addition  to  deductions  for  operat- 
ing and  maintenance  expenses. 

The  amount  of  the  regular  investment  credit  for  automobiles  is  6 
percent  of  cost.  Basis  adjustment  is  required  in  this  case,  so  that 
ACRS  deductions  are  allowed  for  97  percent  of  cost.  Alternatively, 
the  taxpayer  may  elect  a  reduced  investment  credit  equal  to  4  per- 
cent of  cost,  in  which  case  ACRS  deductions  are  allowed  for  100 
percent  of  cost.  In  either  case,  25  percent  of  the  amount  that  may 
be  written  off  is  deductible  in  the  first  year,  38  percent  is  deduct- 
ible in  the  second  year,  and  the  remaining  37  percent  is  deductible 
in  the  third  year,  unless  the  taxpayer  elects  an  optional  recovery 
life  and  method  under  ACRS. 

In  general,  no  gain  or  loss  is  recognized  on  equipment,  including 
automobiles,  which  the  taxpayer  trades  in  as  partial  payment  for 
new  equipment  of  a  like  kind.  For  purposes  of  determining  cost  re- 
covery deductions,  the  basis  of  the  new  equipment  is  the  adjusted 
basis  of  the  trade-in  plus  whatever  additional  cash  is  needed  to  ac- 
quire the  new  equipment  (Code  sec.  1031). 

Reasons  for  Change 

The  committee  believes  that  the  investment  incentives  afforded 
by  the  investment  credit  and  ACRS  should  be  directed  to  capital 
formation,  rather  than  to  subsidize  the  element  of  personal  con- 
sumption associated  with  the  use  of  very  expensive  automobiles. 
Luxury  cars  and  other  cars  provide  the  same  services  necessary  for 
the  conduct  of  a  business,  and  tax  benefits  should  be  available  to 
that  extent.  Beyond  that  point,  however,  the  extra  expense  of  a 
luxury  automobile  operates  as  a  tax-free  personal  emolument 
which  the  committee  believes  should  not  qualify  for  tax  credits  and 
deductions. 

In  addition,  the  committee  understands  that  significant  compli- 
ance problems  exist  under  current  law  due  to  overstatements  of 
the  proportion  of  business  use  of  automobiles.  The  committee  be- 
lieves that  an  additional  measure  should  be  provided  to  assist  com- 
pliance and  enforcement  in  this  area. 
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Explanation  of  Provisions 

The  bill  limits  the  investment  tax  credit  and  cost  recovery  deduc- 
tions to  the  first  $21,000  of  the  cost  of  an  automobile  used  entirely 
for  business  purposes.  Accordingly,  if  a  taxpayer  purchases  for 
$45,000  a  car  the  entire  use  of  which  otherwise  qualifies  for  busi- 
ness deductions,  no  investment  credit  or  cost  recovery  deductions 
will  be  allowed  for  $24,000  of  the  cost.  In  the  event  more  than  one 
person  holds  an  interest  in  an  automobile,  the  aggregate  basis 
taken  into  account  by  all  persons  holding  the  interests  will  not 
exceed  $21,000  for  investment  credit  and  cost  recovery  purposes. 
The  $21,000  limitation  is  adjusted  annually,  beginning  in  1985,  to 
take  account  of  inflation  as  measured  by  the  automobile  compo- 
nent of  the  Consumer  Price  Index  for  all  urban  consumers.  The 
portion  of  cost  allowed  under  these  rules  is,  as  under  present  law, 
prorated  for  the  proportion  of  business  use.  Thus,  for  an  auto- 
mobile which  costs  more  than  $21,000,  the  investment  credit  and 
cost  recovery  deductions  apply  only  to  $16,800  of  cost  of  an  auto- 
mobile 80  percent  of  the  use  of  which  is  for  business  purposes. 

The  bill  applies  generally  to  automobiles  which  are  rated  at  6,000 
pounds  gross  vehicle  weight  or  less.  However,  the  bill  does  not 
apply  to  ambulances,  hearses,  and  automobiles  used  directly  in  the 
trade  or  business  of  transporting  persons  or  property.  Also,  it  does 
not  apply  to  vehicles  other  than  automobiles,  such  as  vans  or 
trucks. 

The  limitation  does  not  apply  to  an  automobile  leased  or  held  for 
leasing  by  a  person  who  is  regularly  engaged  in  the  business  of 
leasing  automobiles.  However,  if  the  automobile  is  leased  under  a 
long-term  lease,  only  the  allowable  portion  of  the  lessee  rental  pay- 
ments will  be  deductible.  For  this  purpose,  the  allowable  portion 
means  the  fraction  the  numerator  of  which  is  the  limitation  in 
effect  for  the  calendar  year  in  which  the  automobile  is  placed  in 
service  under  the  lease,  and  the  denominator  of  which  is  the  fair 
market  value  of  the  automobile  when  placed  in  service.  Also  for 
this  purpose,  a  lease  the  term  of  which  is  30  days  or  more  (includ- 
ing options  to  renew  or  extend)  is  a  long-term  lease. 

The  bill  provides  a  rule  to  coordinate  the  operation  of  the  limita- 
tion with  the  rules  for  determining  basis  in  the  case  of  a  like-kind 
exchange. 

In  addition,  the  bill  provides  that,  unless  the  taxpayer  estab- 
lishes to  the  contrary,  at  least  50  percent  of  the  use  of  an  auto- 
mobile during  a  taxable  year  will  be  treated  as  personal  use  (i.e., 
use  which  is  not  in  a  trade  or  business  or  for  the  production  of 
income).  This  presumption  applies  to  any  automobile,  whether  or 
not  the  $21,000  limitation  for  investment  credit  and  cost  recovery 
purposes  applies  to  the  automobile.  This  provision  does  not  affect 
the  present  law  rule  that  the  taxpayer  must  fully  substantiate  any 
proportion  of  business  use  that  is  claimed.  The  committee  intends, 
however,  to  elevate  the  standard  of  proof  in  cases  where  the  pro- 
portion of  business  use  claimed  exceeds  50  percent,  and  clearly 
does  not  intend  that  a  taxpayer  may  claim  a  deduction  for  50  per- 
cent of  the  use  of  an  automobile  without  full  substantiation. 
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Effective  Date 

The  provisions  relating  to  the  $21,000  limitation  are  effective  for 
automobiles  placed  in  service  after  March  1,  1984,  in  taxable  years 
ending  after  that  date.  The  provision  relating  to  the  presumption 
concerning  the  proportion  of  personal  use  is  effective  for  taxable 
years  beginning  after  1984. 

Revenue  Effect 

These  provisions  are  estimated  to  increase  fiscal  year  budget  re- 
ceipts by  $20  million  in  1984,  $79  million  in  1985,  $130  million  in 
1986,  $160  million  in  1987,  $180  million  in  1988,  and  $194  million  in 
1989. 
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7.  Transfers  of  Depreciable  Property  Between  Related  Parties 
(sec.  167  of  the  bill  and  sec.  1239  of  the  Code) 

Present  Law 

In  order  to  prevent  tax-motivated  transactions,  transfers  between 
related  parties  often  receive  special  treatment  under  the  Internal 
Revenue  Code.  One  provision  provides  that  a  transferor  will  be 
treated  as  receiving  ordinary  income  rather  than  capital  gain  on 
the  transfer  of  property  to  a  related  party  when  that  property  is 
depreciable  property  in  the  hands  of  the  transferee  (sec.  1239).  For 
this  purpose,  related  parties  include  a  person  and  all  corporations 
or  partnerships  controlled  by  that  person. 

The  courts  have  held  that  the  transfer  of  a  patent  application  as 
opposed  to  a  patent  does  not  fall  within  this  anti-abuse  rule  be- 
cause the  application  itself  is  not  depreciable  property  (Lan  Jen 
Chu  v.  Commissioner,  486  F.  2d  696  (1st  Cir.,  1973)).  However,  once 
the  application  is  granted,  the  transferee  can  depreciate  the  result- 
ing patent. 

Reasons  for  Change 

The  committee  believes  that  the  scope  of  section  1239  should  be 
broadened  in  order  to  prevent  taxpayers  from  effectively  selling 
certain  property  to  themselves  at  capital  gains  rates  and  receiving 
cost  recovery  benefits  on  a  stepped-up  basis. 

Explanation  of  Provision 

The  provision  of  the  Code  relating  to  gains  from  the  sale  of  de- 
preciable property  between  related  parties  (sec.  1239)  is  amended  to 
treat  a  patent  application  as  depreciable  property,  thus  requiring 
that  any  gain  recognized  to  the  transferor  be  treated  as  ordinary 
income  rather  than  capital  gain. 

Also  the  definition  of  related  persons  is  expanded  to  include  a 
taxpayer  and  trust  in  which  the  taxpayer  has  a  beneficial  interest 
(other  than  a  remote  contingent  interest). 

Effective  Date 

The  provision  will  apply  to  transfers  after  March  1,  1984. 

Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  less 
than  $5  million  annually. 
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TITLE  II— LIFE  INSURANCE  TAX  PROVISIONS 


A.  Present  Law 
1.  Pre-1959  Taxation  of  Life  Insurance  Companies 

Before  1921,  insurance  companies  were  taxed  in  substantially  the 
same  manner  as  other  corporate  entities.  Under  the  Revenue  Act 
of  1921  and  subsequent  legislation,  however,  life  insurance  compa- 
nies were  accorded  special  tax  treatment. 

From  1921  through  1957,  a  life  insurance  company  was  only 
taxed  on  investment  income.  Premiums  were  excluded  from  the 
income  computation,  as  were  losses  and  expenses  incurred  in  un- 
derwriting operations,  and  gains  and  losses  from  the  sale  of  invest- 
ment assets.  In  addition,  various  formulas  were  established  to  ex- 
clude from  taxation  the  portion  of  investment  income  necessary  to 
satisfy  the  company's  obligations  to  policyholders  under  its  insur- 
ance contracts.  Although  the  formulas  varied  from  time  to  time, 
their  purpose  was  always  to  compute  that  portion  of  investment 
income  allocable  to  policyholders.  This  approach  of  taxing  income 
only  to  the  extent  not  needed  to  fund  current  and  projected  liabil- 
ities to  policyholders  as  determined  under  State  law  has  been  re- 
ferred to  as  taxing  a  company  on  its  free  investment  income. 

2.  The  1959  Act 

In  general 

The  general  framework  under  which  life  insurance  companies 
are  taxed  under  present  law  was  adopted  in  the  Life  Insurance 
Company  Income  Tax  Act  of  1959  (sees.  801-820  of  the  Code).1  The 
1959  Act  significantly  changed  prior  law  by  attempting  to  measure 
the  total  income  of  a  life  insurance  company  rather  than  just  its 
free  investment  income.  Nonetheless,  as  described  below,  under  the 
1959  Act  various  deductions  and  "special  rules"  resulted  in  an 
income  tax  base  which  fell  short  of  total  income. 

Computing  taxable  income 

Under  the  1959  Act,  a  life  insurance  company  is  taxed  on  the 
lesser  of  its  taxable  investment  income  or  its  gain  from  operations. 
If  a  company's  gain  from  operations  exceeds  its  taxable  investment 
income,  the  company  is  taxed  on  50  percent  of  such  excess.  The  tax 
with  respect  to  the  other  half  of  the  excess  of  gain  from  operations 
over  taxable  investment  income  is  deferred;  that  half  (along  with 
amounts  deducted  for  nonparticipating  contracts,  accident  and 
health  and  group  life  insurance  contracts)  is  added  to  a  deferred 


1  Public  Law  86-69,  June  25,  1959.  The  Act  was  generally  effective  for  taxable  years  beginning 
after  December  31,  1957. 
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tax  account  (policyholders'  surplus  account)  and,  subject  to  certain 
limitations,  is  taxed  only  when  distributed  to  shareholders  of  a 
stock  company.2  Thus,  under  the  1959  Act,  a  life  insurance  compa- 
ny must  compute  its  gain  (or  loss)  from  operations  and  its  taxable 
investment  income.  The  computation  of  gain  from  operations 
begins  with  the  company's  total  income  including  the  company's 
share  of  investment  yield,3  net  capital  gain,  premiums  and  other 
considerations,  decreases  in  insurance  reserves,  and  all  other 
amounts.  From  this  total,  a  life  insurance  company  is  allowed  de- 
ductions. These  generally  include  the  usual  deductions  available  to 
taxpayers  for  business  or  investment  expenses,  an  operations  loss 
deduction,  and  certain  deductions  unique  to  the  insurance  business 
such  as  for  payments  of  claims  and  death  benefits,  for  increases  in 
reserves  (to  the  extent  not  funded  out  of  the  policyholders'  share  of 
investment  income),  and  for  certain  payments  under  assumption 
reinsurance.  All  life  insurance  companies  are  also  permitted  to 
claim  a  small  business  deduction.  Finally,  there  are  three  special 
deductions  for  policyholder  dividends,  nonparticipating  contracts, 
and  group  life  insurance  and  accident  and  health  insurance  con- 
tracts, which  are  subject  to  limitations.  Unlike  the  deduction  for 
policyholder  dividends,  the  other  two  special  deductions  do  not  re- 
flect actual  cash  expenditures  by  the  company  or  even  the  commit- 
ment of  funds  to  a  reserve  required  under  State  law. 

In  addition,  a  deduction  is  allowed  for  the  company's  allocable 
share  of  tax-exempt  income  and  the  amount  of  any  dividends  re- 
ceived by  the  company  that  are  deductible  under  provisions  gener- 
ally applicable  to  all  corporations.  The  initial  inclusion  of  tax- 
exempt  income  followed  by  the  later  deduction  of  the  company's 
share  has  the  effect  of  allocating  a  portion  of  tax-exempt  income  to 
the  policyholders'  share  which  is  not  includible  in  the  company's 
taxable  income  in  any  event.  Thus,  tax-exempt  income  is  not  as  at- 
tractive to  life  insurance  companies  as  to  other  taxpayers  as  a 
means  of  reducing  their  effective  tax  rate. 

To  compute  taxable  investment  income,  it  is  necessary  to  calcu- 
late investment  yield.  Investment  yield  is  the  excess  of  gross  invest- 
ment income  over  all  applicable  investment  expenses.  Then,  the 
policyholders'  share  of  investment  yield  is  excluded.4  Finally,  the 
company  may  deduct  from  its  share  of  investment  yield  its  share  of 
tax-exempt  investment  income  and  of  the  deduction  for  dividends 
received. 

Under  the  1959  Act  and  present  law,  the  computation  of  a  life 
insurance  company's  taxable  investment  income  is  important  for 


2  Typically,  this  will  be  incurred  only  if  a  company  is  acquired  and  liquidated  to  achieve  an 
increase  in  the  basis  of  its  assets. 

3  The  computation  actually  begins  with  gross  investment  income,  less  investment  expenses, 
from  which  the  interest  contractually  required  to  be  set  aside  for  policyholders  is  excluded.  A 
portion  of  an  item  required  to  be  set  aside  for  policyholders  is  referred  to  as  the  policyholders' 
share  of  such  item.  The  excess  of  the  amount  of  the  item  over  the  policyholders  share  is  the 
company's  share. 

4  Under  the  taxable  investment  income  computation,  the  policyholders'  share  of  investment 
yield  is  determined  in  part  by  use  of  the  "Menge  formula,"  which  arithmetically  adjusts  State 
required  life  insurance  reserves  to  allow  the  crediting  of  earnings  at  an  adjusted  rate  that  takes 
into  account  the  actual  earnings  rate  of  the  individual  companies.  In  general,  the  effect  of  this 
computation  is  to  allocate  to  the  policyholder  an  amount  at  least  equal  to  the  reserves  required 
under  State  law  (unless  under  the  permanent  provisions,  the  current  earnings  of  the  company 
exceed  10  percent).  The  1959  Act  does  not  establish  a  Federal  standard  for  computation  of  re- 
serves or  require  that  they  be  based  on  a  company's  actual  experience. 


1393 


two  purposes.  First,  as  discussed  above,  a  company  may  be  taxed  on 
its  taxable  investment  income.  Second,  for  purposes  of  computing 
gain  from  operations,  the  aggregate  amount  allowed  for  the  special 
deductions  is  limited  by  reference  to  the  amount  of  the  company's 
taxable  investment  income.  Prior  to  amendment  in  the  Tax  Equity 
and  Fiscal  Responsibility  Act  of  1982  (P.L.  97-248)  (TEFRA),  the 
1959  Act  provided  that  the  amount  of  deductions  allowed  for  policy- 
holder dividends,  for  nonparticipating  contracts,  and  for  accident 
and  health  and  group  life  insurance  contracts  be  limited  to  the 
amount  by  which  gain  from  operations  (before  those  deductions)  ex- 
ceeded taxable  investment  income,  plus  $250,000.  This  limitation 
was  designed  to  ensure  that  most  large  companies  be  subject  to  tax 
at  least  on  their  free  investment  income  (reduced  by  no  more  than 
$250,000).  As  explained  below,  this  $250,000  statutory  amount  was 
modified  in  TEFRA. 

Tax  phases 

The  provisions  described  above  for  computing  a  life  insurance 
company's  taxable  income  require  a  comparison  of  the  company's 
taxable  investment  income  and  its  gain  from  operations.  Depending 
on  the  mix  of  these  elements,  two  companies  with  the  same  aggre- 
gate pre-tax  income  may  owe  different  amounts  of  tax.  The  result 
is  that  most  life  insurance  companies  can  be  classified  on  the  basis 
of  the  mix  of  investment  income  and  underwriting  gain  as  being  in 
one  of  three  tax  categories. 

Phase  I  Company 

Under  the  1959  Act,  a  Phase  I  company  has  a  gain  from  oper- 
ations that  is  less  than  its  taxable  investment  income,  and  has 
reached  the  limit  on  the  special  deductions.  A  life  insurance  com- 
pany that  would  typically  be  in  this  phase  is  an  established  mutual 
company,  which  might  have  substantial  underwriting  income 
before  any  policyholder  dividend  distributions.  This  company  could 
use  the  deduction  for  policyholder  dividends  to  reduce  gain  from 
operations. 

Phase  II  (Positive)  Company 

A  Phase  II  (Positive)  company  has  a  gain  from  operations  in 
excess  of  its  taxable  investment  income,  taking  into  account  any 
policyholder  dividends.  A  typical  life  insurance  company  taxed 
under  this  phase  is  an  established  stock  company  that  has  no  State 
law  requirement  to  share  favorable  investment  and  underwriting 
experience  with  its  policyholders  through  policyholder  dividends.  A 
Phase  II  (Positive)  company's  taxable  income  is  generally  the  sum 
of  its  taxable  investment  income,  and  one-half  of  the  excess  of  its 
gain  from  operations  over  taxable  investment  income.  Because  a 
company's  gain  from  operations  is  roughly  the  sum  of  its  taxable 
investment  income  and  its  underwriting  gain,  a  Phase  II  (Positive) 
company  is  taxed  currently  on  one-half  of  its  underwriting  gain 
while  the  other  half  becomes  part  of  the  policyholders'  surplus  ac- 
count (known  generally  as  the  Phase  III  account). 
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Phase  II  (Negative)  Company 

A  Phase  II  (Negative)  company  has  a  gain  from  operations  that 
is  less  than  its  taxable  investment  income  by  more  than  $250,000 
(under,  the  1959  Act)  because  of  underwriting  losses.  Typically,  a 
Phase  II  (Negative)  company  is  a  new  or  growing  stock  life  insur- 
ance company  that  has  underwriting  losses  because  of  high  start- 
up costs  associated  with  new  insurance  business.  In  such  a  case, 
taxable  investment  income  is  reduced  by  the  expenses  of  operating 
the  company  because  the  underwriting  income  alone  is  not  suffi- 
cient to  cover  the  costs  of  the  insurance  business.  A  Phase  II  (Nega- 
tive) company's  taxable  income  is  its  entire  gain  from  operations.5 

3.  TEFRA  Changes 

In  TEFRA,  Congress  addressed  certain  tax  avoidance  techniques 
available  to  life  insurance  companies  through  both  permanent  pro- 
visions and  temporary  provisions  (effective,  generally,  for  1982  and 
1983).  The  latter  allowed  a  more  thorough  Congressional  review  of 
the  tax  laws  applicable  to  life  insurance  companies  and  their  prod- 
ucts. 

Modco  and  reinsurance 

Provisions  governing  modified  coinsurance  transactions  were  per- 
manently repealed.  In  addition,  provisions  were  adopted  to  prevent 
abuse  through  dividend  reimbursement  agreements  between  insur- 
ance companies  engaged  in  reinsurance  transactions.  Further,  pro- 
visions were  added  to  deny  deductions  for  interest  paid  on  indebt- 
edness used  in  reinsurance  transactions,  and  to  grant  Treasury  spe- 
cial income  allocation  and  recharacterization  authority  with  re- 
spect to  reinsurance  transactions  between  related  parties.  TEFRA 
provided,  in  addition,  that  for  years  before  1982  (except  in  the  case 
of  fraud)  the  determination  of  whether  a  reinsurance  contract  sat- 
isfied the  modified  coinsurance  requirements  of  then  existing  law 
would  be  made  solely  by  reference  to  the  terms  of  the  contract. 

Special  deductions 

TEFRA  provided  a  temporary  change  in  the  limitation  on  the 
special  deductions  for  policyholder  dividends,  nonparticipating  con- 
tracts, accident  and  health  and  group  life  insurance  contracts.  This 
provision  generally  raised  the  $250,000  statutory  dollar  amount 
under  the  1959  Act  to  $1  million,  but  targeted  it  to  small  life  insur- 
ance companies. 

TEFRA  also  provided  an  alternative  limitation  on  the  special  de- 
ductions. Under  this  provision,  the  maximum  amount  that  could  be 
deducted  was  the  sum  of  (1)  100  percent  of  policyholder  dividends 
on  pension  contracts,  (2)  the  statutory  amount  ,  and  (3)  85  percent 
(77-1/2  percent  for  mutual  companies)  of  the  tentative  deduction 
for  policyholder  dividends,  other  than  policyholder  dividends  on 
pension  business.  For  most  companies,  this  alternative  was  sub- 


5  In  addition  to  the  three  tax  categories  discussed  above,  there  is  also  a  "Phase  I  Corridor" 
company,  which  is  taxed  on  its  entire  gain  from  operations  that  is  less  than  taxable  investment 
income  by  an  amount  less  than  $250,000  (under  the  1959  Act),  and  a  "Phase  III"  company, 
which  has  taxable  income  that  includes  shareholder  distributions  of,  or  subtractions  from,  previ- 
ously tax-deferred  amounts  from  the  policyholders'  surplus  account. 
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stantially  more  generous  than  the  limitation  provided  under  the 
1959  Act. 

Computation  of  reserves 

TEFRA  contained  a  number  of  temporary  provisions  relating  to 
the  computation  of  reserves.  First,  interest  guaranteed  in  a  con- 
tract in  excess  of  the  interest  that  would  be  earned  at  the  rate  as- 
sumed for  purposes  of  computing  statutory  reserves  could  not  be 
taken  into  account  in  computing  the  reserves  to  the  extent  such 
excess  interest  is  guaranteed  beyond  the  taxable  year.  Second, 
under  TEFRA,  the  amount  of  investment  yield  that  could  be  allo- 
cated to  group  pension  contracts  was  limited  to  the  amount  actual- 
ly credited  to  such  contracts.  Both  of  these  provisions  had  the  prac- 
tical effect  of  reducing  the  exclusion  for  the  policyholders'  share  of 
investment  yield.  Third,  under  TEFRA,  the  status  of  a  life  insur- 
ance company  could  not  be  changed  because  of  its  reserve  treat- 
ment of  group  pension  funds.  This  prevented  reclassification  for 
tax  purposes  of  life  insurance  companies  as  casualty  insurance 
companies — which  would  be  adverse  to  certain  stock  companies 
and  favorable  for  certain  mutual  companies — because  they  have  re- 
moved life  contingencies  from  pension  contracts.  Fourth,  an  arith- 
metic adjustment  to  reserves  contained  in  the  1959  Act  (the  Menge 
formula)  was  changed  to  a  geometric  adjustment,  allowing  a  slight- 
ly more  generous  policyholders'  share  of  investment  yield.  In  addi- 
tion to  these  temporary  changes,  there  was  a  permanent  reduction 
in  the  amount  allowed  a  life  insurance  company  under  the  approxi- 
mate formula  for  revaluing  preliminary  term  reserves  for  insur- 
ance other  than  term  life  insurance.  Under  TEFRA,  reserves  are 
increased  by  $19  per  $1,000  of  insurance  in  force  and  reduced  by  1.9 
percent  of  the  reserves  (rather  than  by  $21  per  $1,000  reduced  by 
2.1  percent,  as  under  prior  law). 

Consolidated  returns 

Under  a  temporary  provision,  related  life  insurance  companies 
were  allowed  to  compute  their  respective  taxable  incomes  before 
consolidation  (a  bottom-line  method).  This  method  was  allowed  in- 
stead of  requiring  consolidation  of  income  items  before  computing 
consolidated  taxable  income  (a  phase-by-phase  method). 

Annuities 

TEFRA  also  contained  permanent  changes  for  the  tax  treatment 
of  annuity  contracts  to  companies  and  to  policyholders.  In  general, 
companies  are  allowed  the  full  deduction  for  amounts  credited  to 
annuity  contracts.  For  a  policyholder,  cash  distributions  from  an 
annuity  contract  before  the  annuity  starting  date  are  taxable  to 
the  policyholder  to  the  extent  there  is  income  in  the  contract.  Also, 
if  a  portion  of  such  an  income  distribution  is  attributed  to  an  in- 
vestment in  the  contract  that  was  made  within  10  years  of  the  dis- 
tribution, there  is  a  5-percent  penalty  tax  on  such  portion.  There 
are,  however,  a  number  of  exceptions  to  this  rule;  for  example,  no 
penalty  applies  to  income  distributions  on  or  after  the  policyholder 
reaches  age  59-1/2. 
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Flexible  premium  life  insurance 

Finally,  TEFRA  adopted  temporary  guidelines  with  respect  to 
flexible  premium  life  insurance  contracts  (i.e.,  universal  life  and 
adjustable  life),  which  must  be  met  in  order  for  the  death  proceeds 
from  such  contracts  to  be  considered  life  insurance  for  tax  pur- 
poses. 

B.  Reasons  for  Change 

Overview 

The  changes  in  the  tax  treatment  of  life  insurance  companies, 
life  insurance  and  annuity  products,  and  policyholders  in  the  bill 
are  the  result  of  a  lengthy  study  by  the  committee  and  one  of  its 
subcommittees.  During  the  course  of  the  study  it  became  apparent 
that,  as  a  result  of  two  factors,  changes  are  required.  The  first 
factor  is  the  unusually  large  increase  in  interest  rates  that  has  oc- 
curred since  1959.  The  second  is  the  Congress'  desire  to  simplify 
the  Code  and  eliminate  the  extraordinarily  complex  three-phase 
tax  structure  of  present  law. 

Rising  interest  rates  have  caused  several  changes  in  the  tax  posi- 
tion of  the  life  insurance  companies  since  the  enactment  of  the 
1959  Act.  First,  with  investment  income  increasing  because  of 
rising  interest  rates,  the  tax  liability  of  mutual  (and,  to  a  lesser 
extent,  stock)  insurance  companies  began  to  increase.  Second,  these 
companies  made  extensive  efforts  to  reduce  their  increasing  Feder- 
al income  tax  liability  by  entering  into  larger  volumes  of  modified 
coinsurance  transactions  by  which  investment  income  was  rechar- 
acterized as  underwriting  income.  In  1981,  one  of  the  largest 
mutual  companies  used  modified  coinsurance  so  extensively  that  it 
reduced  its  tax  to  zero.  Third,  some  stock  companies,  in  order  to 
compete  with  other  financial  intermediaries,  began  to  offer  invest- 
ment-oriented products  that,  in  effect,  allowed  them  to  distribute 
currently  high  investment  yields  tax-free  to  policyholders.  Mutual 
companies  were  slower  to  enter  this  market  because  their  ability  to 
pay  policyholder  dividends  already  permitted  them  to  pass  through 
to  policyholders  favorable  investment  experience,  although  some  of 
those  dividends  were  taxed  at  the  company  level  because  of  the 
limitation  on  the  deduction  for  policyholder  dividends. 

In  1982,  the  Congress  responded  to  these  changes  in  the  life  in- 
surance industry  through  a  number  of  tax  changes  including  a  per- 
manent repeal  of  the  provisions  for  the  special  tax  treatment  of 
modified  coinsurance.  At  that  time  it  was  estimated  that  the  repeal 
of  modco  would  increase  revenues  bv  $2.3  billion  in  1982  over  an 
estimated  prior  law  tax  burden  of  $1.7  billion.  Concern  over  the 
effect  of  so  substantial  a  change  in  tax  burdens  led  to  enactment  of 
a  series  of  temporary  provisions  which  generally  had  the  effect  of 
reducing  the  industry  tax  burden  by  an  estimated  $1.2  billion  for 
1982  and  by  the  same  amount  for  1983.  These  provisions  expired  at 
the  end  of  1983. 

Inadequacies  of  the  1959  Act 

In  reviewing  the  1959  Act,  the  committee  identified  numerous  in- 
adequacies. First,  drafted  in  the  middle  of  a  period  of  low  and 


1397 


stable  interest  rates,  the  1959  Act  distinguishes  between  invest- 
ment and  underwriting  income  and  taxes  them  differently.  While 
interest  rates  remained  stable,  the  1959  Act  functioned  reasonably 
well,  although  it  never  taxed  companies  on  their  full  economic 
income.  With  increases  in  interest  rates  and  the  evolution  of  new 
insurance  products,  however,  the  1959  Act  resulted  in  an  inappro- 
priate measure  of  life  insurance  company  income.  As  a  result,  the 
committee  concluded  that  a  proper  measure  of  the  income  of  life 
insurance  companies  can  be  obtained  only  by  replacing  the  com- 
plex, three-phase  structure  of  present  law  with  a  simpler,  single- 
phase  tax. 

A  second  inadequacy  of  the  1959  Act  which  the  committee  identi- 
fied is  that  the  Act  includes  a  variety  of  deductions  and  deferral 
items  that  do  not  relate  to  a  proper  measure  of  a  life  insurance 
company's  income  and  which  provide  extraordinary  benefits  for 
some  companies  and  no  benefits  for  other  companies.  In  particular, 
the  special  deductions  for  accident  and  health  insurance  and  for 
nonparticipating  policies  bear  no  relationship  to  actual  expendi- 
tures by  companies  and  tend  to  benefit  mature  stock  companies 
more  than  other  companies.  Similarly,  the  deferral  of  tax  on  un- 
derwriting income  is,  in  effect,  beneficial  only  to  certain  stock  life 
insurance  companies.  The  revaluation  of  reserves  from  amounts 
computed  under  a  preliminary  term  method  to  amounts  computed 
under  a  net  level  premium  method  allows  a  deduction  for  amounts 
that  are  not,  in  fact,  added  to  reserves  and  tends  to  benefit  primar- 
ily expanding,  newer,  stock  life  insurance  companies.  Finally,  the 
rules  relating  to  deduction  of  policyholder  dividends,  which  primar- 
ily affect  mutual  companies,  operate  to  assure  that  companies  are 
taxed  on  at  least  their  investment  income.  These  rules  do  not  at- 
tempt to  distinguish  between  amounts  returned  to  policyholders  as 
customers  and  amounts  distributed  to  them  as  owners  of  the 
mutual  company.  As  a  result,  a  mutual  company  may  be  taxed  on 
a  base  that  is  either  greater  than  or  less  than  its  economic  income. 

A  third  concern  with  respect  to  the  1959  Act  relates  to  the  tax 
treatment  of  reserves  maintained  by  life  insurance  companies. 
Under  present  law,  a  company's  reserves  are  based  on  its  statutory 
reserves,  which  are  computed  using  assumptions  under  State  law. 
The  result  is  a  significant  overstatement  of  liabilities  in  compari- 
son to  those  measured  under  realistic  economic  assumptions.  The 
committee  concluded  that  a  more  accurate  measure  of  liabilities  for 
tax  purposes  can  be  achieved  by  imposing  specific  rules  for  the 
computation  of  tax  reserves  that  result  in  a  reserve  which  approxi- 
mates the  least  conservative  (smallest)  reserve  that  would  be  re- 
quired under  the  prevailing  law  of  the  States. 

A  fourth  concern  which  the  committee  identified  is  a  significant 
shifting  of  tax  toward  the  mutual  company  segment  of  the  indus- 
try. As  interest  rates  rose,  investment  income  became  an  increas- 
ingly large  portion  of  life  insurance  company  income.  Many  stock 
companies  can  offset  at  least  a  portion  of  this  income  with  losses 
generated  by  their  underwriting  activities.  Mutual  companies,  on 
the  other  hand,  generally  charge  higher  premiums  for  their  prod- 
ucts and  are  less  likely  to  have  underwriting  losses.  Thus,  with  the 
permanent  repeal  of  the  provision^  governing  modified  coinsurance 
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transactions,  there  may  be  a  significant  shifting  of  tax  under  the 
1959  Act  toward  mutual  companies. 

New  approach 

The  single-phase  tax  contained  in  the  bill  was  designed  by  refer- 
ence to  a  stock  life  insurance  company  model.  This  choice  was 
made  because  it  provides  a  relatively  simple  tax  structure  for  life 
insurance  companies  that  bears  a  close  resemblance  to  the  general 
structure  of  corporate  income  taxation.  Further,  the  choice  of  the 
stock  company  model  reflected  the  view  that  life  insurance  is  pri- 
marily a  commercial  activity,  and  that  no  company  should  engage 
in  it  without  being  subject  to  Federal  corporate  income  taxes. 

In  redesigning  the  statutory  scheme  for  taxation  of  life  insurance 
companies,  the  committee  was  concerned  that  the  new  provisions 
not  unduly  prejudice  companies  by  suddenly  increasing  their  tax  li- 
ability by  substantial  amounts.  Although  the  committee  was  con- 
cerned that  deductions  which  do  not  reflect  economic  expenses  gen- 
erally are  inappropriate,  it  nonetheless  concluded  that  the  difficul- 
ties which  might  result  from  a  sudden  increase  in  the  industry's 
tax  burden  warranted  an  exception  in  this  case.  Thus,  the  commit- 
tee provided  special  rules  for  smaller  life  insurance  companies 
since  most  of  these  companies  enjoyed  substantial  benefits  under 
existing  law.  In  addition,  the  committee  bill  provides  an  across-the- 
board  rate  reduction  for  life  insurance  companies  which  will  cush- 
ion the  impact  of  the  new  rules  and  assure  their  tax-related  com- 
petitive position  relative  to  other  financial  intermediaries,  and 
other  tax-exempt  entities  in  direct  commercial  competition  with 
life  insurance  companies. 

Life  insurance  products 

Life  insurance  policyholders  traditionally  have  benefited  from  a 
special  position  under  the  Code.  Under  present  law,  policyholders 
benefit  principally  from  the  tax-free  accumulation  of  cash  value 
under  life  insurance  policies  and  the  deductibility  of  interest  pay- 
ments for  indebtedness.  Cash  values  accumulate  under  any  one  of 
several  premium  payment  systems  for  whole  life  insurance  which 
result  in  larger  premium  payments  in  the  early  years  of  a  contract 
than  required  to  fund  current  insurance  protection.  The  buildup 
occurs  when  a  level  premium  payment  plan  applies  to  the  policy, 
and  the  premium  payments  in  the  early  policy  years  exceed  the 
current  cost  of  insurance  computed  using  assumed  mortality  table 
and  interest  rates.  In  the  later  years  of  the  contract,  the  annual 
cost  of  insurance  is  higher  and  for  the  nominal  face  amount  of  cov- 
erage may  exceed  the  annual  level  premium  payment.  The  cash 
value  buildup  in  the  policy,  however,  reduces  the  actual  insurance 
risk  and,  therefore,  the  cost  of  insurance.  Under  present  law,  the 
policyholder  is  not  taxed  on  increases  in  the  cash  value  (for  exam- 
ple, from  investment  earnings)  unless  the  contract  is  surrendered 
prior  to  the  death  of  the  insured  for  an  amount  in  excess  of  the 
gross  premiums  paid.  Both  cash  value  and  reserves  grow  as  the  bal- 
ances earn  interest,  but  the  accruals  of  interest  are  not  included  in 
the  policyholder's  gross  income  and  therefore  are  not  subject  to 
taxation.  In  addition,  the  growing  cash  value  may  be  used  as.  collat- 
eral for  a  loan  from  the  insurance  company.  The  policyholder  may 
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deduct  the  interest  payments  made  with  respect  to  this  loan  just  as 
all  interest  payments  on  loans  are  deductible.  In  this  case,  howev- 
er, significant  portions  of  the  principal  amount  (i.e.,  cash  value) 
that  is  borrowed  has  accrued  as  untaxed  interest  income.  Thus,  an 
insurance  policyholder  may  withdraw  his  cash  value  through  the 
loan  mechanism  without  recognizing  gain  and  deduct  his  cost  of 
avoiding  the  recognition  of  income.  This  combination  of  deferral, 
access  to  the  income,  and  interest  deductions  is  unique  to  life  in- 
surance. With  respect  to  other  forms  of  tax-free  income,  such  as 
income  from  all-savers  certificates  (the  last  of  which  have  recently 
matured)  and  bonds  issued  by  State  and  local  governments,  borrow- 
ing on  the  collateral  of  the  bond  or  certificates  is  not  permissible. 
With  respect  to  an  individual  retirement  account  (IRA),  the  depos- 
its and  interest  accruals  occur  tax-free,  but  they  are  taxed  when 
drawn  upon  in  later  years  within  statutory  limits;  premature  with- 
drawals, including  loans,  are  subject  to  a  penalty  tax  and  also  are 
included  in  the  taxpayer's  gross  income  in  the  withdrawal  year. 

In  light  of  the  significant  tax  advantages  associated  with  life  in- 
surance products,  the  committee  undertook  a  review  of  those  prod- 
ucts and  their  treatment.  Four  areas  of  concern  were  identified  as 
appropriate  for  legislation.  First,  in  recent  years,  companies  have 
begun  emphasizing  investment-oriented  products  that  maximize 
the  advantages  of  the  deferral  provided  in  the  Code.  When  com- 
pared to  traditional  products,  these  products  offer  greater  initial 
investments  or  higher  investment  returns,  or  both.  In  response,  the 
committee  adopted  a  definition  of  life  insurance  that  treats  as  cur- 
rently taxable  investments,  those  life  insurance  policies  that  pro- 
vide for  much  larger  investments  or  buildups  of  cash  value  than 
traditional  products. 

A  second  area  of  concern  was  the  treatment  of  annuity  contracts. 
The  committee  believes  that  the  present-law  treatment  of  annuities 
(deferral  of  tax  on  investment  income)  is  justified  only  by  the  re- 
tirement savings  purpose  of  annuities.  Thus,  an  exception  to  the 
early  withdrawal  penalty  for  amounts  earned  on  investments  that 
are  kept  in  the  annuity  contract  for  at  least  10  years  was  viewed  as 
inappropriate,  since  it  permits  penalty-free  pre-retirement  with- 
drawals. Similarly,  the  committee  believes  deferred  income  in  an 
annuity  should  be  taxed  to  the  annuity  owner  during  his  or  her 
lifetime.  Thus,  if  the  owner  dies  before  annuitization,  the  deferred 
income  should  be  included  in  the  owner's  last  income  tax  return. 

A  third  concern  identified  by  the  committee  was  the  use  of  poli- 
cyholder loans  to  withdraw  cash  values  from  life  insurance  con- 
tracts without  tax  on  the  inside  buildup.  To  limit  possible  abuses  of 
this  loan  feature,  the  committee  decided  to  impose  a  high  limit  on 
the  deductibility  of  interest  on  these  types  of  loans. 

Finally,  the  committee  believes  that  present-law  limits  on  the 
amount  of  term  life  insurance  coverage  that  can  be  provided  to  em- 
ployees without  inclusion  of  the  cost  of  such  insurance  in  the 
income  of  the  employee  should  also  apply  to  retired  employees. 

Nondeductible  IRA  contributions 

The  committee  recognizes  that  an  individual  is  permitted  to 
make  nondeductible  payments  to  purchase  a  tax-deferred  annuity 
contract  and  that  the  income  earned  under  the  contract  is  not 
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taxed  until  amounts  are  paid  under  the  contract.  The  committee 
believes  that  individuals  should  be  encouraged  to  save  for  retire- 
ment by  making  nondeductible  contributions,  within  limits,  to 
IRAs.  To  provide  similar  tax  treatment  for  nondeductible  contribu- 
tions under  tax-deferred  annuity  contracts  and  nondeductible  con- 
tributions to  IRAs,  the  committee  intends  that  amounts  paid  or  dis- 
tributed out  of  nondeductible  contributions  made  to  an  IRA  will  be 
taxed  first  on  the  income  attributable  to  nondeductible  contribu- 
tions. Finally,  the  committee  recognizes  the  need  for  separate  ac- 
counting and  recordkeeping  requirements  with  respect  to  nonde- 
ductible IRA  contributions  in  order  to  ensure  that  the  nondeducti- 
ble contributions  and  the  income  attributable  thereto  retain  their 
character  when  paid  or  distributed  from  the  IRA  or  when  rolled 
over  to  another  IRA. 

C.  Explanation  of  Provisions 

1.  Overview  of  the  bill 

General  rules 

Title  II  of  the  bill  contains  four  subtitles.  Subtitle  A  is  the 
amendment  that  provides  a  complete  substitute  for  the  present-law 
tax  treatment  of  a  life  insurance  company.  Part  I  of  Subchapter  L 
of  the  Internal  Revenue  Code,  sections  801-819A,  will  be  repealed 
and  will  be  replaced  by  the  amendments  in  subtitle  A  of  title  II  of 
the  bill.  Subtitle  B  provides  new  rules  relating  to  the  treatment  of 
life  insurance  products  which  are  in  addition  to  those  of  present 
law.  Subtitle  C  provides  for  nondeductible  contributions  to  IRAs, 
and  subtitle  D  provides  for  certain  studies  and  reports  to  the  tax 
committees  relating  to  the  tax  burden  on  life  insurance. 

New  Code  section  801  imposes  an  income  tax  on  the  taxable 
income  of  a  life  insurance  company  as  defined  in  section  816.  Tax- 
able income  is  defined  as  life  insurance  company  gross  income  less 
life  insurance  company  deductions.  Life  insurance  company  gross 
income  is  defined  in  section  803.  The  deductions  which  are  allowed 
to  be  made  from  gross  income  are  set  forth  in  section  804,  and  de-  | 
scribed  in  some  detail  in  section  805  (the  general  deductions)  and  , 
section  806  (the  special  deductions).  Further  specification  of  these 
deductions  is  provided  in  sections  807  and  817  (rules  for  reserves 
and  variable  contracts),  sections  808  and  809  (policyholder  divi- 
dends), and  section  810  (operations  loss). 

Accounting  provisions  that  relate  to  life  insurance  company  tax- 
ation are  contained  in  section  811.  In  section  812,  the  company's 
share  and  policyholders'  share  are  defined,  and  the  proration  of  j 
various  types  of  income  between  the  two  shares  also  is  described. 
Sections  813  and  814  relate  to  foreign  life  insurance  companies  and  j 
contiguous  country  branches  of  domestic  life  insurance  companies. 

Subtitle  B  of  title  II  contains  the  definition  of  a  life  insurance 
contract  (sec.  221),  the  treatment  of  annuity  contracts  (sec.  222),  the 
limitation  on  the  interest  deduction  in  case  of  life  insurance  loans  ! 
(sec.  223),  and  further  rules  relating  to  group-term  life  insurance 
purchased  for  employees  (sec.  224). 
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Further,  subtitle  C  provides  for  the  allowance  of  nondeductible 
contributions  to  IRAs,  beginning  in  1984,  of  up  to  $1,750  per  year 
for  each  taxpayer  having  a  tax-deferred  IRA. 

Subtitle  D  contains  requirements  for  studies  which  will  report 
upon  the  various  aspects  of  the  industry  (e.g.,  revenues,  segment 
balance,  etc.).  These  Treasury  studies  are  to  be  completed  at  var- 
ious dates  and  reported  to  the  Committee  on  Ways  and  Means  of 
the  House  of  Representatives  and  the  Committee  on  Finance  of  the 
Senate. 

Relationship  to  the  1959  Act 

Although  the  bill  amends  the  Internal  Revenue  Code  by  repeal- 
ing the  life  insurance  company  taxation  provisions  of  the  1959  Act 
and  replacing  them  with  an  entire  new  Part  I  of  subchapter  L,  the 
committee  intends  that  the  provisions  of  the  new  Part  I  which  are 
based  on  present  law  be  interpreted  in  a  manner  consistent  with 
present  law.  Thus,  where  provisions  of  existing  law  are  incorporat- 
ed in  the  bill,  the  committee  expects  that,  in  the  absence  of  con- 
trary guidance  in  this  report,  the  regulations,  rulings,  and  case  law 
under  existing  law  may  serve  as  interpretative  guides  to  the  new 
provisions. 


2.  Tax  Treatment  of  Life  Insurance  Companies 
,  a.  Definition  of  a  life  insurance  company  (new  sec.  816) 
Present  Law 

A  company  is  taxed  as  a  life  insurance  company  if  (1)  it  is  an 
insurance  company;  (2)  it  is  engaged  in  the  business  of  issuing  life 
insurance  and  annuity  contracts  (either  separately  or  in  combina- 
tion with  accident  and  health  insurance),  or  noncancellable  acci- 
dent and  health  insurance  contracts;  and  (3)  more  than  50  percent 
of  its  total  reserves  are  life  insurance  reserves  or  unearned  premi- 
ums and  unpaid  losses  (whether  or  not  ascertained)  on  noncancella- 
ble life,  accident  or  health  policies  not  included  in  life  insurance 
reserves. 

Under  present  law,  there  is  no  statutory  definition  of  an  insur- 
ance company.  Treasury  regulations,  however,  provide  that  an  in- 
surance company  is  a  company  "whose  primary  and  predominant 
business  activity  during  the  taxable  year  is  the  issuing  of  insurance 
or  annuity  contracts  or  the  reinsuring  of  risks  underwritten  by  in- 
surance companies."  (Treas.  Reg.  sec.  1.801-3(a)). 

Life  insurance  reserves  are  amounts  which  are  (1)  computed  or 
estimated  on  the  basis  of  recognized  mortality  or  morbidity  tables 
and  assumed  rates  of  interest,  and  (2)  are  set  aside  to  mature  or 
liquidate  future  unaccrued  claims  arising  from  life  insurance,  an- 
nuity, and  noncancellable  health  and  accident  contracts  involving 
(at  the  time  the  reserve  is  computed)  life,  health  or  accident  contin- 
gencies. Also,  life  insurance  reserves  must  be  required  by  law.  The 
term  total  reserves  means  (1)  life  insurance  reserves,  (2)  unearned 
premiums,  and  unpaid  losses  (whether  or  not  ascertained),  not  in- 
cluded in  life  insurance  reserves,  and  (3)  all  other  insurance  re- 
serves required  by  law.  The  term  total  reserves  does  not  include  de- 
ficiency reserves. 

Explanation  of  Provision 

The  bill  generally  adopts  the  present-law  test  for  determining 
whether  an  insurance  company  is  a  life  insurance  company  and, 
for  this  purpose,  continues  to  look  to  properly  computed  statutory 
reserves.  However,  for  purposes  of  qualifying  as  a  life  insurance 
company,  the  bill  adopts  a  statutory  definition  of  an  insurance 
company.  Specifically,  for  purposes  of  qualifying  as  a  life  insurance 
company,  a  company  must  be  one  for  which  more  than  half  of  the 
business  activity  during  the  taxable  year  is  the  issuing  of  insurance 
or  annuity  contracts  or  the  reinsuring  of  risk  underwritten  by  in- 
surance companies.  By  requiring  more  than  half  rather  than  that 
the  "primary  and  predominate  business  activity"  be  insurance  ac- 
tivity, the  bill  adopts  a  stricter  and  more  precise  standard  for  a 
company  to  be  taxed  as  a  life  insurance  company  than  does  the 
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general  regulatory  definition  of  an  insurance  company  applicable 
for  both  life  and  nonlife  insurance  companies  under  present  law. 
Whether  more  than  half  of  the  business  activity  is  related  to  the 
issuing  of  insurance  or  annuity  contracts  will  depend  on  the  facts 
and  circumstances.  Factors  to  be  considered  will  include  the  rela- 
tive distribution  of  the  number  of  employees  assigned  to,  the 
amount  of  space  allocated  to,  and  the  net  income  derived  from,  the 
various  business  activities.  It  is  the  character  of  the  business  actu- 
ally done  in  the  taxable  year  which  determines  whether  a  company 
is  taxable  as  an  insurance  company  under  the  Code;  see,  e.g.,  Serv- 
ice Life  Insurance  Co.  v.  United  States,  189  F.  Supp.  288,  affd  on 
other  grounds,  293  F.  2d  78  (8th  Cir.  1961). 

Because  the  definition  of  a  life  insurance  company,  under  the 
bill,  looks  to  the  activities  of  the  company  for  the  entire  taxable 
year,  a  company  will  be  characterized  for  that  year  as  a  life  insur- 
ance company  or  as  a  property  and  casualty  company  on  the  basis 
of  its  activities  for  the  entire  year.  Thus,  if  more  than  half  a  com- 
pany's business  activity  during  the  taxable  year  is  the  issuing  of 
insurance  and  annuity  contracts  or  the  reinsuring  of  risks  under- 
written by  insurance  companies,  and  if  more  than  50  percent  of  its 
total  reserves  for  the  taxable  year  are  life  insurance  reserves  or 
unearned  premiums  and  unpaid  losses  on  noncancellable  life,  acci- 
dent or  health  policies,  then  the  company  would  be  taxable  as  a  life 
insurance  company  for  such  taxable  year.6  Any  definitional  change 
from  present  law,  however,  is  not  intended  to  override  any  authori- 
ty of  Treasury  to  issue  regulations  under  section  1502  relating  to 
the  filing  of  consolidated  returns. 

The  bill  adopts  the  same  definition  of  a  life  insurance  reserve  as 
under  present  law.  In  doing  so,  the  special  recognition  afforded 
noncancellable  accident  and  health  insurance  contracts  in  the  1959 
Act  as  being  comparable  to  life  insurance  contracts  because  of  their 
long-term  rate  commitments  is  continued. 

In  general,  the  bill  adopts  the  present-law  definition  of  total  re- 
serves. However,  the  bill  also  provides  that,  for  purposes  of  deter- 
mining whether  an  insurance  company  is  a  life  insurance  compa- 
ny, amounts  set  aside  and  held  at  interest  to  satisfy  obligations 
under  contracts  which  do  not  contain  permanent  guarantees  with 
respect  to  life,  accident,  or  health  contingencies  shall  not  be  includ- 
ed in  life  insurance  reserves  or  in  total  reserves.  Thus,  these 
amounts  are  not  included  in  either  the  numerator  or  the  denomi- 
nator of  the  qualification  fraction  when  determining  whether  a 
company's  life  insurance  reserves  and  unearned  premiums  and 
unpaid  losses  on  noncancellable  accident  and  health  insurance  con- 
tracts comprise  more  than  half  its  total  reserves.7  This  provision 
resolves  for  future  years  a  question  under  present  law  as  to  how 
certain  pension  funds  that  do  not  contain  permanent  annuity  pur- 


6  In  determining  whether  a  company  has  the  requisite  reserve  qualifications,  the  amount  of 
the  reserve  taken  into  account  for  the  year  is  the  mean  of  the  reserve  at  the  beginning  and  the 
end  of  the  year. 

7  If  these  contracts  have  any  insurance  or  annuity  purchase  rate  guarantees  (for  life  or  a 
fixed  term),  then  the  premiums  will  be  taken  into  income  and  the  increase  in  the  fund  will  be 
treated  as  increases  in  a  reserve  item  under  section  807(c)(3)  or  (4).  If  there  are  no  guarantees 
whatsoever,  then  no  income  will  be  taken  into  account  and  no  reserves  will  be  treated  as  in- 
creased for  purposes  of  the  reserve  deduction. 
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chase  rate  guarantees  should  be  treated.8  The  Internal  Revenue 
Service  has  ruled  that  a  reserve  for  a  benefit  is  not  a  life  insurance 
reserve  unless  a  life  benefit  is  permanently  guaranteed  under  the 
contract  (Rev.  Rul.  77-286,  1977-2  C.B.  228).  The  provision  of  the  bill 
substantially  adopts  this  position  and  extends  it  to  total  reserves 
also,  but  only  for  purposes  of  the  qualification  fraction.  The  fact 
that  such  funds  are  not  treated  as  insurance  reserves  for  purposes 
of  the  qualification  fraction  is  not  intended  to  have  any  affect  on 
the  characterization  of  the  contracts  or  of  the  company  issuing  the 
contracts.  Rather,  whether  a  contract  with  less  than  a  permanent 
guarantee  should  be  considered  an  insurance  or  annuity  contract 
would  depend  on  the  terms  of  the  contract.  That  is,  it  will  depend 
on  whether  the  company  has  assumed  a  significant  insurance  risk 
or  has  made  an  annuity  guarantee  (for  life  or  a  fixed  period).  Gen- 
erally, the  assumption  of  solely  an  investment  risk  would  not  give 
rise  to  an  insurance  liability. 

b.  Computation  of  life  insurance  company  taxable  income  (new 
sees.  801,  803,  804,  805,  and  806) 

Present  Law 

A  life  insurance  company  currently  is  subject  to  a  three-phase 
taxable  income  computation  under  Federal  tax  law.  Under  the 
three-phase  system  a  company  is  taxed  currently  on  the  lesser  of 
its  gain  from  operations  or  its  taxable  investment  income  (Phase  I) 
and,  if  its  gain  from  operations  exceeds  its  taxable  investment 
income,  50  percent  of  such  excess  (Phase  II).  Federal  income  tax  on 
the  other  50  percent  of  the  gain  from  operations  is  accounted  for  as 
part  of  a  policyholders'  surplus  account  and,  subject  to  certain  limi- 
tations, is  taxed  only  when  distributed  to  stockholders  or  upon  cor- 
porate dissolution  (Phase  III).  Thus,  although  life  insurance  compa- 
nies are  taxed  at  the  normal  corporate  rates  under  present  law, 
special  accounting  rules  are  provided  for  computing  taxable 
income.  Consistent  with  the  taxation  of  other  taxpayers,  net  capital 
gain  that  is  taxable  to  the  company  may  be  subject  to  an  alterna- 
tive tax. 

Explanation  of  Provisions 
Life  insurance  company  taxable  income  (new  sec.  801) 

Under  the  bill,  a  life  insurance  company  will  be  taxed  at  corpo- 
rate rates,  under  a  single-phase  system,  on  its  life  insurance  com- 
pany taxable  income  (LICTI).  LICTI  is  life  insurance  gross  income 
reduced  by  life  insurance  deductions.  As  under  present  law,  net 
capital  gain  that  is  taxable  to  the  company  may  be  subject  to  an 
alternative  tax.  A  stock  life  insurance  company  will  be  taxed,  at 
corporate  rates,  on  any  distributions  from  a  pre-1984  policyholders' 
surplus  account. 

In  general,  as  described  below,  a  special  life  insurance  company 
deduction  and  a  small  life  insurance  company  deduction  each 
result,  in  effect,  in  a  lowering  of  the  tax  rates  on  LICTI.  However, 


8  The  question  was  temporarily  mooted  by  a  TEFRA  provision  which  prevented  any  company 
from  changing  its  life  insurance  company  status  because  of  the  treatment  of  such  reserve  funds. 
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if  amounts  are  subject  to  the  alternative  tax  on  capital  gains,  the 
special  life  insurance  company  and  small  life  insurance  company 
deductions  do  not  reduce  the  amounts  subject  to  that  tax,  because 
it  already  provides  a  lower  than  normal  tax  rate  (new  sec.  801). 

Life  insurance  gross  income  (new  sec.  803) 

Under  the  bill,  life  insurance  gross  income  is  the  sum  of  (1)  pre- 
miums, (2)  decreases  in  certain  reserves,  and  (3)  other  amounts  gen- 
erally includible  by  a  taxpayer  in  gross  income.  For  these  purposes, 
premiums  consist  of  the  gross  amount  of  premiums  and  other  con- 
sideration received  on  insurance  and  annuity  contracts  reduced  by 
return  premiums  paid  to  policyholders,  such  as  on  the  cancellation 
of  a  policy,  and  premiums  and  other  consideration  paid  to  another 
insurer  on  indemnity  reinsurance  (new  sec.  803). 

As  under  present  law,  the  premiums  and  other  consideration 
taken  into  account  include  advance  premiums,  deposits,  fees,  as- 
sessments, consideration  in  respect  of  assuming  liabilities  under 
contracts  not  issued  by  the  taxpayer,  and  any  policyholder  divi- 
dends reimbursable  by  a  reinsurer.  Return  premiums  do  not  in- 
clude amounts  paid  to  policyholders,  which  are  not  fixed  in  the 
contract  but  depend  on  the  experience  of  the  company  or  the  dis- 
cretion of  the  management,  except  in  the  case  of  return  premiums 
or  other  consideration  returned  to  another  life  insurance  company 
under  an  indemnity  reinsurance  contract.  Furthermore,  amounts 
rebated  or  returned  due  to  policy  cancellations  or  to  erroneously 
computed  premiums  are  to  be  treated  as  return  premiums. 

The  use  of  the  term  "indemnity  reinsurance"  in  the  bill,  instead 
of  "reinsurance  ceded"  under  present  law,  is  not  intended  to  be  a 
substantive  change  from  present  law.  Likewise,  the  reference  to 
"insurance  and  annuity  contract"  rather  than  to  "insurance  and 
annuity  contracts  (including  contracts  supplementary  thereto)"  is 
not  a  substantive  change  from  present  law.  A  general  provision,  ap- 
plicable to  the  life  insurance  company  part  of  the  Code  only,  states 
that  any  reference  to  insurance  and  annuity  contracts  includes  any 
contract  supplementary  thereto  (new  sec.  818(d)). 

Life  insurance  deductions  (new  sec.  804) 

Under  the  bill,  life  insurance  deductions  consist  of  "general"  life 
insurance  deductions  (new  sec.  805),  the  "special  life  insurance 
company  deduction"  (new  sec.  806(a)),  and  the  "small  life  insurance 
company  deduction"  (new  sec.  806(b)). 

The  general  deductions  (new  sec.  805) 

The  general  deductions  are  generally  the  same  as  the  deductions 
allowed  under  present  law,  except  that  the  deductions  currently 
available  to  life  insurance  companies  for  nonparticipating  and 
group  life  contracts  and  accident  and  health  contracts  are  eliminat- 
ed. The  general  deductions,  under  the  bill,  are  the  deductions  for 
(1)  claims  and  benefits  accrued,  and  losses  incurred  (whether  or  not 
ascertained)  during  the  taxable  year  on  insurance  and  annuity  con- 
tracts, (2)  net  increases  in  reserves  (see  item  d.  below),  (3)  policy- 
holder dividends  (see  item  e.  below),  (4)  a  modified  dividends-re- 
ceived deduction,  (5)  operations  losses  (see  item  f.  below),  (6)  consid- 
eration paid  for  assumption  reinsurance,  and  (7)  policyholder  divi- 
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dend  reimbursements  paid  to  another  insurance  company  under  a 
reinsurance  agreement.  In  addition,  life  insurance  companies  are 
allowed  other  deductions  generally  allowable  to  corporate  taxpay- 
ers for  purposes  of  computing  taxable  income,  subject  to  certain 
modifications.  These  modifications  are  generally  the  same  as  under 
present  law. 

Intercorporate  dividends. — With  respect  to  the  deduction  for  in- 
tercorporate dividends  received  by  a  life  insurance  company,  in 
general  the  bill  continues  the  present-law  rule  of  prorating  the  de- 
duction between  the  company  and  the  policyholders  as  the  items  of 
investment  income  are  allocated  between  the  company  and  the  pol- 
icyholders. (See  the  discussion  of  new  section  812  in  item  h.  below.) 
However,  "100  percent  dividends"  (i.e.,  dividends  that  would  be  al- 
lowed a  100  percent  deduction  under  sections  243  or  244,  and  cer- 
tain dividends  received  by  foreign  corporations  that  would  be  100 
percent  dividends  but  for  the  foreign  recipient)  are  not  subject  to 
proration  except  to  the  extent  they  are  funded  with  tax-exempt  in- 
terest or  with  dividends  that  would  not  qualify  as  100  percent  divi- 
dends in  the  hands  of  the  taxpayer.  For  these  purposes,  a  distribu- 
tion would  be  considered  to  be  funded  ratably  out  of  tax-exempt  in- 
terest, dividends  that  would  not  qualify  as  100  percent  dividends  to 
the  taxpayer,  and  all  other  taxable  income  of  the  distributing  cor- 
poration. Also  for  purposes  of  applying  the  exception,  multi-tiered 
corporate  ownership  arrangements  cannot  be  used  to  change  the 
character  of  the  tax-exempt  interest  and  dividends  received  in  an 
attempt  to  avoid  proper  proration. 

The  rationale  for  this  special  rule  is  that  dividends  received  by  a 
life  insurance  company  parent  from  a  subsidiary  represent  the 
earnings  of  the  subsidiary.  To  the  extent  they  are  distributions  of 
fully  taxable  income,  these  earnings  have  already  been  taxed  at 
the  subsidiary  level.  Including  them  in  gross  investment  income 
would  have  the  implicit  effect  of  taxing  these  earnings  a  second 
time  through  operation  of  the  proration  formula.  However,  to  the 
extent  these  earnings  are  distributions  of  tax-exempt  income,  they  j 
have  not  been  taxed  and  should  be  subject  to  proration.  Without 
this  rule,  a  parent  life  insurance  company  could  avoid  proration  of 
tax-exempt  interest  by  having  a  subsidiary  own  all  of  its  tax-  i 
exempt  obligations.  The  subsidiary  would  not  be  taxed  on  this 
income  which  it  could  distribute  to  the  parent  as  dividends.  Howev- 
er, the  proposed  rule  would  avoid  this  result  by  having  gross  in- 
vestment income  include  dividends  received  from  a  subsidiary  to 
the  extent  that  such  dividends  are  distributions  of  tax-exempt  in-  I 
terest  or  of  dividend  income  that  would  not  be  100  percent  deduct- 
ible if  received  directly  by  the  taxpayer.  The  bill  also  prevents  a 
group  from  using  multi-tier  corporations  to  pass  dividends  com- 
prised of  tax-exempt  income  up  to  a  parent  life  insurance  company. 

The  committee  is  aware  that,  as  under  present  law,  the  proration 
of  tax-exempt  income  may  also  be  avoided  by  distributing  surplus 
in  the  form  of  dividends  to  a  parent  (nonlife  insurance)  company 
that  could  invest  in  tax-exempt  income.  This  possibility  is  less  trou- 
blesome than  that  of  placing  assets  in  a  subsidiary  because  assets 
of  a  parent  do  not  contribute  to  a  company's  surplus  while  assets  of 
a  subsidiary  do.  This  difference  effectively  places  a  limitation  on 
the  amount  of  assets  which  a  company  may  pay  as  dividends  to  a  | 
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parent  without  jeopardizing  its  ability  to  do  business  under  State 
law. 

Reimburseable  policyholder  dividends. — The  specific  deduction 
for  policyholder  dividend  reimbursements  paid  by  a  life  insurance 
company  to  another  insurance  company  under  a  reinsurance  agree- 
ment was  originally  adopted  under  TEFRA,  as  was  the  rule  that  all 
policyholder  dividends  paid  by  an  insurance  company  directly  in- 
suring the  policyholder  are  to  be  treated  as  paid  by  that  company. 
The  bill  adopts  both  provisions.9  The  bill  clarifies,  however,  that 
these  reimbursements  for  policyholder  dividends  are  expenses  of 
the  reinsuring  company  (the  reinsurer)  and  are  not  policyholder 
dividends  as  defined  for  tax  purposes.  Also,  the  bill  specifically  uses 
the  term  "reimbursable  dividends"  both  in  referring  to  the  deduc- 
tion allowed  therefor,  and  in  referring  to  the  inclusion  of  such  divi- 
dends in  income  by  the  direct  writer  of  the  insurance,  in  order  to 
clarify  that  such  dividends  are  deductible  and  includible  in  income 
on  an  accrual  accounting  basis. 

The  special  life  insurance  company  deduction  (new  sec.  806(a)) 

A  life  insurance  company  is  allowed  a  deduction  for  any  taxable 
year  of  25  percent  of  its  "tentative  life  insurance  company  taxable 
income"  (tentative  LICTI)  over  the  amount  of  the  company's  small 
life  insurance  company  deduction.  The  committee  believes  that  al- 
though the  bill  provides  for  the  proper  reflection  of  the  economic 
income  of  a  life  insurance  company  without  this  deduction,  some 
adjustment  is  necessary  to  avoid  suddenly  imposing  a  substantially 
increased  tax  burden  on  life  insurance  companies.  Under  present 
law,  a  life  insurance  company  is  able  to  defer  or  avoid  taxation  on 
a  substantial  portion  of  its  current  income,  and  thus  this  provision 
ameliorates  the  hardship  that  might  otherwise  result  from  a 
sudden,  substantial  increase  in  a  company's  tax  base  and  insures 
that  life  insurance  companies  remain  competitive  with  other  tax- 
favored  and  tax-exempt  financial  intermediaries  (e.g.,  banks,  thrift 
institutions,  self-insurance  trusts,  Blue  Cross-Blue  Shield,  etc.). 

As  indicated  above,  the  tax  base  for  the  special  life  insurance 
company  deduction  is  tentative  LICTI.  Generally,  a  company's  ten- 
tative LICTI  is  its  life  insurance  company  taxable  income  deter- 
mined without  regard  to  (1)  the  special  life  insurance  company  and 
small  life  insurance  company  deductions,  and  (2)  any  items  (income 
or  loss)  attributable  to  any  noninsurance  business. 

Under  this  provision,  the  special  life  insurance  company  deduc- 
tion applies  only  with  respect  to  income  resulting  from  a  compa- 
ny's life  insurance  business.  Thus,  gains  and  losses  arising  from  a 
noninsurance  business  operated  by  a  life  insurance  company  will 
neither  increase  nor  decrease  the  amount  of  the  company's  special 
life  insurance  company  deduction  (or  small  life  insurance  company 
deduction).  For  these  purposes,  noninsurance  business  means  any 
trade  or  business  which  is  not  an  insurance  business.  Generally,  in- 


9  The  committee  also  adopted  an  amendment  to  the  TEFRA  provisions,  for  taxable  years  1981 
and  1982  which  is  an  exception  to  the  reimbursable  dividends  rule.  Reimbursable  dividends  paid 
pursuant  to  a  reinsurance  agreement  entered  into  before  June  30,  1955  by  a  life  insurance  com- 
pany to  reinsure  their  accident  and  health  policies,  pursuant  to  the  direction  of  the  National 
Association  of  Insurance  Commissioners,  will  be  treated  as  policyholder  dividends  of  the  reinsur- 
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surance  business  refers  to  the  business  activity  of  issuing  insurance 
and  annuity  contracts  and  the  reinsuring  of  risks  underwritten  by 
insurance  companies,  together  with  investment  activities  and  ad- 
ministrative services  that  are  required  to  support  or  are  substan- 
tially related  to  the  contracts  issued  or  reinsured  by  the  taxpayer. 
Thus,  for  example,  if  a  life  insurance  company  ran  a  manufactur- 
ing business  directly  (rather  than  owning  stock  in  the  company), 
any  income  and  deduction  items  attributable  to  the  manufacturing 
business  would  not  be  taken  into  account  in  computing  tentative 
LICTI.  Likewise,  if  a  life  insurance  company  acted  as  a  broker, 
buying  and  selling  securities  directly  for  the  public,  such  activities 
would  not  be  investment  activities  that  are  necessary  to  support 
contractual  obligations  to  policyholders  in  the  insurance  business, 
and  would  be  noninsurance  business. 

The  concept  of  noninsurance  business  is  further  modified  by  a 
provision  that  any  business  that  is  not  an  insurance  business  but  is 
of  a  type  traditionally  carried  on  by  life  insurance  companies  for 
investment  purposes  is  to  be  treated  as  insurance  business.  This 
modification  recognizes  that  life  insurance  companies  have  tradi- 
tionally engaged  in  certain  types  of  income-producing  activities  as 
investments,  either  directly  or  though  partnership  interests,  that 
could  be  viewed  as  noninsurance  business  activities.  Examples 
would  be  the  ownership  and  rental  of  real  estate  and  the  develop- 
ment and  sale  of  real  estate.  Likewise,  life  insurance  companies 
have  traditionally  offered  administrative  services  on  certain  depos- 
it contracts  or  contracts  without  any  insurance  guarantees.  Such 
noninsurance  business  activities  will  be  treated  as  insurance  busi- 
ness for  purposes  of  computing  tentative  LICTI. 

The  application  of  this  rule  can  be  illustrated  as  follows.  If  a  life 
insurance  company  (not  eligible  for  any  small  life  insurance  com- 
pany deduction)  has  $100X  of  net  income  from  its  insurance  busi- 
ness and  $10X  of  net  income  from  its  noninsurance  business,  the 
amount  of  its  special  life  insurance  company  deduction  is  $25X  (i.e., 
25  percent  of  $100X).  If,  instead,  the  company  has  $100X  of  net 
income  from  its  insurance  business  and  a  $10X  loss  from  its  nonin- 
surance business,  the  company's  deduction  still  would  be  $25X  (i.e., 
25  percent  of  $100X).  The  purpose  of  this  provision  is  to  limit  the 
tax  rate  adjustment  to  life  insurance  income  and  protect  noninsur- 
ance businesses  from  unfair  competition  from  life  insurance  compa- 
nies that  enter  into  noninsurance  businesses. 

In  addition,  the  bill  limits  the  amount  of  the  special  life  insur- 
ance company  deduction  by  treating  all  life  insurance  companies 
that  are  members  of  the  same  controlled  group  as  one  company 
whether  such  companies  join  in  the  filing  of  a  consolidated  return 
or  file  separate  returns.  The  special  life  insurance  company  deduc- 
tion is  then  allocated  proportionally  among  the  life  insurance  com- 
pany members  of  such  group  with  a  positive  tentative  LICTI.  For 
these  purposes,  the  term  controlled  group  is  defined  generally  by 
reference  to  section  1563.  In  prescribing  this  rule,  it  is  recognized 
that  the  gain  or  loss  of  any  life  insurance  company  member  will  be 
reflected  in  the  computation  of  the  affiliated  group's  tentative  life 
insurance  company  income  even  if  that  particular  member  is  not 
allowed  to  join  in  the  consolidated  return  because  it  has  not  been  a 
member  of  the  affiliated  group  for  the  required  time  or  is  a  foreign 
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corporation.  In  this  situation,  a  loss  of  such  a  company  would 
reduce  the  special  life  insurance  company  deduction  even  though 
the  loss  would  not  actually  reduce  consolidated  tentative  LICTI. 
Later,  if  the  ineligible  member  can  join  in  the  consolidated  return, 
a  carryover  of  the  earlier  loss  might  again  reduce  such  tentative 
LICTI,  along  with  the  group's  special  deduction  for  that  year.  To 
eliminate  this  potential  double  reduction,  the  bill  provides  special 
regulatory  authority  for  the  Secretary  of  the  Treasury  to  prescribe 
proper  adjustments  to  be  made  in  the  application  of  this  provision 
so  that  a  loss  from  operations  of  any  member  of  a  group  will 
reduce  the  tentative  LICTI  of  such  group  only  once. 

Also,  a  special  rule  applies  to  corporations  joining  in  the  filing  of 
a  consolidated  Federal  income  tax  return.  Under  this  rule,  no 
items  of  income  or  loss  of  nonlife  members  of  the  affiliated  group 
joining  in  the  return  are  taken  into  account  for  purposes  of  com- 
puting tentative  LICTI. 

The  small  life  insurance  company  deduction  (new  sec.  806(b)) 

Under  the  bill,  small  life  insurance  companies  are  allowed  an  ad- 
ditional special  deduction  that  is  not  available  to  other  taxpayers. 
This  deduction  also  is  based  on  tentative  LICTI,  and  applies  before 
the  special  life  insurance  company  deduction. 

The  amount  of  the  deduction  is  60  percent  of  so  much  of  tenta- 
tive LICTI  for  such  taxable  year  as  does  not  exceed  $3,000,000,  re- 
duced by  15  percent  of  the  excess  of  tentative  LICTI  over 
$3,000,000.  For  example,  if  a  small  life  insurance  company  has  ten- 
tative LICTI  of,  $2,900,000,  its  small  life  insurance  company  deduc- 
tion would  be  $1,740„000  (i.e.,  60  percent  of  $2,900,000).  If  the  com- 
pany's tentative  LICTI  is,  $3,900,000,  its  small  life  insurance  com- 
pany deduction  would  be  $1,665,000  (i.e.,  60  percent  of  $3,000,000 
reduced  by  15  percent  of  the  excess  of  $3,900,000  over  $3,000,000). 
Under  this  provision,  the  maximum  benefit  that  can  be  enjoyed  by 
a  small  company  is  $1.8  million,  and  a  company  with  a  tentative 
LICTI  of  $15  million  or  more  would  not  be  entitled  to  any  small 
company  deduction.  For  these  purposes,  the  term  tentative  LICTI 
has  the  same  meaning  as  it  does  for  purposes  of  the  special  life  in- 
surance company  deduction,  that  is,  it  does  not  include  any  items 
(income  or  loss)  attributable  to  a  noninsurance  business. 

As  in  the  case  of  the  special  life  insurance  company  deduction, 
the  small  life  insurance  company  deduction  is  computed  by  treat- 
ing all  life  insurance  companies  that  are  members  of  the  same  con- 
trolled group  as  one  company  whether  those  companies  join  in  the 
filing  of  a  consolidated  return  or  file  separate  returns.  The  small 
life  insurance  company  deduction  is  then  allocated  among  the  life 
insurance  company  members  of  such  group  in  proportion  to  each 
such  member's  separate  positive  tentative  LICTI. 

The  small  life  insurance  company  deduction  is  only  allowable  to 
companies  with  gross  assets  of  less  than  $500,000,000.  Except  for 
real  property  and  stock,  which  are  taken  into  account  at  fair 
market  value,  the  amount  attributable  to  an  asset  is  the  adjusted 
Federal  income  tax  basis  of  such  asset  for  purposes  of  determining 
gain.  Interests  in  partnerships  or  trusts  are  not  treated  as  assets  of 
the  company.  Rather,  a  company  is  treated  as  owning  its  propor- 
tionate share  of  the  assets  of  any  partnership  or  trust  in  which  it 
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has  an  interest.  These  rules  are  intended  to  prevent  companies 
from  holding  assets  in  a  noncorporate  entity  in  order  to  qualify  for 
the  small  company  deduction.  With  some  modifications,  this  ap- 
proach for  valuing  assets  is  consistent  with  the  valuation  of  assets 
of  life  insurance  companies  for  tax  purposes  under  present  law. 

The  asset  qualification  for  the  small  company  deduction  is  deter- 
mined -on  the  basis  of  a  controlled  group  as  defined  in  section  1563. 
The  committee  believes  that  this  controlled  group  rule,  which  takes 
into  account  both  insurance  and  noninsurance  businesses,  is  appro- 
priate because  the  small  companies  that  require  added  special 
treatment  are  those  that  cannot  look  to  a  parent  corporation  or  af- 
filiate with  substantial  assets  for  capital  during  their  growth 
period.  Similarly,  the  restriction  will  prevent  the  small  company 
deduction  from  creating  an  incentive  for  large  noninsurance  busi- 
nesses to  take  over  small  independent  insurers. 

As  in  the  case  of  the  special  life  insurance  company  deduction, 
the  committee  believes  that,  without  this  provision,  the  bill  pro- 
vides for  the  proper  reflection  of  taxable  income.  Nonetheless,  the 
committee  recognizes  that  small  life  insurance  companies  have  en- 
joyed a  tax-favored  status  for  some  time,  and  believes  that  it  would 
not  be  appropriate  to  dramatically  increase  their  tax  burden  at  this 
time. 

c.  Policyholders  surplus  accounts  (new  sec.  815) 
Present  Law 

As  noted  above,  present  law  permits  stock  life  insurance  compa- 
nies to  defer  the  tax  on  50  percent  of  their  gain  from  operations  in 
excess  of  their  taxable  investment  income.  The  deferred  income  is 
added  to  a  policyholders  surplus  account,  along  with  amounts  de- 
ducted for  nonparticipating  contracts  and  group  life  and  accident 
and  health  insurance  contracts.  Amounts  in  the  policyholders  sur- 
plus account  are  taxed  only  when  distributed  by  the  company  to  its 
shareholders.  To  determine  whether  amounts  have  been  distribut- 
ed, a  company  must  maintain  a  shareholders  surplus  account 
which  generally  includes  the  company's  previously  taxed  income 
and  certain  nontaxable  items  that  would  be  available  for  distribu- 
tion to  shareholders.  Distributions  to  shareholders  are  treated  as 
being  first  out  of  the  shareholders  surplus  account,  then  out  of  the 
policyholders  surplus  account  and  finally  out  of  other  accounts. 

Explanation  of  Provision 

In  general,  the  bill  eliminates  any  further  deferral  with  regard 
to  income  for  1984  and  later  years.  Although  companies  will  not  be 
able  to  enlarge  their  policyholders  surplus  account  after  1983,  they 
will  not  be  taxed  on  previously  deferred  amounts  unless  they  are 
treated  as  distributed  to  shareholders  or  subtracted  from  the  poli- 
cyholders surplus  account  under  rules  comparable  to  those  pro- 
vided under  the  1959  Act,  but  which  reflect  the  basic  changes  in 
the  tax  structure  under  the  bill. 

The  bill  provides  that  any  direct  or  indirect  distribution  to  share- 
holders from  an  existing  policyholders  surplus  account  of  a  stock 
life  insurance  company  will  be  subject  to  tax  at  the  corporate  rate 
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in  the  taxable  year  of  the  distribution.  For  these  purposes,  the 
term  distribution  is  intended  to  include  actual  and  constructive  dis- 
tributions. See  Union  Bankers  Insurance  Co.,  64  T.C.  807  (1975).  Al- 
though new  amounts  will  not  be  added  to  the  policyholders  surplus 
account,  a  shareholders  surplus  account  must  be  continued  in  order 
to  maintain  a  record  for  tax  purposes  of  previously  taxed  and  other 
amounts  that  are  eligible  for  distribution  before  a  distribution  is 
made  from  the  policyholders  surplus  account.  Thus,  the  bill  pro- 
vides for  appropriate  additions  to  the  shareholders  surplus  account 
based  on  the  new  provisions  adopted  and  replacing  the  1959  Act. 

Specifically,  for  each  taxable  year,  the  excess  of  the  sum  of  the 
following  amounts  over  the  taxes  paid  for  the  year  will  be  added  to 
the  shareholders  surplus  account:  (1)  LICTI  (determined  without 
regard  to  any  distributions  from  the  policyholders  surplus  account); 
(2)  the  special  life  insurance  company  deduction;  (3)  the  small  life 
insurance  company  deduction;  (4)  the  deduction  allowed  the  compa- 
ny for  intercorporate  dividends  received;  and  (5)  excluded  tax- 
exempt  interest.  In  developing  this  list  of  additions  to  the  share- 
holders surplus  account  under  the  new  provisions,  additions  for 
certain  capital  gains  and  the  policyholders'  share  of  the  intercor- 
porate dividend  deduction  were  not  included  in  order  to  prevent 
some  of  the  double  counting  that  existed  under  the  1959  Act.  Also, 
the  addition  for  the  small  company  deduction  of  $25,000  under  the 
1959  Act  was  eliminated  as  was  that  deduction  under  the  new  tax 
structure.  On  the  other  hand,  under  the  bill,  the  amount  of  the 
new  special  life  insurance  company  deduction  of  25  percent  of  ten- 
tative LICTI  is  added  to  the  shareholders'  surplus  account,  along 
with  the  new  small  life  insurance  company  deduction.  These  new 
items  may  substantially  increase  annual  additions  to  the  share- 
holder surplus  account,  in  comparison  with  present  law,  and  thus 
may  more  than  offset  the  modifications  made  to  the  account  to 
eliminate  double  counting. 

Aside  from  the  changes  indicated  for  maintaining  the  sharehold- 
ers surplus  account,  the  bill  generally  adopts  the  provisions  of  the 
1959  Act  with  respect  to  the  phase  III  tax.  Thus,  the  ordering  rules 
for  distributions  and  subtractions,  the  requirement  that  distribu- 
tions from  the  policyholders  surplus  account  be  ■  'grossed  up"  for 
taxes  payable  thereon,  and  limitations  on  the  size  of  the  policyhold- 
ers surplus  account  as  a  percentage  of  reserves,  in  general,  will 
continue  to  apply.  In  so  continuing  these  provisions,  the  committee 
intends  that  any  reference  to  reserves  be  to  reserves  computed  in  a 
manner  consistent  with  the  provisions  of  the  1959  Act. 

d.  Deductions  with  respect  to  reserves  (new  sees.  807  and  817) 

Present  Law 

A  life  insurance  company  is  allowed  to  deduct  (or  exclude  from 
income)  increases  in  its  year-end  reserves  over  those  for  the  prior 
year.  Under  present  law,  there  are  two  elements  to  the  deduction 
for  reserves.  First,  for  purposes  of  computing  its  taxable  invest- 
ment income,  a  life  insurance  company  can  exclude  from  its  invest- 
ment yield  (i.e.,  gross  investment  income  less  investment  and  simi- 
lar expenses)  the  policyholders'  share  of  that  investment  yield. 
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Second,  for  purposes  of  computing  gain  and  loss  from  operations,  a 
life  insurance  company  can  deduct  increases  in  reserves  allocable 
to  premium  income  (i.e.,  increases  in  reserves,  adjusted  to  not  in- 
clude required  interest  that  is  credited  to  its  reserves  and  excluded 
in  the  computation  of  taxable  investment  income).  A  life  insurance 
company's  tax  reserves  are  based  on  its  reserves  for  State  regula- 
tory purposes  (i.e.,  statutory  reserves)  and,  as  a  general  rule,  a  com- 
pany's deduction  reflects  an  increase  in  its  statutory  reserves  over 
its  statutory  reserves  for  the  prior  year. 

Under  present  law,  life  insurance  reserves  must  be  (1)  required 
under  State  law,  (2)  computed  or  estimated  on  the  basis  of  recog- 
nized mortality  or  morbidity  tables  and  an  assumed  rate  of  inter- 
est, and  (3)  set  aside  to  mature  or  liquidate  future  claims  under 
life,  annuity,  or  noncancellable  accident  and  health  insurance  con- 
tracts. 

Statutory  reserves  are  calculated  under  a  preliminary  term 
method  or  the  net  level  premium  method.  Generally,  under  a  pre- 
liminary term  method,  first  year  expenses  (e.g.,  commissions)  are 
funded  out  of  the  premiums  for  the  first  year,  and  only  the  excess 
of  net  premiums  reduced  by  such  expenses  is  available  to  fund  re- 
serves. Under  the  net  level  method,  the  first  year  expenses  are 
treated  as  funded  out  of  net  premiums  over  the  life  of  the  contract. 
Companies  using  this  method  for  State  regulatory  purposes  have 
larger  reserves  in  the  early  years  of  a  contract  than  companies 
using  the  preliminary  term  method.  However,  because  expenses 
not  funded  out  of  premiums  must  be  funded  out  of  surplus,  the  net 
level  method  is,  for  all  practical  purposes,  not  generally  available 
to  companies  with  limited  amounts  of  surplus. 

A  life  insurance  company  is  allowed  to  revalue  its  preliminary 
term  reserves  for  tax  purposes  to  eliminate  a  disparity  that  would 
otherwise  result  in  the  tax  treatment  of  life  insurance  companies 
with  greater  amounts  of  surplus  and  companies  with  smaller  sur- 
plus accounts.  Reserves  computed  for  statutory  purposes  on  a  pre- 
liminary term  basis  may  be  revalued  to  a  net  level  premium  basis 
using  either  an  exact  revaluation  method  or  an  approximate  reval- 
uation. Reserves  recomputed  under  the  approximate  formula  (as 
modified  by  TEFRA)  are  revalued  by  increasing  such  reserves  by 

(1)  $19  per  $1,000  of  insurance  in  force  for  other  than  term  insur- 
ance, less  1.9  percent  of  the  reserves  under  such  contracts,  and  by 

(2)  $5  per  $1,000  of  term  insurance  in  force  under  such  contracts 
which  at  the  time  of  issuance  cover  a  period  of  more  than  15  years, 
less  0.5  percent  of  the  reserves  under  such  contracts.  The  approxi- 
mate revaluation  formula  may  result  in  greater  reserves  than 
actual  net  level  premium  reserves  or  reserves  recomputed  using  an 
exact  revaluation  method. 

Under  present  law,  if  as  of  the  close  of  any  taxable  year  the  basis 
for  determining  the  amount  of  any  increase  or  decrease  in  reserves 
differs  from  the  basis  for  such  determination  as  of  the  close  of  the 
preceeding  taxable  year,  any  resulting  income  or  loss  is  taken  into 
account  ratably  over  a  10-year  period. 

In  addition  to  the  rules  described  above  which  apply  to  life  insur- 
ance contracts,  other  rules  provide  for  unearned  premium  and 
unpaid  loss  reserves  for  accident  and  health  insurance  contracts. 
Under  these  rules,  unpaid  losses  may  be  estimated  and  reserved  for 
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on  a  nondiscounted  basis.  For  purposes  of  determining  the  amount 
of  the  deduction  for  the  addition  to  the  unearned  premium  reserve, 
gross  premiums  are  considered  to  be  earned  pro  rata  over  the  life 
of  the  contract. 

Explanation  of  Provisions 

In  general,  life  insurance  companies  are  allowed  a  deduction  for 
a  net  increase  in  reserves  and  must  take  into  income  any  net  de- 
crease in  reserves.  Unlike  their  treatment  under  the  1959  Act,  the 
deduction  for  increases  in  reserves  would  take  into  account  in- 
creases due  to  both  premiums  and  assumed  interest  credited  to  the 
reserves.  In  general,  the  net  increase  or  net  decrease  in  reserves,  is 
computed  by  comparing  the  closing  balance  for  reserves  to  the 
opening  balance  of  the  reserves,  where  the  closing  balance  of  the 
reserve  becomes  the  opening  balance  for  the  following  year. 

Also,  in  computing  the  net  increase  or  net  decrease  in  reserves, 
the  closing  balance  of  the  reserve  items  is  reduced  by  the  policy- 
holders' share  of  tax-exempt  interest.  This  continues  the  view 
under  present  law  that  a  life  insurance  company's  reserve  liability 
to  its  policyholders  in  effect  entitles  the  policyholders  to  a  pro  rata 
portion  of  each  item  of  investment  income. 

Reserves  taken  into  account 

In  computing  the  net  increase  or  net  decrease  in  reserves,  the 
bill  specifies  that  six  items,  which  are  all  reserves  or  in  the  nature 
of  reserves,  be  taken  into  account.  These  are  (1)  life  insurance  re- 
serves; (2)  unearned  premiums  and  unpaid  losses  included  in  total 
reserves;  (3)  amounts  that  are  discounted  at  interest  to  satisfy  obli- 
gations which  are  obligations  under  insurance  and  annuity  con- 
tracts which  do  not  involve  life,  accident,  or  health  contingencies 
when  the  computation  is  made;  (4)  dividend  accumulations  and 
other  amounts  held  at  interest  in  connection  with  insurance  and 
annuity  contracts; 10  (5)  premiums  received  in  advance  and  liabil- 
ities for  premium  deposit  funds;  and  (6)  reasonable  special  contin- 
gency reserves  under  contracts  of  group  term  life  insurance  or 
group  accident  and  health  insurance  which  are  held  for  retired 
lives,  premium  stabilization,  or  a  combination  of  both. 

The  six  items  specified  in  the  bill  generally  are  the  same  items 
as  under  present  law.  However,  the  bill  requires  that  the  amount 
of  the  contingency  reserves  held  for  retired  lives  and  premium  sta- 
bilization be  reasonable  in  relation  to  the  amount  of  coverage  pro- 
vided by,  and  the  loss  experience  suffered  by,  the  company  with  re- 
spect to  the  underlying  group  contract.  Also,  the  bill  requires  that 
the  discount  rate  used  by  the  companies  for  a  reserve  amount  for 
an  insurance  and  annuity  obligation  that  does  not  involve  life,  acci- 
dent, or  health  contingencies  be  the  higher  of  the  prevailing  State 
assumed  interest  rate  or  the  interest  rate  assumed  by  the  company 
in  determining  the  guaranteed  benefits.  These  rates  are  to  be  de- 
termined when  the  obligation  first  ceases  to  involve  life,  accident, 
or  health  contingencies. 


10  The  investment  portion  of  any  life  insurance  contract  which  fails  to  meet  the  definition  of 
a  life  insurance  contract  under  section  7702  is  treated  as  a  reserve  under  section  807(cX4). 
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The  statutory  listing  of  items  to.be  taken  into  account  in  comput- 
ing the  net  increase  or  net  decrease  in  reserves  refers  to  life  insur- 
ance reserves  "as  defined  in  section  816(a)."  Section  816(a)  requires 
a  proper  computation  of  reserves  under  State  law  for  purposes  of 
qualifying  as  a  life  insurance  company.  This  cross  reference  is  in- 
tended merely  to  identify  the  type  of  reserve  for  which  increases 
and  decreases  should  be  taken  into  account  and  is  not  intended  to 
superimpose  the  requirement  of  proper  computation  of  State  law 
reserves  for  purposes  of  allowing  increases  in  such  reserves  to  be 
recognized.  Conceivably,  a  similar  reference  in  present  law  re- 
quired proper  computation  under  State  law  in  order  for  deductions 
to  be  allowed,  because  present  law  used  the  statutory  reserves  as 
the  basis  for  measuring  deductions  and  income  for  tax  purposes. 
The  bill,  however,  takes  a  new  approach  by  prescribing  specific 
rules  for  computing  life  insurance  reserves  for  tax  purposes,  and  as 
a  consequence,  the  amount  of  the  deduction  allowable  or  income  in- 
cludible in  any  tax  year  is  prescribed  regardless  of  the  method  em- 
ployed in  computing  State  statutory  reserves. 

Computation  of  reserves 

For  purposes  of  determining  life  insurance  company  taxable 
income,  the  bill  provides  that  the  life  insurance  reserves  for  any 
contract  shall  be  the  greater  of  the  net  surrender  value  of  the  con- 
tract or  the  reserves  determined  under  Federally  prescribed  rules. 
In  no  event  will  the  amount  of  the  tax  reserves  at  any  time  exceed 
the  amount  of  the  statutory  reserves.  The  net  surrender  value  is 
the  cash  surrender  value  reduced  by  any  surrender  penalty  except 
that  any  market  value  adjustment  required  on  surrender  is  not 
taken  into  account.  Generally,  the  comparison  of  the  net  surrender 
value  of  a  contract  and  the  Federally  prescribed  reserves  for  the 
benefits  under  the  contract  is  made  on  a  aggregate  benefit  basis; 
however,  the  comparison  may  be  made  on  a  benefit-by-benefit  basis 
if  the  benefit  is  a  qualifying  supplemental  benefit  or  qualifying 
substandard  risk  (see  discussion  below  on  special  rules).  Also,  the 
comparison  of  contract  cash  surrender  values  and  Federally  pre- 
scribed reserves  can  be  done  on  a  group  basis  (i.e.,  grouping  con- 
tracts that  are  identical  as  to  plan  of  insurance,  date  of  issue,  age 
of  issue,  etc.)  or  on  an  individual  contract  basis. 

The  bill  requires  that,  in  computing  the  Federally  prescribed  re- 
serve for  any  type  of  contract,  the  tax  reserve  method  applicable  to 
that  contract  must  be  used,  along  with  the  prevailing  State  as- 
sumed interest  rate  and  the  prevailing  commissioners'  standard 
tables  for  mortality  or  morbidity.  The  prescribed  rules  for  comput- 
ing tax  reserves  are  intended,  generally,  to  allow  companies  to  rec- 
ognize at  least  the  minimum  reserve  that  most  States  would  re- 
quire them  to  set  aside,  but  no  more  unless  the  net  surrender  value 
is  greater.  To  avoid  State-by-State  variations,  the  rules  prescribed 
in  the  bill  are  based  on  the  general  guidelines  recommended  by  the 
National  Association  of  Insurance  Commissioners  (NAIC)  and 
adopted  by  a  majority  of  the  States. 

Reserve  method 

With  respect  to  the  reserve  method  to  be  used,  the  bill  prescribes 
specific  tax  reserve  methods  for  particular  types  of  contracts.  For 
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life  insurance  contracts,  the  prescribed  method  is  the  applicable 
Commissioners'  Reserve  Valuation  Method  (CRVM)  in  effect  when 
the  contract  is  issued.  This  is  the  date  that  appears  on  the  policy 
form.  For  annuity  contracts,  the  prescribed  method  is  the  applica- 
ble Commissioners,  Annuities  Reserve  Valuation  Method  in  effect 
when  the  contract  is  issued.11  For  noncancellable  accident  and 
health  insurance  contracts,  a  2-year  full  preliminary  term  method 
is  required.12  Finally,  for  all  other  contracts,  the  reserve  method 
prescribed  by  the  NAIC  or,  if  no  method  is  so  prescribed,  a  method 
consistent  with  whichever  of  the  prescribed  methods  that  would  be 
most  appropriate  for  the  contract.  An  example  of  a  life  insurance 
contract  not  presently  covered  by  an  NAIC  prescribed  method  is  a 
universal  life  insurance  contract.  Until  NAIC  prescribes  an  appro- 
priate method  for  universal  life  insurance,  reserves  should  be  com- 
puted on  a  method  consistent  with  CRVM.  Also,  the  committee  un- 
derstands that  the  NAIC  has  not  prescribed  a  method  for  contracts 
issued  by  assessment  companies  in  Texas  (i.e.,  either  mutual  assess- 
ment companies  or  stipulated  premium  companies),  because  such 
life  insurance  companies  generally  are  not  found  outside  of  Texas. 
Under  Texas  law,  reserves  for  such  policies  are  computed  on  a  half- 
year  full  preliminary  term  method  and  such  method  should  be  con- 
sidered to  be  consistent  with  CRVMs  prescribed  by  the  NAIC.13 

Interest  rates  and  mortality  tables 

With  respect  to  the  assumed  interest  rate  and  the  mortality  or 
morbidity  tables  to  be  used  in  computing  the  Federally  prescribed 
reserve,  the  bill  looks  to  the  "prevailing  view"  of  the  States.  A  view 
is  considered  to  be  a  prevailing  view  if  it  is  recognized  by  at  least 
26  States  when  the  contract  is  issued.14  Thus,  the  "prevailing  State 
assumed  interest  rate"  means,  for  any  contract,  the  highest  as- 
sumed interest  rate  permitted  to  be  used  in  computing  life  insur- 
ance reserves  for  insurance  or  annuity  contracts  of  that  type  as  of 
the  beginning  of  the  calendar  year  in  which  the  contract  is  issued 
in  at  least  26  States.  If  the  highest  assumed  interest  rate  is  actual- 
ly determined  by  the  States  during  the  year  but  declared  effective 
as  of  the  beginning  of  the  calendar  year,  such  rate  would  be  consid- 
ered so  effective  for  tax  purposes,  also.  For  nonannuity  contracts, 
the  issuing  company  may  elect,  on  a  contract  by  contract  basis,  to 


1 1  There  is  a  special  rule  for  a  company  domiciled  in  a  State  which,  in  determining  minimum 
reserves  for  an  annuity  contract  for  State  purposes,  does  not  reduce  the  reserves  for  surrender 
charges.  Section  217(c)  of  the  bill  provides  that  if  a  State  has  continuously  pursued  this  practice 
since  September  27,  1983,  then  any  life  insurance  company  domiciled  in  that  State  may  adjust 
its  Federally  prescribed  reserves  (under  section  807(dX2))  by  taking  into  account  the  reasonable 
surrender  charges. 

12  There  is  also  a  special  rule  which  allows  a  company  to  use  the  net  level  premium  reserve 
method  for  such  reserves  for  tax  purposes,  if  the  company  was  using  that  method  for  such  re- 
serves as  of  December  31,  1982,  and  continues  to  do  so  for  annual  statement  purposes. 

13  An  exception  from  the  general  mortality  and  morbidity  tables  requirements  for  reserves 
for  life  insurance  contracts  issued  by  assessment  companies  is  also  provided  as  a  nonCode 
amendment.  These  companies  may  use  the  table  used  for  State  law  purposes  if  that  mortality 
and  morbidity  table  was  developed  by  taking  into  account  the  particular  experience  of  those 
companies  and  was  in  existence  and  in  use  by  1965.  Further  revisions  of  such  unique  tables 
would  be  allowed  for  tax  purposes  only  if  the  table  is  revised  in  a  manner  consistent  with  the 
way  in  which  the  original  table  was  developed.  Finally,  there  is  a  nonCode  amendment  that 
allows  mutual  assessment  companies  in  Texas  to  use  their  statutory  reserves  for  tax  purposes, 
(sec.  217(g)  of  the  bill). 

14  In  the  case  of  reinsurance,  the  issue  date  that  should  be  referred  to  for  these  purposes  is 
that  of  the  underlying  policies  and  not  the  date  of  the  reinsurance  contract. 
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use  the  prevailing  interest  rate  from  the  preceding  calendar  year. 
In  determining  the  highest  assumed  rates  permitted  in  at  least  26 
States,  each  State  should  be  treated  as  permitting  the  use  of  every 
rate  below  its  highest  rate.  Also,  the  highest  State  assumed  inter- 
est rate  referred  to  in  the  bill  is  the  highest  permitted  to  be  used  in 
computing  reserves  without  taking  into  account  any  limitations 
that  might  be  imposed  by  States  if  a  different  rate  is  assumed  for 
computing  cash  surrender  values  under  standard  nonforfeiture 
laws. 

Like  the  prescribed  interest  rate,  the  prevailing  commissioners' 
standard  tables  for  mortality  or  morbidity  to  be  used  for  computing 
the  Federally  prescribed  reserves  are,  with  respect  to  any  contract, 
the  most  recent  tables  prescribed  by  the  NAIC  and  permitted  to  be 
used  for  that  type  of  contract  in  computing  reserves  under  the  laws 
of  at  least  26  States  when  the  contract  is  issued.  If  a  table  becomes 
a  prevailing  commissioners'  standard  table  during  a  calendar  year, 
the  table  shall  be  such  as  of  the  beginning  of  the  calendar  year. 
Generally,  when  mortality  and  morbidity  tables  are  being  updated 
and  adopted  by  the  States,  companies  will  have  three  full  years 
after  a  particular  set  of  tables  becomes  the  prevailing  view  of  the 
States  before  such  table  becomes  mandatory  for  computing  reserves 
for  tax  purposes.  For  example,  it  is  the  understanding  of  the  com- 
mittee that  the  1980  C.S.O.  tables  for  life  insurance  contracts  have 
now  been  adopted  by  at  least  26  States.  Thus,  although  companies 
will  be  able  to  use  either  the  1958  C.S.O.  tables  or  the  1980  C.S.O. 
tables  for  taxable  years  1984,  1985,  and  1986  for  computing  tax  re- 
serves, the  1980  C.S.O.  tables  will  have  to  be  used  for  contracts 
issued  after  1986.  Companies  may  adjust  the  prevailing  commis- 
sioners' standard  tables,  as  appropriate,  to  reflect  risks  incurred 
under  the  contract  if  such  risks  are  not  otherwise  taken  into  ac- 
count. For  example,  a  company  may  use  an  appropriate  multiple  of 
a  table  to  reflect  the  substandard  classification  of  particular  in- 
sureds because  of  poor  health.  Also,  adjustment  to  the  tables  may 
be  appropriate  to  reflect  the  risks  involved  in  writing  term  insur- 
ance on  individuals  for  whom  the  company  requires  no  evidence  of 
insurability  (that  is,  if  the  company  does  not  underwrite  the 
risks); 1 5  or  because  the  insureds  reside  in  a  foreign  country  known 
to  be  experiencing  civil  strife. 

The  bill  also  provides  special  rules  for  existing  contracts  where 
standard  tables  are  not  available  or  where  multiple  tables  (  or  pro- 
jections) are  available.  Generally,  if  there  is  no  prevailing  commis- 
sioners' standard  table  applicable  to  a  contract  when  it  is  issued, 
the  table  used  for  purposes  of  computing  the  Federally  prescribed 
reserve  shall  be  determined  under  Treasury  regulations.  However, 
for  contracts  issued  before  1948  (when  the  use  of  commissioners' 
standard  tables  was  first  required),  the  mortality  or  morbidity 
tables  used  for  State  law  purposes  can  be  used  in  recomputing  all 
reserves  for  tax  purposes  as  of  January  1,  1984,  and  thereafter  in 
computing  the  Federally  prescribed  reserve.  The  bill  also  specifical- 
ly provides  that,  if  there  are  multiple  mortality  and  morbidity 
tables  (e.g.,  projections  of  the  standard  table)  that  meet  the  defini- 


15  For  example,  States  have  recognized  that  some  adjustment  is  appropriate  to  the  standard 
table  for  computing  adequate  reserves  on  credit  life  insurance. 


1417 


tion  of  the  prevailing  commissioners'  standard  table,  the  table  that 
generally  yields  the  lowest  reserve  must  be  used  in  computing  the 
Federally  prescribed  reserve. 

Change  in  computing  reserves 

The  present  law  rule  allowing  income  or  loss  resulting  from  a 
change  in  the  method  of  computing  reserves  to  be  taken  into  ac- 
count ratably  over  a  10-year  period  is  retained  under  the  bill. 

Special  rules 

In  addition  to  the  above  described  rules  for  computing  the  Feder- 
ally prescribed  reserves,  the  bill  provides  some  special  rules  for  life 
insurance  reserves  under  pension  plan  contracts,  group  contracts, 
certain  supplementary  benefit  provisions,  substandard  risks,  and 
contracts  issued  by  foreign  branches  of  domestic  life  insurance 
companies. 

Pension  plan  and  group  contracts 

For  purposes  of  computing  the  amount  of  life  insurance  reserves 
for  pension  plan  contracts,  the  net  surrender  value  of  a  contract  is 
deemed  to  be  an  amount  equal  to  the  balance  in  the  policyholder's 
fund  (determined  without  regard  to  any  market  value  adjustment). 
The  term  "policyholder's  fund"  refers  generally  to  any  experience 
fund,  experience  accumulation  or  asset  share  allocable  to  the  con- 
tract. 

For  purposes  of  computing  the  Federally  prescribed  reserve  for 
any  group  contract,  the  date  the  contract  is  issued  is  generally  the 
date  as  of  which  the  master  plan  is  issued.  However,  if  a  benefit  is 
guaranteed  to  a  plan  participant  after  such  date,  the  company 
must  take  into  account  the  date  as  of  which  the  benefit  is  guaran- 
teed in  computing  its  reserves. 

Supplemental  benefits 

Under  the  bill,  the  amount  of  the  life  insurance  reserve  for  cer- 
tain enumerated  supplemental  benefits  is  the  statutory  reserve. 
The  committee  believes  that,  due  to  the  de  minimis  nature  of  the 
enumerated  supplemental  benefit  reserves,  economic  distortions 
caused  by  using  statutory  reserves  would  be  minimal.  The  supple- 
mental benefits  listed  are  any  (1)  guaranteed  insurability  benefit,16 
(2)  accidental  death  or  disability  benefit,17  (3)  convertibility  benefit, 
(4)  disability  waiver  benefit,  or  (5)  any  other  benefit  prescribed  by 
regulations,  if  such  benefit  is  supplemental  to  a  contract  for  which 
there  is  a  policyholder  reserve  item  taken  into  account  for  taxable 
income  purposes.  The  reserve  for  any  other  benefit  provided  for 
under  the  contract  and  not  listed  above,  whether  or  not  such  a 
benefit  is  considered  supplemental  under  State  law,  must  be  com- 
puted using  the  Federally  prescribed  method  (as  described  in  sec- 
tion 807(d)). 


16  The  term  "guaranteed  insurability  benefit"  is  intended  to  include  guaranteed  annuability 
benefits. 

17  Because  of  the  intended  de  minimis  nature  of  the  listed  supplemental  benefits,a  disability 
income  benefit  provision  (other  than  one  that  provides  for  income  payments  to  carry  the  premi- 
ums of  the  policy  or  some  other  incidental  expenses  of  the  insured)  is  not  intended  to  be  con- 
strued as  a  supplemental  benefit. 
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If  a  supplemental  benefit  is  a  "qualified  supplemental  benefit", 
the  life  insurance  reserve  for  such  benefit  shall  be  computed  sepa- 
rately as  though  such  benefit  were  under  a  separate  contract.  A 
qualified  supplemental  benefit  is  a  supplemental  benefit  as  listed 
in  the  bill,  if  there  is  a  separately  identified  premium  or  charge  for 
such  benefit  and  any  cash  value  (i.e.,  net  surrender  value)  under 
the  contract  attributable  to  any  other  benefit  is  not  available  to 
fund  such  supplemental  benefit.  The  use  of  any  loan  provision  to 
pay  premiums  or  charges  due  for  the  supplemental  benefit  is  not 
intended  to  be  construed  as  making  any  net  surrender  value  avail- 
able for  the  purposes  of  this  provision. 

For  example,  if  a  contract  provides  for  a  qualified  supplemental 
benefit  (e.g.,  accidental  death  or  disability)  and  the  net  surrender 
value  of  the  contract  is  $4,000  and  the  reserves  are  $3,800  for  the 
basic  death  benefit  and  $50  for  the  supplemental  benefit,  the  total 
reserve  for  tax  purposes  will  be  $4,050  if  none  of  the  net  surrender 
value  is  attributable  to  the  qualified  supplemental  benefit.  In  es- 
sence, the  supplemental  benefit  is  considered  a  separate  contract 
and  the  reserve  is  computed  as  the  greater  of  the  net  surrender 
value  or  the  tax  reserve.  If,  however,  the  supplemental  benefit  was 
not  a  qualified  supplemental  benefit,  the  total  reserve  for  tax  pur- 
poses would  be  $4,000  because  the  supplemental  benefit  would  not 
be  considered  a  separate  contract  and  the  amount  of  the  life  insur- 
ance reserve  for  the  contract  is  the  greater  of  the  net  surrender 
value  (i.e.,  $4,000)  or  the  Federally  prescribed  reserves  amount  (i.e., 
$3,800  +  $50). 

Substandard  risks 

The  amount  of  life  insurance  reserve  for  any  "qualified  substand- 
ard risk"  will  be  computed  as  if  under  a  separate  contract.  A  sub- 
standard risk  is  a  qualified  substandard  risk  if  (1)  the  insurance 
company  maintains  a  separate  reserve  for  such  risk,  (2)  there  is  a 
separately  identified  premium  charge  for  such  risk,  (3)  the  amount 
of  the  net  surrender  value  under  the  contract  is  not  increased  or 
decreased  by  reason  of  such  risk,  and  (4)  the  net  surrender  value 
under  the  contract  is  not  regularly  used  to  pay  premium  charges 
for  such  risk.  For  example,  the  committee  expects  that  regulations 
could  provide  that  a  provision  for  the  systematic  borrowing  based 
on  the  net  surrender  value  of  the  contract  to  pay  both  the  basic 
premium  and  the  substandard  charge  will  be  considered  to  disqual- 
ify the  substandard  risk  in  certain  situations.  However,  loan  provi- 
sions that  are  not  actually  used  on  a  regular  and  automatic  basis 
would  not  result  in  disqualification  of  the  substandard  risks. 

The  amount  of  the  life  insurance  reserve  determined  for  any 
qualified  substandard  risk  will  in  no  event  exceed  the  sum  of  the 
separately  identified  premium  charges  for  such  risk  plus  interest, 
less  mortality  charges.  The  aggregate  amount  of  insurance  in  force 
under  contracts  to  which  these  special  rules  for  substandard  risks 
can  apply  cannot  exceed  10  percent  of  insurance  in  force  (other 
than  term  insurance)  under  life  insurance  contracts  of  the  compa- 
ny. The  substandard  classification  of  any  insurance  in  force  in 
excess  of  10  percent  can  only  be  taken  into  account  through  an  ap- 
propriate adjustment  to  the  prevailing  commissioners'  standard 
table  in  computing  the  Federally  prescribed  reserve.  Also,  if  a  com- 
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pany  computes  a  separate  substandard  reserve  under  the  qualified 
substandard  risk  provision,  the  mortality  assumption  for  purposes 
of  computing  the  reserve  for  the  basic  benefit  cannot  take  into  ac- 
count any  substandard  risk  factors. 

Reserves  under  foreign  law 

There  is  a  special  rule  which  allows  domestic  life  insurance  com- 
panies to  recognize,  in  lieu  of  the  Federally  prescribed  reserve,  the 
minimum  reserve  required  by  the  laws,  regulations,  or  administra- 
tive guidance  of  the  regulatory  authority  of  a  noncontiguous  for- 
eign country  if  (1)  the  reserves  arise  out  of  life,  accident  or  health 
insurance  contracts  issued  to  residents  of  the  foreign  country  and 
(2)  the  foreign  country  requires  the  domestic  company  (as  of  the 
time  it  began  operations  in  the  foreign  country)  to  operate  in  such 
country  through  a  branch.  The  reserve  cannot  exceed  the  net  level 
reserve  for  a  contract  as  determined  using  NAIC  standards  and  the 
interest  rates  and  mortality  tables  used  in  the  contract. 

Variable  contracts  (new  sec.  817) 

The  bill  continues  to  provide  the  special  rules  as  under  present 
law  for  variable  annuities  and  contracts  with  reserves  based  on 
segregated  asset  accounts  and  extends  those  rules  to  variable  life 
insurance  contracts.  Thus,  with  respect  to  any  variable  contract, 
the  reserve  items  taken  into  account  at  the  close  of  the  taxable 
year  for  purposes  of  determining  net  increases  or  net  decreases 
must  be  adjusted  by  subtracting  any  amount  attributable  to  appre- 
ciation in  value  of  assets  or  by  adding  any  amount  attributable  to 
depreciation.  Such  adjustments  for  appreciation  or  depreciation  are 
to  be  made  whether  or  not  the  company  has  disposed  of  the  assets 
during  the  taxable  year.18  This  adjustment  in  computing  the 
annual  increase  or  decrease  in  reserves  for  variable  contracts  re- 
sults in  the  capital  gain  or  loss  being  recognized  and  taxed  at  both 
the  company  level  and  the  policyholder  level,  since  no  adjustment 
is  made  in  either  the  company's  basis  or  the  policyholder's  invest- 
ment in  the  contract.  The  committee  believes  this  current  capital 
gains  tax  should  be  retained  in  order  to  equalize  tax  treatment  of 
insurance  products  based  on  investment  funds  and  direct  invest- 
ment in  such  funds.  In  the  case  of  "pension  plan  contracts"  (i.e., 
contracts  that  are  issued  as  part  of  a  qualified  pension  plan)  the 
company's  basis  in  the  assets  underlying  such  contracts  is  adjusted 
for  appreciation  or  depreciation  to  the  extent  the  reserves  are  ad- 
justed. Thus,  in  these  cases  the  corporate  level  capital  gains  tax  is 
eliminated.  The  definition  of  pension  plan  contracts  is  the  same 
under  the  bill  as  under  present  law  except  that  the  phrase  "pur- 
chased under  contracts"  is  eliminated  since  it  was  considered  un- 
necessary (new  sec.  818(a)). 


18  In  addition  to  the  adjustment  of  reserves  for  variable  contracts,  an  adjustment  is  provided 
for  any  appreciation  or  depreciation  during  a  year  affecting  deductions  for  death  claims,  etc., 
under  section  805.  This  adjustment  will  apply  only  to  the  extent  of  such  appreciation  or  depreci- 
ation, and  not  in  the  greater  amount  that  such  appreciation  or  depreciation  affects  death  bene- 
fits. Thus,  if  under  a  variable  life  insurance  contract,  appreciation  in  the  value  of  separate  ac- 
count assets  of  $100  increased  death  benefits  by  $200,  the  amount  of  the  adjustment  to  death 
benefits  on  account  of  this  provision  is  $100. 
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The  bill  also  continues  the  separate  accounting  requirements 
under  present  law  for  various  income,  exclusion,  deduction,  asset, 
reserve,  and  other  liability  items  properly  attributable  to  variable 
contracts.  For  example,  with  respect  to  variable  contracts,  the  com- 
pany's share  of  dividends  received,  and  the  policyholders'  share  of 
tax-exempt  interest  (which  reduces  the  closing  balance  of  the  re- 
serves), will  be  determined  with  reference  to  the  income  and  deduc- 
tion items  attributable  to  the  underlying  separate  account.  Like- 
wise, the  equity  base  of  the  separate  account  will  be  determined 
under  the  separate  accounting  requirement  and  aggregated  with 
the  company's  average  equity  base  for  its  general  account  business. 

e.  Policyholder  dividends  (new  sees.  808  and  809) 

Present  Law 

In  general,  under  present  law,  policyholder  dividends  are  divi- 
dends and  similar  distributions  to  policyholders.  Interest  paid  and 
return  premiums  are  not  policyholder  dividends.  This  statutory 
language  has  been  expanded  in  regulations  so  that  the  term  policy- 
holder dividends  generally  refers  to  amounts  returned  to  policy- 
holders that  are  not  fixed  in  the  contract  and  depend  on  the  experi- 
ence of  the  company  or  the  discretion  of  management.  However, 
taxpayers  have  taken  the  position  that  the  term  does  not  include 
excess  interest  (i.e.,  amounts  in  the  nature  of  interest  that  are  paid 
or  credited  to  policyholders  and  are  determined  at  a  rate  in  excess 
of  the  rate  used  under  the  contract  for  purposes  of  computing  the 
company's  reserve  deduction)  even  though  such  amounts  are  not 
fixed  in  the  contract  but  depend  upon  the  experience  of  the  compa- 
ny or  the  discretion  of  management. 

Under  present  law,  policyholder  dividends  paid  by  mutual  and 
stock  life  insurance  companies  are  deductible  at  the  company  level. 
Special  rules  apply,  however,  to  limit  the  amount  of  this  deduction. 
Under  the  permanent  provisions  of  the  1959  Act  the  deduction  for 
policyholder  dividends  (and  certain  other  special  deductions)  is  lim- 
ited to  the  excess  of  gain  from  operations  over  the  taxpayer's  tax- 
able investment  income  plus  a  statutory  amount  of  $250,000.  Under 
temporary  provisions  added  to  the  Code  in  TEFRA  and  applicable 
in  1982  and  1983,  the  deduction  was  limited  to  either  (1)  an  amount 
computed  under  the  1959  Act  rule  with  the  $250,000  statutory 
amount  increased  to  $1  million,  phasing  down  to  zero  as  the  sum  of 
the  company's  policyholder  dividends  and  other  special  deductions 
increases  from  more  than  $4  million  to  $8  million,  or  (2)  an  amount 
equal  to  the  statutory  amount  (as  modified),  plus  100-percent  of 
dividends  on  pension  business,  plus  77-1/2  percent  of  nonpension 
policyholder  dividends  for  mutual  companies  (85  percent  for 
stocks).  Under  present  law,  policyholder  dividends  are  accounted 
for  on  a  reserve  basis,  and  a  company  is  allowed  to  deduct  addi- 
tions to  its  policyholder  dividend  reserves  for  dividends  that  are 
payable  during  the  year  following  the  taxable  year. 

Explanation  of  Provisions 

As  under  present  law,  the  bill  allows  a  deduction  for  dividends  or 
similar  distributions  to  policyholders.  The  bill  departs  from  present 
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law,  however,  in  that  the  amount  of  the  deduction  for  any  taxable 
year  is  the  amount  of  policyholder  dividends  paid  or  accrued 
during  the  taxable  year  rather  than  the  amount  of  the  increases  in 
the  reserves  for  policyholder  dividends  that  are  payable  during  the 
year  following  the  taxable  year.  Under  the  fresh  start  transitional 
rule,  this  change  from  a  reserve  to  an  accrual  method  is  not  to  be 
treated  as  a  change  in  a  method  of  accounting.  Thus,  no  income  or 
loss  is  to  be  recognized  with  respect  to  amounts  in  existing  policy- 
holder dividend  reserves. 

Policyholder  dividends  defined  (new  sec.  808) 

The  bill  adopts  a  broad  definition  of  the  term  policyholder  divi- 
dends to  include  any  distribution  to  a  policyholder  that  is  the  eco- 
nomic equivalent  of  a  dividend.  Thus,  in  addition  to  any  amount 
paid  or  credited  to  policyholders  (including  an  increase  in  benefits) 
when  the  amount  is  not  fixed  in  the  contract  but  depends  on  the 
experience  of  the  company  or  the  discretion  of  management,  the 
term  policyholder  dividends  specifically  includes  excess  interest, 
premium  adjustments,  and  experience-rated  refunds.  Thus,  the  bill 
corrects  a  possible  deficiency  of  present  law  which  may  permit 
companies  to  avoid  the  limitations  on  policyholder  dividends 
through  the  use  of  excess  interest  and  experience-rated  refund 
products  rather  than  traditional  dividend  paying  products. 

The  term  excess  interest  means  any  amount  in  the  nature  of  in- 
terest that  is  paid  or  credited  to  a  policyholder  and  determined  at  a 
rate  in  excess  of  the  prevailing  State  assumed  interest  rate  for  the 
contract  (i.e.,  the  rate  used  under  the  bill  for  purposes  of  determin- 
ing the  amount  of  the  company's  Federally  prescribed  reserve 
under  the  rules  contained  in  new  section  807(d)).  Amounts  in  the 
nature  of  interest  include  all  amounts  paid  for  the  use  of  money 
regardless  of  the  particular  designation  adopted  by  the  payor  or 
payee.  Thus,  amounts  in  the  nature  of  interest  include  interest 
payments  with  respect  to  amounts  left  on  deposit  and  amounts 
paid  in  lieu  of  interest  such  as  in  the  case  of  origination  or  service 
fees.  Similarly,  amounts  in  the  nature  of  interest  include  amounts 
calculated  as  interest  such  as  the  increase  in  reserves  attributable 
to  assumed  or  guaranteed  interest  rates  rather  than  premium  con- 
tributions. Thus,  for  example,  any  increase  in  the  cash  surrender 
value  of  a  contract  above  that  which  would  result  if  the  prevailing 
State  assumed  interest  rate  were  used  to  compute  the  increase  is 
treated  as  excess  interest.  The  term  premium  adjustment  means 
any  reduction  in  the  premium  under  an  insurance  or  annuity  con- 
tract which,  but  for  such  reduction,  would  have  been  required  to  be 
paid  under  the  contract.  If  no  premium  amount  is  fixed  in  the  con- 
tract, variations  in  premiums  paid  during  the  course  of  the  con- 
tract are  not  considered  premium  adjustments.  Further,  a  change 
in  the  amount  of  a  premium  that  is  attributable  to  the  insurability 
of  the  insured  is  not  considered  a  premium  adjustment.  Finally, 
the  term  experience-rated  refunds  means  any  refund  or  credit 
based  on  the  experience  of  the  contract  or  group  involved.  Thus,  for 
example,  if  a  company  sells  a  group  policy  to  an  employer  covering 
the  lives  of  its  employees  and  the  premiums  received  exceed  the 
sum  of  the  claims  paid  and  other  expenses,  any  refund  of  such 
excess  is  an  experience-rated  refund.  The  bill  also  adopts  the  gener- 
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al  rule  that  any  policyholder  dividend  that  increases  any  of  the 
benefits  payable  under  the  contract  (including  the  cash  value),  or 
reduces  the  premium  otherwise  required,  is  treated  as  paid  to  the 
policyholder  and  returned  by  the  policyholder  to  the  company  as  a 
premium. 

Reduction  of  certain  deductions  of  mutuals  (new  sec.  809) 

Although  the  general  rules  and  definitions  relating  to  policyhold- 
er dividends  apply  to  stock  and  mutual  life  insurance  companies 
alike,  the  amount  of  the  deduction  for  mutual  companies  is  re- 
duced by  an  amount  referred  to  in  the  bill  as  the  "differential 
earnings  amount."  If  the  differential  earnings  amount  exceeds  the 
allowable  deduction,  then  such  excess  will  reduce  the  closing  bal- 
ance of  the  company's  reserves.  This  reduction  reflects  the  commit- 
tee's recognition  that,  to  some  extent,  policyholder  dividends  paid 
by  mutual  companies  are  distributions  of  the  companies'  earnings 
to  the  policyholders  as  owners. 

Because  mutual  companies'  policyholders  are  also  the  owners  of 
the  enterprise,  policyholder  dividends  paid  to  them  are  distribu- 
tions from  the  company  that  are  a  combination  of  price  rebates, 
policyholder  benefits  and  returns  of  company  profits.  Although 
there  is  no  precise  way  to  segregate  a  policyholder  dividend  or 
other  payment  into  these  various  components,  the  committee  be- 
lieves that  it  is  valid  to  conclude  that  profit  oriented  enterprises 
tend  to  distribute  earnings  to  their  owners  in  amounts  that  are 
proportional  to  the  owners'  equity  in  the  business.  Thus,  the  com- 
mittee believes  that  the  portion  of  a  policyholder  dividend  that  is  a 
distribution  of  earnings  can  be  measured  as  a  percentage  of  the 
mutual  company's  equity  (the  "average  equity  base").  To  determine 
the  appropriate  percentage  of  the  equity  base,  the  after  dividend 
rates  of  return  on  equity  for  both  stock  and  mutual  companies 
were  examined,  and  it  was  determined  that  the  average  pre-tax 
return  on  equity  of  mutual  companies  falls  below  that  for  a  compa- 
rable group  of  stock  companies.  The  committee  believes  that  this 
difference  is  attributable  to  distribution  by  mutual  companies  of 
earnings  to  their  owners. 

Under  the  bill,  this  theoretical  approach  to  identifying  ownership 
distributions  by  a  mutual  company  is  given  effect  by  means  of  a 
reduction  in  the  policyholder  dividends  deduction  by  a  "differential 
earnings  amount".  This  amount  is  computed  by  multiplying  the 
company's  average  equity  base  for  the  taxable  year  by  the  "differ- 
ential earnings  rate"  for  the  taxable  year.  The  differential  earnings 
rate  is  the  excess  of  the  "imputed  earnings  rate"  over  the  "average 
mutual  earnings  rate".  As  explained  below,  the  "imputed  earnings 
rate"  is  set  in  the  Code  (and  subsequently  adjusted)  to  provide  com- 
parable treatment  for  stock  and  mutual  companies. 

Imputed  earnings  rate 

The  imputed  earnings  rate  for  1984  is  16.5  percent.  For  taxable 
years  beginning  after  1984,  the  imputed  earnings  rate  will  be  an 
amount  which  bears  the  same  ratio  to  16.5  percent  as  the  current 
stock  earnings  rate  (i.e.,  the  numerical  average  of  the  rates  of 
return  for  the  50  largest  stock  life  insurance  companies  for  the 
three  years  preceding  the  taxable  year)  bears  to  the  base  period 
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stock  earnings  rate  (i.e.,  the  numerical  average  of  the  rates  of 
return  for  the  50  largest  stock  companies  for  1981,  1982,  and  1983). 

The  committee  anticipates  that  this  16.5-percent  rate  will  result 
for  1984  in  the  mutual  segment  of  the  industry  bearing  55  percent 
of  the  aggregate  industry  tax  burden.  The  committee  believes  that 
this  is  appropriate  in  the  light  of  a  number  of  factors  including  the 
historic  allocation  of  the  industry's  tax  burden,  the  relative  per- 
centages of  assets  held  by  the  stock  and  mutual  segments  of  the 
industry  and  the  difference  in  treatment  of  mutual  company  poli- 
cyholders and  stock  company  shareholders.19  Since  the  committee 
believes  that  the  16.5-percent  rate  results  in  an  appropriate  alloca- 
tion of  the  industry's  tax  burden  for  1984,  it  has  decided  to  adjust 
this  rate  in  proportion  to  changes  in  the  rate  of  return  for  large 
stock  companies  and  not  simply  to  replace  the  imputed  rate  with 
one  equal  to  the  actual  rate  of  return  of  a  group  of  stock  companies 
in  subsequent  years. 

The  rate  of  return  for  any  stock  company  is  to  be  determined  by 
the  Secretary  by  reference  to  a  company's  statement  gain  from  op- 
erations as  a  percentage  of  its  equity  base.  In  calculating  this  rate, 
the  Secretary  is  to  take  into  account  companies  that  may  be  oper- 
ating at  a  loss  and,  in  effect,  have  a  negative  rate  of  return,  as  well 
as  companies  that  are  operating  on  a  profitable  basis.  Further,  the 
authority  granted  the  Secretary  to  determine  the  rate  of  return  in- 
cludes authority  to  disregard  or  recharacterize  a  transaction  deter- 
mined by  the  Secretary  to  have  been  engaged  in  principally  to  ma- 
nipulate the  imputed  earnings  rate.  For  example,  if  a  noninsurance 
parent  company  with  a  life  insurance  subsidiary  makes  a  substan- 
tial capital  contribution  to  its  life  insurance  subsidiary  during  the 
taxable  year  (but  such  amount  is  not  reflected  in  the  assets  at  the 
beginning  or  end  of  the  year),  the  Secretary  would  compute  the 
rate  of  return  for  the  subsidiary  without  taking  into  account  the 
amount  contributed  by  the  parent  or  the  income  generated  by  such 
amount  if  the  Secretary  determined  that  the  contribution  was  prin- 
cipally intended  to  enable  the  life  insurance  subsidiary  to  manipu- 
late its  rate  of  return.  In  making  this  determination,  the  Secretary 
would  consider  such  factors  as  the  existence  of  any  nontax  business 
purpose  for  the  transaction  and  the  reasonable  needs  of  the  subsidi- 
ary for  capital. 

A  numerical  average  of  stock  earnings  rates  is  used  in  order  to 
reduce  the  potential  impact  of  any  manipulation  of  the  rate  by  a 
few  large  stock  companies.  The  three-year  period  is  used  to  pre- 
clude the  possibility  of  sharp  rises  or  declines  in  the  rate  of  return 
for  the  stock  segment  of  the  industry,  giving  the  mutual  companies 
some  ability  to  plan  for  and  predict  tax  costs  for  purposes  of  mar- 
keting their  products.  The  50  largest  stock  companies  are  to  be  de- 
termined by  the  Secretary  of  the  Treasury  on  the  basis  of  gross 
assets.  For  purposes  of  ascertaining  the  top  50  companies  and  their 
earnings  rates,  assets  of  a  company  among  the  50  largest  will  be 
aggregated  with  assets  of  any  affiliated  life  companies  (i.e.,  affili- 
ated groups  will  be  treated  as  one  company). 


19  Earnings  that  are  distributed  by  a  stock  company  to  its  shareholders  are  included  in 
income  by  the  shareholders.  In  contrast,  in  the  case  of  a  mutual  company,  earnings  that  are 
distributed  are  not  included  in  income  by  the  policyholders. 
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Average  mutual  earnings  rate 

The  average  mutual  earnings  rate  for  any  year  would  be  the 
weighted  average  of  the  rates  of  return  for  mutual  companies.  The 
use  of  an  aggregate  or  weighted  average  approach  is  intended  to 
prevent  manipulation  by  large  mutual  companies  through  payment 
of  overly  large  amounts  of  policyholder  dividends  which  would  sub- 
stantially increase  the  differential  earnings  rate  and  adjustment  in 
the  following  year. 

Average  equity  base 

The  average  equity  base  of  a  stock  or  mutual  company  is  the 
average  of  (1)  the  equity  base  determined  as  of  the  close  of  the  tax- 
able year,  and  (2)  the  equity  base  determined  as  of  the  close  of  the 
preceding  taxable  year.  For  purposes  of  computing  a  company's 
average  equity  base  for  a  taxable  year  beginning  in  1984,  the 
equity  base  for  1983  will  be  computed  under  the  rules  contained  in 
the  bill  as  if  the  bill  were  in  effect  for  such  year.  The  term  equity 
base  means  an  amount  equal  to  the  statutory  surplus  and  capital 
plus  any  nonadmitted  financial  assets,  the  excess  of  statutory 
policy  reserves  over  tax  reserves,  the  amount  of  any  mandatory  se- 
curities valuation  reserve,  the  amount  of  any  deficiency  reserve  or 
any  voluntary  reserve,  and  50  percent  of  the  amount  of  any  provi- 
sion for  policyholder  dividends  (or  other  similar  liability)  payable 
in  the  following  taxable  year.  The  term  nonadmitted  financial 
asset  does  not  include  due  and  accrued  investment  income  reported 
as  a  nonadmitted  asset,  investments  in  office  furnishings  or  fix- 
tures, or  agents'  balances  owed  to  the  company.  Thus,  for  example, 
an  amount  of  due  and  accrued  interest  on  defaulted  bonds  is  not  a 
nonadmitted  financial  asset,  even  though  the  underlying  defaulted 
bond  may  be  a  nonadmitted  financial  asset.  Also,  in  determining 
the  excess  of  statutory  reserves  over  tax  reserves,  the  amount  of 
statutory  reserves  should  not  include  any  amount  attributable  to 
deferred  and  uncollected  premiums  that  have  not  yet  been  included 
in  life  insurance  gross  income. 

Amounts  included  in  equity  under  the  bill  would  generally  refer 
to  and  be  valued  as  amounts  shown  on  the  annual  statement  of  the 
company.  However,  a  classification  or  characterization  of  an  item 
on  a  company's  annual  statement  in  an  attempt  to  avoid  the  re- 
quirements of  the  bill  is  to  be  disregarded.  Thus,  for  example,  if  a 
company  sets  up  a  provision  on  its  annual  statement  for  excess  in- 
terest that  it  will  distribute  in  the  year  following  the  taxable  year, 
and  this  provision  is  separate  from  its  provision  for  policyholder 
dividends  and  is  not  adjusted  for  in  restating  annual  statement  re- 
serves to  tax  reserves,  the  provision  will  be  treated  as  an  "other 
similar  liability"  payable  in  the  following  taxable  year,  requiring 
that  50  percent  of  such  amount  be  included  in  the  equity  base. 

As  stated  above,  a  company's  average  equity  base  is  the  average 
of  its  equity  base  determined  as  of  the  close  of  the  taxable  year  and 
its  equity  base  determined  as  of  the  close  of  the  preceding  taxable 
year. 


1425 


Differential  earnings  rate 

The  differential  earnings  rate  for  any  taxable  year  is  based  on  a 
comparison  of  the  adjusted  imputed  earnings  rate  and  the  average 
mutual  earnings  rate  for  the  second  preceding  year.  This  rule  is 
necessary  because,  for  any  taxable  year,  the  Secretary  will  not 
have  the  data  required  to  determine  the  average  mutual  earnings 
rate  prior  to  the  date  a  mutual  company  will  file  its  Federal 
income  tax  return.  However,  when  actual  data  becomes  available, 
any  difference  between  the  average  differential  earnings  amount 
for  the  taxable  year  and  the  average  differential  earnings  amount 
for  the  second  preceding  taxable  year  is  to  be  taken  into  account  as 
an  addition  to  or  deduction  from  income  (before  computation  of  the 
special  life  insurance  deduction  and  the  small  life  insurance  deduc- 
tion) for  the  taxable  year  during  which  the  Secretary  determines 
the  average  mutual  earnings  rate  for  the  prior  taxable  year.  Be- 
cause any  additions  to  or  deduction  from  income  will  be  taken  into 
account  in  the  first  year  during  which  the  actual  average  differen- 
tial earnings  rate  can  be  recomputed,  no  interest  payments  are  re- 
quired. If  a  company  ceases  to  be  a  mutual  insurance  company  in 
any  year,  then  any  adjustment  will  have  to  be  taken  into  account 
for  the  taxable  year  giving  rise  to  the  adjustment. 

Special  rules 

The  bill  also  contains  some  special  rules  or  modifications.  First, 
the  equity  base  of  any  mutual  life  insurance  company  can  be  re- 
duced by  that  portion  of  the  equity  base  attributable  to  the  life  in- 
surance business  that  is  properly  allocable  to  reserves  or  liabilities 
for  life  insurance  contracts  issued  on  the  life  of  residents  of  West- 
ern Hemisphere  countries  that  are  noncontiguous  to  the  United 
States.  The  equity  that  is  properly  allocable  to  such  contracts  is  the 
same  proportion  as  the  reserves  for  such  contracts  bears  to  the 
total  tax  reserves  on  life  insurance  contracts  (if  that  proportion  is 
at  least  1  to  20).  This  special  equity  base  modification  recognizes 
that  a  company  may  need  to  maintain  higher  levels  of  surplus  be- 
cause of  the  special  classification  or  substandard  nature  of  certain 
insureds  living  in  foreign  countries  undergoing  civil  strife. 

The  bill  also  provides  a  5-year  transition  rule  for  high  surplus 
mutual  life  insurance  companies  for  purposes  of  applying  the  own- 
ership differential  provision.  A  company  is  a  high  surplus  company 
if  its  equity  base  to  asset  ratio  for  1984  exceeds  130  percent  of  the 
average  equity  base  to  asset  ratio  of  all  mutual  life  insurance  com- 
panies. A  high  surplus  company  need  not  apply  the  differential 
earnings  rate  to  the  excess  portion  of  its  equity  base.  However,  in 
no  event  can  the  amount  of  any  excess  not  taken  into  account 
exceed  $50  million  in  1984.  The  amount  of  any  excess  equity  not 
taken  into  account  in  applying  the  differential  earnings  rate,  as 
well  as  the  $50  million  cap,  will  decrease  ratably  each  year  until 
1989  the  entire  equity  base  of  a  high  surplus  company  is  subject  to 
the  differential  earnings  rate. 

Finally,  certain  modifications  to  the  equity  base  are  required  if  a 
mutual  life  insurance  company  owns  one  or  more  subsidiary  life  in- 
surance companies.  Such  subsidiaries  are  generally  treated  as  stock 
life  insurance  companies  in  computing  such  subsidiaries'  entity 
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level  income  tax  liability.  However,  for  purposes  of  computing  the 
differential  earnings  amount,  a  mutual  parent  of  a  subsidiary  life 
insurance  company  must  include  the  equity  of  such  company  in  its 
own  equity  base  (in  lieu  of  the  stock  of  the  subsidiary).  At  the  same 
time,  for  purposes  of  determining  the  statement  gain  from  oper- 
ations of  the  mutual  parent,  the  mutual  parent  would  ignore  any 
dividends  it  received  from  the  subsidiary.  Also,  for  purposes  of  com- 
puting the  average  mutual  earnings  rate  and  the  imputed  earnings 
rate,  life  insurance  subsidiaries  of  a  mutual  life  insurance  company 
would  be  counted  as  mutual  companies.  If  a  subsidiary  life  insur- 
ance company  is  owned  by  more  than  one  mutual  entity  and  is  not 
a  member  of  an  affiliated  group,  the  Secretary  is  given  regulatory 
authority  to  prescribe  how  proper  adjustments  should  be  made  in 
the  equity  bases  of  mutual  life  insurance  companies  owning  stock 
therein  to  carry  out  the  general  rules  described  above. 

f.  Operations  loss  deduction  (new  sec.  810) 

Present  Law 

Generally,  operations  losses  may  be  carried  back  to  each  of  the  3 
taxable  years  preceding  the  loss  year  and  may  be  carried  over  to 
each  of  the  15  taxable  years  following  the  loss  year.  For  a  life  insur- 
ance company  that  qualifies  as  a  new  company  in  the  loss  year,  the 
3-year  carryback  may  be  added,  instead,  to  the  15-year  carryover. 

Explanation  of  Provision 

The  operations  loss  deduction  provided  in  the  bill  is  substantial 
the  same  as  that  in  section  812  in  present  law  and  new  section  810 
is  treated  as  a  continuation  of  present  law  section  812.  Modifica- 
tions are  made  that  will  conform  the  definition  of  an  operations 
loss  deduction  to  the  new  method  for  determining  life  insurance 
company  taxable  income.  In  both  the  bill  and  present-law  section 
812,  the  operations  loss  deduction  is  consistent  with  the  general 
treatment  for  a  net  operating  loss  in  section  172. 

The  operations  loss  deduction  for  any  taxable  year  is  defined  as 
the  excess  of  life  insurance  deductions  (which  are  described  in  sec- 
tion 804,  above)  over  life  insurance  gross  income  (which  is  defined 
in  section  803,  above).  The  loss  from  operations  for  any  taxable 
year  may  be  carried  back  3  taxable  years  and  carried  over  15 
years,  just  as  under  present  law.  The  18-year  carryover  for  a  new 
life  insurance  company,  as  well  as  the  definition  of  a  new  life  in- 
surance company,  are  unchanged  from  present  law.  Other  rules,  re- 
lating to  the  amount  of  carrybacks  and  carryovers  and  the  election 
for  operations  loss  carrybacks,  also  remain  unchanged  from  present 
law. 

No  change  has  been  made  in  the  modifications  to  the  computa- 
tion of  the  loss  from  operations,  which  modifications  exclude  the 
carrybacks  and  carryovers  of  the  operations  loss  deduction  from 
the  computation  of  life  insurance  taxable  income  and  also  relate  to 
the  limitation  on  the  aggregate  amount  of  dividends  received  de- 
duction. 
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The  operation  of  new  section  810  may  be  illustrated  by  the  fol- 
lowing example.  Assume  that  company  A  has  the  following  results 
for  1984,  1985,  and  1986: 


1984 

1985 

1986 

Tentative  LICTI  

100,000 

200,000 

200,000 

Small  company  deduction  (sec. 

806(b))  

(60,000) 

(120,000) 

(120,000) 

Special  life  company  deduction 

(sec.  806(a))  

(10,000) 

(20,000) 

(20,000) 

Taxable  income  

30,000 

60,000 

60,000 

Assume  further  that  for  1987  and  1988,  company  A  had  losses 
from  operations  of  $150,000  and  $200,000,  respectively.  Under  new 
section  810,  the  results  will  be  as  follows: 


1984 

1985 

1986 

Taxable  income  

30,000 

60,000 

60,000 

Small  company  deduction  

60,000 

120,000 

120,000 

Special  life  company  deduction  

10,000 

20,000 

20,000 

Offset  amount  

100,000 

200,000 

200,000 

1987  carryback  

(100,000) 

(50,000) 

1988  carryback  

(150,000) 

(50,000) 

Taxable  income  after  car- 

ryback  

0 

0 

150,000 

Thus,  in  1986,  the  life  insurance  company  taxable  income  for 
purposes  of  the  small  company  deduction  and  the  special  life  insur- 
ance company  deduction  is  $150,000  after  carryback  of  the  net  op- 
erating loss. 

g.  Accounting  provisions  (new  sec.  811) 
Present  Law 

Generally,  under  present  law,  all  computations  entering  into  the 
determination  of  life  insurance  company  taxable  income  are  to  be 
made  under  an  accrual  method  of  accounting  or,  to  the  extent  per- 
mitted under  regulations,  under  a  combination  of  an  accrual 
method  with  any  other  recognized  method  other  than  the  cash  re- 
ceipts and  disbursements  method.  Except  as  provided  in  the  gener- 
al rule,  all  such  computations  are  to  be  made  in  a  manner  consist- 
ent with  the  manner  required  for  purposes  of  the  annual  statement 
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approved  by  the  National  Association  of  Insurance  Commissioners. 
This  provision  has  been  interpreted  to  mean  the  State  regulatory 
accounting  procedures  should  control  so  long  as  they  are  not  incon- 
sistent with  accrual  accounting  rules  (Commissioner  v.  Standard 
Life  and  Accident  Insurance  Company,  433  U.S.  148  (1977)).  Also, 
the  accounting  provisions  include  a  general  prohibition  against  de- 
ducting an  item  more  than  once  in  computing  taxable  income.20 

When  two  or  more  related  parties  (within  the  meaning  of  sec. 
1239)  are  parties  to  a  reinsurance  agreement,  present  law  gives  the 
Secretary  authority  to  allocate  or  recharacterize  any  items  neces- 
sary to  reflect  the  proper  source  and  character  of  the  taxable 
income  of  each  related  party. 

Also,  there  was  a  temporary  rule  (adopted  under  TEFRA)  for 
computing  reserves  on  contracts  where  interest  is  guaranteed 
beyond  the  end  of  the  taxable  year;  any  interest  which  is  computed 
at  a  rate  which  is  in  excess  of  the  lowest  rate  assumed  in  the  con- 
tract and  is  guaranteed  beyond  the  end  of  the  taxable  year  is  taken 
into  account  in  computing  reserves  as  if  such  interest  were  guaran- 
teed only  up  to  the  end  of  the  taxable  year. 

Finally,  under  present  law  there  are  specific  rules  for  the  amorti- 
zation of  premium  and  accrual  of  discount  on  bonds  and  for  life  in- 
surance companies  with  short  taxable  years. 

Explanation  of  Provision 

The  bill  retains  the  general  rule  in  present  law  that  life  insur- 
ance companies  must  use  an  accrual  method,  or  a  method  permit- 
ted under  the  regulations  that  combines  an  accrual  method  with 
another  recognized  method.  However,  the  bill  makes  it  clear  that 
accounting  methods  required  for  State  regulatory  purposes  apply 
only  to  the  extent  that  they  are  not  inconsistent  with  Federal  tax 
accounting  rules.  The  change  from  present  law  was  intended  to  re- 
inforce the  primacy  of  the  Federal  tax  rules  and  not  impose  a  new 
method  of  tax  accounting  on  life  insurance  companies.  Thus,  for  ex- 
ample, agents'  commissions  paid  by  direct  insurers  would  continue 
to  be  treated  as  sales  expenses  and  deductible  when  paid,  as  has 
been  allowed  historically  (even  though  they  arguably  might  be  clas- 
sified as  acquisition  expenses  to  be  amortized). 

Although  the  bill  continues  to  provide  a  general  prohibition 
against  any  double  deduction  of  an  item,  it  also  adopts  a  new  rule 
that  disallows  a  reserve  for  any  item  unless  the  gross  amount  of 
premiums  and  other  consideration  attributable  to  such  item  are  re- 
quired to  be  included  in  gross  income.  Thus,  because  deferred  and 
uncollected  premiums  for  a  contract  do  not  accrue  until  paid,  the 
contractual  liability  related  to  those  premiums  may  not  be  recog- 
nized until  the  premiums  are  taken  into  income.  This  provision  of 
the  bill,  in  effect,  reverses  the  holding  of  the  Supreme  Court  in 
Commissioner  v.  Standard  Life  and  Accident  Insurance  Co.,  433 
U.S.  148  (1977),  by  statutorily  requiring  a  matching  of  the  reserve 
deduction  with  the  related  income  item. 


20  Actually,  the  prohibition  is  against  deducting  an  item  more  than  once  in  computing  each 
subpart  of  taxable  income — taxable  investment  income  and  gain  or  loss  from  operations. 
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In  the  case  of  reinsurance  agreements,  the  bill  expands  the  real- 
location authority  granted  Treasury.  As  under  present  law,  in  the 
case  of  a  reinsurance  agreement  between  two  or  more  related  per- 
sons, the  Treasury  can  allocate  among  the  parties  and  recharacter- 
ize income,  deductions,  assets,  reserves,  credits,  and  any  other 
items  related  to  the  reinsurance  agreement  in  order  to  reflect  the 
proper  source  and  character  of  the  items  for  each  party.  Under  the 
bill,  however,  related  parties  are  defined  as  they  are  in  section  482. 
Thus,  two  or  more  parties  are  related  if  they  are  organizations  or 
entities,  whether  or  not  incorporated  or  affiliated,  owned  or  con- 
trolled directly  or  indirectly  by  the  same  interests.  Also,  Treasury 
can  use  its  recharacterization  authority  for  a  reinsurance  agree- 
ment between  unrelated  parties  where  one  of  the  parties  to  the 
agreement  (with  respect  to  any  contract  covered  by  the  agreement), 
in  effect,  is  an  agent  of,  or  conduit  for,  another  party  to  such  agree- 
ment. Thus,  although  one  party  may  not  have  de  facto  control  over 
the  business  of  the  other  party  (as  required  by  sec.  482),  it  may 
have  unilateral  control  over  the  profit  levels  for  both  parties  with 
respect  to  specific  lines  of  business  covered  by  a  reinsurance  agree- 
ment, which  can  be  used  to  distort  the  income  of  the  parties.  The 
committee  believes  that  whether  a  party  is  an  agent  of,  or  conduit 
for,  another  party  must  be  determined  in  light  of  all  the  facts  and 
circumstances.  An  example  of  a  fact  that  would  tend  to  establish 
that  an  agency  relationship  existed  is  control  on  the  part  of  the  re- 
insurer over  the  amount  of  policyholder  dividends  that  are  paid  by 
the  reinsured.  Although  Treasury's  reallocation  authority  was  ex- 
panded beyond  that  provided  in  TEFRA,  the  new  authority  is  pro- 
spective only  and  does  not  apply  to  any  contract  issued  before  Sep- 
tember 27,  1983,  which  is  reinsured  before  such  date  under  a  rein- 
surance agreement  entered  into  before  such  date.  For  purposes  of 
determining  when  a  contract  is  issued,  any  modifications  of  exist- 
ing contracts  to  expand  coverage  of  the  contracts  or  renewals 
would  be  treated  as  new  contracts. 

Finally,  the  bill  includes,  as  a  permanent  provision,  the  account- 
ing rule  adopted  as  a  temporary  provision  in  TEFRA  for  computing 
reserves  for  contracts  that  guarantee  excess  interest  beyond  the 
end  of  the  taxable  year.  Under  the  bill,  the  provision  is  modified  to 
reflect  the  new  Federally  prescribed  reserve  rules.  Thus,  any 
amount  in  the  nature  of  interest  that  is  credited  under  any  con- 
tract for  any  period  at  a  rate  in  excess  of  the  prevailing  State  as- 
sumed interest  rate  for  the  contract  for  such  period  and  is  guaran- 
teed beyond  the  end  of  the  taxable  year  can  only  be  taken  into  ac- 
count in  computing  reserves  as  if  it  were  guaranteed  to  the  end  of 
the  taxable  year.  Under  this  rule,  "amounts  in  the  nature  of  inter- 
est" include  both  implicit  and  explicit  guarantees  for  determining 
contractual  benefits.  Thus,  "amounts  in  the  nature  of  interest" 
refers  to  amounts  credited  to  policyholder  reserves  as  assumed  in- 
terest or  as  interest  paid  on  such  items. 

With  respect  to  the  special  rules  for  amortization  of  premium 
and  accrual  of  discount  on  bonds,  and  short  taxable  years  for  life 
insurance  companies,  the  bill  makes  no  change  from  present  law. 
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h.  Definition  of  company's  share  and  policyholders'  share  (new 

sec.  812) 

Present  Law 

Under  present  law,  all  items  of  investment  yield  (i.e.,  gross  in- 
vestment income,  including  tax-exempt  interest  and  dividends  re- 
ceived, less  certain  investment  expenses)  are  allocated  between  the 
policyholders  and  the  company.  Amounts  allocated  to  policyholders 
are  not  included  in  taxable  investment  income  or  gain  from  oper- 
ations. Generally,  this  allocation  is  accomplished  by  means  of  a 
proration  formula  which,  in  general,  compares  amounts  credited  to 
policyholders  to  investment  yield.  The  practical  effect  of  the  prora- 
tion formula  is  to  treat  additions  to  reserves  as  funded  in  part  out 
of  tax-exempt  income  thus  limiting  the  tax  benefit  a  company  can 
enjoy  by  the  receipt  of  tax-exempt  income.21 

The  proration  formula  is  different  depending  upon  whether  tax- 
able investment  income  or  gain  from  operations  is  being  computed. 
For  purposes  of  computing  taxable  investment  income,  each  item  of 
investment  yield  is  allocated  between  the  policyholders  and  the 
company  in  the  same  proportion  that  the  sum  of  the  company's 
policy  and  other  contract  liabilities  bears  to  its  total  investment 
yield.  These  policy  and  contract  liabilities  are  (1)  the  adjusted  life 
insurance  reserves,  multiplied  by  the  adjusted  reserves  rate  (Menge 
formula),  (2)  the  mean  of  the  pension  plan  reserves  at  the  begin- 
ning and  end  of  the  taxable  year,  multiplied  by  the  current  earn- 
ings rate,  and  (3)  interest  paid,  including  interest  paid  on  indebted- 
ness to  persons  other  than  customers. 

For  purposes  of  computing  gain  from  operations,  each  item  of  in- 
vestment yield  is  allocated  between  the  policyholders  and  the  com- 
pany in  the  same  proportion  as  the  required  interest  bears  to  the 
investment  yield.  Required  interest  is  the  amount  of  interest  guar- 
anteed to  the  policyholders  using  the  interest  rate  assumed  by  the 
company  for  purposes  of  calculating  the  adjustments  to  its  section 
810(c)  reserves,  as  well  as  excess  interest  on  annuity  contracts. 

Explanation  of  Provision 

The  distinction  between  taxable  investment  income  and  gain 
from  operations  has  been  eliminated.  However,  the  general  concept 
that  items  of  investment  yield  should  be  allocated  between  policy- 
holders and  the  company  has  been  retained.  Under  the  bill,  the  for- 
mula used  for  purposes  of  determining  the  policyholders'  share  is 
based  generally  on  the  proration  formula  used  under  present  law 
in  computing  gain  or  loss  from  operations.  Thus,  amounts  credited 
to  policyholders  will  no  longer  include  interest  paid  on  indebted- 
ness if  the  interest  is  paid  to  a  person  who  is  not  a  customer.  For 
example,  interest  paid  on  a  loan  that  is  incurred  to  purchase  a  sub- 
sidiary company  or  other  asset  will  not  be  included  in  determining 
the  policyholders'  share  of  investment  yield  items.  On  the  other 
hand,  the  bill  expands  the  items  to  be  taken  into  account  for  the 
policyholders'  share  by  including  all  amounts  that  may  be  paid  or 


21  "Tax-exempt  income"  refers  generally  to  tax-exempt  interest  and  deductible  intercorporate 
dividends. 
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credited  to  policyholders  as  customers,  including  policyholder  divi- 
dends. 

Specifically,  under  the  bill  the  policyholders'  share  of  any  item  is 
100  percent  of  the  item  reduced  by  the  company's  share  of  the 
item.  The  company's  share  is  defined  as  the  percentage  obtained  by 
dividing  the  company's  share  of  net  investment  income  by  total  net 
investment  income.  The  company's  share  of  net  investment  income 
is  the  excess  of  net  investment  income  over  the  sum  of  (1)  the  de- 
ductible portion  of  policyholder  dividends  and  (2)  all  amounts  in 
the  nature  of  interest  paid  or  credited  to  policyholders  as  custom- 
ers pursuant  to  insurance  or  annuity  contracts  (including  all  pen- 
sion plan  contracts).  Thus,  the  company's  share  is  the  amount  of 
net  investment  income  that  remains  after  paying  or  crediting 
amounts  to  policyholders. 

Under  the  bill,  net  investment  income  is  defined  as  the  excess  of 
gross  investment  income  over  investment  expenses.  Gross  invest- 
ment income  is  generally  the  same  as  under  present  law,  and  in- 
cludes tax-exempt  interest.  However,  gross  investment  income  does 
not  include  dividends  received  from  a  subsidiary  which  are  eligible 
for  the  100  percent  dividends  received  deduction  (or  which  would 
have  been  eligible  for  the  100  percent  dividends  received  deduction 
if  the  recipient  were  not  a  foreign  corporation)  except  to  the  extent 
such  dividends  are  paid,  directly  or  indirectly,  out  of  tax-exempt 
income.  Investment  expenses  are  defined  as  the  sum  of  the  direct 
investment  expenses  plus  an  allocable  share  of  the  general  ex- 
penses. General  expenses  of  the  life  insurance  company  must  be  al- 
located to  gross  investment  income  in  the  same  proportion  as  gross 
investment  income  for  the  taxable  year  bears  to  the  gross  receipts 
for  the  taxable  year.  For  purposes  of  this  formula,  general  expenses 
are  indirect  expenses  not  directly  allocable  to  investment  income 
or  underwriting  income.  For  example,  the  cost  of  office  space  hous- 
ing employees  engaged  in  both  underwriting  and  investment  activi- 
ties would  be  allocated  under  this  provision  while  office  space  hous- 
ing employees  engaged  in  only  investment  activities  would  be  treat- 
ed as  a  direct  investment  expense. 

Because  reserve  increases  might  be  viewed  as  being  funded  pro- 
portionately out  of  taxable  and  tax-exempt  income,  the  net  in- 
crease and  net  decrease  in  reserves  are  computed  by  reducing  the 
ending  balance  of  the  reserve  items  by  the  policyholders'  share  of 
tax-exempt  interest.  Similarly,  a  life  insurance  company  is  allowed 
a  dividends-received  deduction  for  intercorporate  dividends  from 
nonaffiliates  only  in  proportion  to  the  company's  share  of  such 
dividends.  100  percent  deductible  dividends  from  affiliates  are  ex- 
cluded from  application  of  the  proration  formula,  if  such  dividends 
are  not  themselves  distributions  from  tax-exempt  interest  or  from 
dividend  income  that  would  not  be  100  percent  deductible  if  re- 
ceived directly  by  the  taxpayer. 

i.  Foreign  tax  credit  (new  sec.  818(f)) 

Present  Law 

Life  insurance  companies  are  generally  subject  to  the  same  rules 
governing  foreign  income  as  other  U.S.  corporations.  The  United 
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States  taxes  U.S.  citizens  and  residents  and  U.S.  corporations  on 
their  worldwide  income.  The  United  States  allows  U.S.  taxpayers 
to  offset  the  U.S.  tax  on  their  foreign  income  by  the  income  taxes 
paid  or  accrued  to  a  foreign  country  ("foreign  tax  credit"). 

A  credit  is  available  only  for  foreign  taxes  that  are  income  taxes 
under  U.S.  concepts  and  certain  taxes  paid  to  a  foreign  government 
in  lieu  of  an  income  tax  otherwise  imposed  by  that  foreign  govern- 
ment. Certain  taxes  on  gross  premiums  of  U.S.  taxpayers  engaged 
in  the  life  insurance  business  in  a  foreign  country  have  been  held 
to  be  creditable  "in  lieu  of'  taxes  (Rev.  Rul.  74-311,  1974-2  C.B.  211; 
Rev.  Rul.  72-84,  1972-1  C.B.  216).  Income  taxes  paid  by  foreign  sub- 
sidiaries of  U.S.  corporations  are  creditable  when  the  U.S.  corpora- 
tion receives  a  dividend  or  a  deemed  dividend  from  the  foreign  sub- 
sidiary. 

The  foreign  tax  credit  limitation 

A  fundamental  premise  of  the  foreign  tax  credit  is  that  it  should 
not  offset  U.S.  tax  on  U.S.  source  income.  Accordingly,  the  Code 
contains  a  limitation  to  ensure  that  the  credit  offsets  the  U.S.  tax 
on  only  the  taxpayer's  foreign  income.  Under  this  limitation,  the 
total  pre-credit  U.S.  tax  is  multiplied  by  the  ratio  of  foreign  source 
taxable  income  to  total  worldwide  taxable  income  to  establish  the 
amount  of  U.S.  taxes  that  would  be  paid  on  the  foreign  income  in 
the  absence  of  a  foreign  tax  credit.  This  amount  is  the  upper  limit 
on  the  foreign  tax  credit. 

To  calculate  U.S.  taxable  income  and  foreign  taxable  income, 
which  is  necessary  to  compute  the  limitation,  all  deductions  must 
be  allocated  against  gross  income,  and  apportioned  against  gross 
U.S.  income  or  gross  foreign  income.  Expenses  that  are  properly  al- 
located or  apportioned  to  a  class  of  U.S.  (or  foreign)  source  income 
reduce  gross  income  in  that  category  (sec.  861(b),  862(b),  and  863; 
Reg.  sec.  1.861-8).  Expenses  that  cannot  definitely  be  allocated  to  a 
class  of  gross  income  are  generally  deducted  ratably  from  all 
classes  of  gross  income. 

The  Internal  Revenue  Service  has  taken  the  position  in  a  private 
letter  ruling  (applicable  under  pre-1982  law)  that  the  numerator  of 
the  foreign  tax  credit  limitation  fraction  (foreign  source  taxable 
income)  is  computed  on  a  phase-by-phase  basis.  Thus,  a  company 
taxable  on  only  its  investment  income  (i.e.,  a  phase-one  company) 
would  receive  no  foreign  tax  credit  for  premium  taxes  if  all  of  its 
investment  income  were  U.S.  source  income,  even  if  the  investment 
income  arose  from  reserves  held  with  respect  to  foreign  business. 
Some  taxpayers  have  taken  the  position  that  application  of  a 
phase-by-phase  foreign  tax  credit  limitation  is  improper  under  pre- 
1982  law. 

Explanation  of  Provision 

Elimination  of  the  present  law  three-phase  system  presupposes 
that  gross  premium  income  and  gross  investment  income  contrib- 
ute in  similar  ways  to  total  income.  The  committee  believes  that 
certain  deductions  generally  bear  the  same  relationship  to  gross 
premium  income  that  they  bear  to  gross  investment  income.  Simi- 
larly, these  deductions  generally  bear  the  same  relationship  to 
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gross  U.S.  source  income  that  they  bear  to  gross  foreign  source 
income.  These  deductions  should,  therefore,  generally  reduce  U.S. 
source  gross  income  and  foreign  source  gross  income  ratably  in  cal- 
culating the  foreign  tax  credit  limitation.  Similarly,  reserve  de- 
creases should  generally  produce  U.S.  source  gross  income  and  for- 
eign source  gross  income  ratably. 

Under  its  general  rule,  the  bill  provides  that  in  calculating  U.S. 
source  income  and  foreign  source  income,  three  items  will  be  treat- 
ed under  regulations  as  items  which  cannot  definitely  be  allocated 
to  an  item  or  class  of  gross  income.  Thus,  these  items  will  be  allo- 
cated ratably  among  all  classes  of  gross  income.  These  items  are 
policyholder  dividends  (determined  under  new  section  808(c)),  re- 
serve adjustments  (under  subsections  (a)  and  (b)  of  new  section  807), 
and  death  benefits  and  other  amounts  described  in  new  section 
805(a)(1). 

The  following  example  illustrates  the  application  of  the  bill's 
general  rule  to  a  life  insurance  company  that  has  $2,100  of  gross 
income  from  all  sources  (including  $100  of  income  from  a  net  re- 
serve decrease)  and  $1,800  of  expenses  (consisting  of  a  death  bene- 
fits deduction  of  $1,200  and  a  policyholder  dividends  deduction  of 
$600): 


U.S.  source  F™**?  Worldwide 

Gross  income: 

Investment                                 $700  $300  $1,000 

Premiums                                    600  400  1,000 

Total                                    1,300  700  2,000 

Percent                                     (65)  (35)  


Items  subject  to  ratable  alloca- 
tion: 

Income  from  net  reserve  de- 


crese  

65 

35 

100 

Death  benefits  deduction  

(780) 

(420) 

(1,200) 

Policyholder  dividends  de- 

(390) 

(210) 

(600) 

Worldwide  net  income  

195 

105 

300 

Under  the  bill's  general  rule,  these  items  will  be  allocated  in  this 
way  regardless  of  the  current  residence  of  the  decedents  whose 
deaths  caused  the  death  benefit  payments,  the  source  of  the  premi- 
ums those  decedents  had  paid  the  company  in  any  year,  the  resi- 
dence of  the  policyholders  receiving  or  crediting  dividends,  or  any 
other  factor. 

In  some  cases,  the  bill's  general  rule  could  be  inequitable  in  its 
application  to  companies  that  can  easily  identify  gross  income  to 
which  these  expenses  relate.  Therefore,  taxpayers  will  be  able  to 
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elect  to  treat  the  expenses  that  are  the  subject  of  the  general  rule 
of  the  bill  as  properly  apportioned  or  allocated  among  items  of 
gross  income  in  the  manner  and  to  the  extent  prescribed  in  regula- 
tions. The  election  will  apply  for  all  taxable  years  of  the  taxpayer 
to  which  the  bill  applies.  It  must  be  made  on  or  before  September 
15,  1984.  Once  made,  it  will  be  irrevocable,  except  with  the  consent 
of  the  Commissioner. 

For  example,  a  foreign  country  may  require  life  insurance  com- 
panies that  sell  policies  there  to  maintain  reserves  there.  In  such  a 
case,  a  taxpayer  could  show  that  some  deductions  for  reserve  in- 
creases, policyholder  dividends,  and  claims  should  be  treated  as 
properly  apportioned  or  allocated  among  items  of  gross  income.  In 
addition,  a  taxpayer  could  show  that  some  such  deductions  should 
be  treated  as  properly  apportioned  or  allocated  to  some  portion  of 
the  company's  investment  income  attributable  to  the  company's 
worldwide  surplus.  However,  a  taxpayer  who  makes  such  showings 
will  not  be  able  to  show  that  those  deductions  are  properly  appor- 
tioned or  allocated  solely  to  an  undue  amount  of  foreign  source  in- 
vestment income.  For  example,  a  company  whose  worldwide  sur- 
plus is  15  percent  of  reserves  and  that  makes  the  election  will  not 
be  able  to  show  that  any  of  these  deductions  are  properly  appor- 
tioned or  allocated  solely  to  foreign  source  investment  income 
(from  any  foreign  country)  attributable  to  surplus  above  15  percent 
above  reserves  that  the  company  must  maintain  in  a  foreign  coun- 
try. 

The  election  will  not  apply  to  the  special  life  insurance  company 
and  small  life  insurance  company  deductions.  All  companies  will 
treat  these  deductions  as  items  which  cannot  definitely  be  allocated 
to  an  item  or  class  of  gross  income. 

j.  Foreign  life  insurance  companies'  minimum  surplus  (new  sec. 

813) 

Present  Law 
Foreign  corporations  in  general 

Foreign  corporations  generally  are  subject  to  U.S.  tax  only  on 
certain  U.S.  source  income  and  on  income  that  is  effectively  con- 
nected with  a  trade  or  business  conducted  in  the  United  States. 
The  United  States  generally  imposes  a  flat  30-percent  tax  on  the 
gross  amount  of  U.S.  source  investment  income  (and  certain  other 
U.S.  source  income)  paid  to  foreign  persons  when  that  income  is 
not  effectively  connected  with  a  U.S.  trade  or  business.  The  tax  on 
gross  amounts  of  interest,  dividends,  and  royalties  may  be  reduced 
or  eliminated  under  bilateral  income  tax  treaties. 

Taxation  of  foreign  life  insurance  companies  in  general 

A  foreign  corporation  carrying  on  an  insurance  business  within 
the  United  States,  that  would  qualify  as  a  life  insurance  company 
if  it  were  a  U.S.  corporation,  is  taxable  like  a  U.S.  life  insurance 
company  on  its  income  effectively  connected  with  its  conduct  of 
any  U.S.  trade  or  business.  The  determination  of  whether  a  foreign 
corporation  would  qualify  as  a  life  insurance  company  considers 
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only  the  income  of  the  corporation  that  is  effectively  connected 
with  the  conduct  of  its  business  carried  on  in  the  United  States. 

Effectively  connected  income  of  a  foreign  corporation  carrying  on 
an  insurance  business  within  the  United  States  includes  all  income 
(such  as  investment  income  attributable  to  required  reserves)  from 
foreign  sources  that  is  attributable  to  the  U.S.  business.22  Such  a 
foreign  corporation  is  taxable  at  the  30  percent  or  lower  treaty  rate 
on  its  U.S.  source  investment  income  that  is  not  effectively  con- 
nected with  a  U.S.  trade  or  business. 

A  foreign  life  insurance  company  that  is  engaged  in  a  U.S.  trade 
or  business  is  taxable  on  U.S.  source  underwriting  income  but  not 
on  foreign  source  underwriting  income  (unless  that  foreign  source 
underwriting  income  is  effectively  connected  with  a  U.S.  trade  or 
business). 

Minimum  surplus  requirement 

A  special  rule  may  alter  the  U.S.  tax  on  foreign  life  insurance 
companies  doing  business  in  the  United  States  when  they  hold  a 
relatively  small  surplus  attributable  to  the  U.S.  business  in  the 
United  States.  This  rule  applies  when  the  surplus  of  a  foreign  life 
insurance  company  held  in  the  United  States  is  less  than  a  speci- 
fied minimum.  That  minimum  amount  is  the  foreign  company's 
total  insurance  liabilities  on  U.S.  business  multiplied  by  the  ratio 
of  the  average  surplus  of  domestic  corporations  to  their  total  liabil- 
ities. The  Secretary  of  the  Treasury  determines  this  ratio  each 
year. 

If  the  foreign  insurance  company's  surplus  held  in  the  United 
States  is  less  than  this  minimum  amount,  then  certain  deductions 
of  the  company  decrease.  The  policy  and  other  contract  liability  re- 
quirements, and  the  required  interest  for  computing  gain  from  op- 
erations, are  reduced  by  the  deficiency  multiplied  by  the  current 
earnings  rate.  An  increase  in  tax  caused  by  this  adjustment  of  sur- 
plus may  be  offset  by  a  reduction  in  the  flat-rate  tax  on  investment 
income  not  effectively  connected  with  the  U.S.  business.  The  reason 
for  reduction  in  the  flat-rate  tax  is  that  part  of  that  investment 
income,  in  effect,  may  be  income  subject  to  tax  under  the  minimum 
surplus  adjustment. 

For  the  purpose  of  this  minimum  surplus  requirement,  Regula- 
tions provide  for  a  separate  computation  of  surplus  with  respect  to 
segregated  asset  accounts  of  foreign  life  insurance  companies.  For 
such  accounts,  in  general,  the  required  surplus  is  1  percent  of  li- 
abilities (Treas.  reg.  sec.  1.819-2(b)(4)). 

Explanation  of  Provision 

The  bill  generally  retains  the  Secretary's  ratio  adjustment,  with 
modifications.  A  foreign  company  taxable  as  a  life  insurance  com- 
pany must  compare  its  surplus  held  in  the  United  States  to  a  re- 
quired surplus  computed  under  the  new  statute.  If  the  required 


2  2  Some  Canadian  insurance  companies  contended  that  the  U.S.-Canada  income  tax  treaty 
exempts  from  U.S.  tax  passive  income  they  receive  from  Canadian  sources,  even  when  that  pas- 
sive income  is  effectively  connected  with  and  attributable  to  a  U.S.  business.  The  Court  of 
Claims  has  rejected  that  contention  (Great- West  Life  Assurance  Co.  v.  United  States,  82-1  USTC 
para.  9374  (1982)). 
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surplus  exceeds  the  actual  surplus,  the  company  must  increase  its 
income  by  the  product  of  that  excess  and  its  current  investment 
yield.23 

The  bill  requires  the  calculation  of  required  surplus  in  a  manner 
similar  to  the  calculation  of  the  "minimum  figure"  under  present 
law.  The  Secretary  of  the  Treasury  is  to  calculate  the  percentage 
used  in  the  taxpayer's  calculation  in  a  manner  similar  to  the 
manner  of  present  law.  Taxpayers  will  calculate  current  invest- 
ment yield  by  dividing  net  investment  income  on  assets  held  in  the 
United  States  by  the  mean  of  assets  held  in  the  United  States.  For 
this  purpose,  only,  the  taxpayer  is  to  use  amounts  required  to  be 
set  forth  on  the  NAIC  annual  statement. 

The  bill  also  provides  definitions  of  surplus  held  in  the  United 
States  and  total  insurance  liabilities.  Surplus  held  in  the  United 
States  is  the  excess  of  assets  held  in  the  United  States  over  the 
total  insurance  liabilities  on  U.S.  business.  For  the  purpose  of  valu- 
ing assets  in  the  determination  of  surplus,  the  committee  intends 
that  the  Secretary  promulgate  regulations  that  indicate  that  tax- 
payers are  not  to  value  assets  under  the  method  used  in  the  NAIC 
statement,  but  are  to  use  a  method  similar  to  the  method  pre- 
scribed under  present  law.  Total  insurance  liabilities  mean  the  sum 
of  total  reserves  (as  defined  in  new  sec.  816(c))  plus,  to  the  extent 
not  included  in  total  reserves,  the  items  referred  to  in  paragraphs 
(3),  (4),  (5),  and  (6)  of  new  section  807(c).  The  committee  intends  that 
the  Secretary  adopt  regulations  governing  required  surplus  attrib- 
utable to  segregated  asset  accounts  similar  to  the  regulations  in 
effect  under  current  law. 

As  under  present  law,  an  increase  in  tax  caused  by  this  adjust- 
ment of  surplus  may  be  offset  by  a  reduction  in  the  flat-rate  tax  on 
investment  income  not  effectively  connected  with  the  U.S.  busi- 
ness. 

The  bill  provides  a  new  rule  for  foreign  mutual  life  insurance 
companies  that  reflects  the  equity  base  concept  of  the  new  statute. 
Each  such  company  that  is  taxable  as  a  life  insurance  company  in 
the  United  States  is  to  increase  its  equity  base  by  the  excess  (if 
any)  of  its  required  surplus  over  its  actual  surplus. 

k.  Contiguous  country  branches  of  U.S.  life  insurance  companies 

(new  sec.  814) 

Present  Law 

U.S.  corporations  are  taxable  on  worldwide  income,  including  for- 
eign income  (although  the  foreign  tax  credit  may  offset  U.S.  tax  on 
foreign  income).  In  general,  foreign  corporations  (even  those  wholly 
owned  by  U.S.  persons)  are  not  subject  to  U.S.  tax  on  foreign 
income.  U.S.  shareholders  of  a  foreign  corporation  generally  are 
exempt  from  U.S.  tax  on  the  earnings  of  the  foreign  corporation 
until  it  pays  them  a  dividend  (unless  it  engages  in  tax-haven  or  tax 


23  Some  have  suggested  that  this  imputation  of  income  (rather  than  a  reduction  of  a  deduc- 
tion, as  in  present  law)  may  exceed  the  taxing  power  granted  under  the  Sixteenth  Amendment. 
Were  this  or  any  other  provision  of  this  title  of  the  bill  found  to  be  unconstitutional,  the  com- 
mittee intends  sec.  7852(a)  to  operate  to  preserve  the  remainder  of  the  bill's  provisions. 
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avoidance  activity).  Foreign  branch  operations  of  U.S.  taxpayers 
generally  are  subject  to  tax  currently. 

Branches  of  mutual  companies  generally  derive  their  income 
from  the  issuance  of  policies  on  local  risks  and  from  investment 
income  from  reserves  on  local  risks.  Under  the  principle  of  mutual- 
ity, this  income  inures  solely  to  the  benefit  of  local  policyholders. 
Thus,  a  foreign  branch  of  a  mutual  life  insurance  company  is  simi- 
lar to  a  foreign  corporation  owned  by  non-U.S.  persons.  Congress, 
therefore,  provided  that  a  U.S.  mutual  life  insurance  company  may 
generally  elect  to  exempt  the  income  of  its  branches  that  operate 
in  Canada  or  Mexico  (sec.  819A)24  so  long  as  the  foreign  branch 
does  not  repatriate  its  income  to  the  United  States.  Repatriation  of 
contiguous  country  branch  income  results  in  an  increase  in  life  in- 
surance company  taxable  income.  In  this  respect,  the  treatment  of 
contiguous  country  branches  corresponds  generally  to  the  treat- 
ment of  foreign  subsidiaries  of  U.S.  parent  companies. 

In  general,  a  transfer  of  property  by  a  U.S.  person  to  a  foreign 
corporation  can  qualify  for  nonrecognition  treatment  only  if  the  ex- 
change does  not  have  as  one  of  its  principal  purposes  the  avoidance 
of  U.S.  tax  (sec.  367).  A  special  rule  applies  (1)  to  elections  by  U.S. 
mutual  life  companies  to  use  the  special  contiguous  country  branch 
rule  and  (2)  to  certain  incorporations  by  U.S.  stock  life  companies 
of  contiguous  country  subsidiaries.  In  general,  in  each  case,  there  is 
a  deemed  sale  of  the  invested  assets  and  tangible  property  subject 
to  the  election  or  transferred  in  the  incorporation.  The  gain  that 
the  company  must  recognize  is  the  excess  of  the  fair  market  value 
of  those  invested  assets  and  that  tangible  property  over  their  ag- 
gregate adjusted  basis.  The  company  does  not  recognize  gain  attrib- 
utable to  goodwill,  since  it  is  an  intangible  asset. 

Explanation  of  Provision 

The  bill  retains  the  contiguous  country  branch  rule  of  present 
law,  with  technical  modifications.  Thus,  repatriation  of  contiguous 
country  branch  income  will  result  in  an  increase  in  income.  As 
under  present  law,  payments,  transfers,  reimbursements,  credits, 
or  allowances  which  are  made  from  a  separate  contiguous  country 
branch  account  to  one  or  more  accounts  of  the  domestic  company 
as  reimbursements  for  costs  (e.g.,  home  office  services)  incurred  for 
or  with  respect  to  the  insurance  (including  reinsurance)  of  risks  ac- 
counted for  in  the  separate  branch  account  are  taken  into  account 
by  the  domestic  company  in  the  same  manner  as  if  the  payment, 
transfer,  reimbursement,  credit,  or  allowance  were  received  from  a 
separate  person.  For  this  purpose  the  rules  in  the  Internal  Revenue 
Code  (sec.  482)  dealing  with  reimbursement  of  costs  between  relat- 
ed parties  continue  to  apply  and  the  domestic  company  must  estab- 
lish procedures  for  billing  the  branch  at  arm's  length.  As  under 
present  law,  reimbursements  under  this  provision  are  not  treated 
as  repatriation  of  income. 

If  amounts  are  directly  or  indirectly  transferred  or  credited  from 
a  contiguous  country  branch  account  to  one  or  more  other  accounts 


24  For  the  legislative  history  of  these  life  insurance  company  provisions,  see  H.R.  Rep.  No.  94- 
658,  94th  Cong.,  1st  Sess.  248-252,  and  S.  Rep.  No.  94-938,  94th  Cong.,  2d  Sess.  271-275. 
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of  the  domestic  company  they  are  to  be  added  to  the  income  of  the 
domestic  company  except  to  the  extent  the  transfers  are  reimburse- 
ments for  home  office  services.  The  amount  added  to  income 
cannot  exceed  the  amount  by  which  the  aggregate  decrease  in  the 
tentative  LICTI  for  the  taxable  year  and  for  all  prior  taxable  years 
resulting  solely  from  the  application  of  these  exclusion  provisions 
with  respect  to  the  contiguous  country  branch  exceeds  the  amount 
of  additions  to  the  tentative  LICTI  with  respect  to  that  branch 
which  were  treated  as  a  repatriation  of  income  for  all  prior  taxable 
years.  For  this  purpose,  in  the  case  of  a  prior  taxable  year  begin- 
ning before  January  1,  1983,  "tentative  LICTI"  means  life  insur- 
ance company  taxable  income  computed  under  the  law  in  effect 
during  the  earlier  taxable  year. 

Section  113  of  the  bill  provides  that  an  election  under  section 
8 19 A  of  current  law  will  be  treated  as  an  election  under  new  sec- 
tion 814,  and  that  references  to  new  section  814  will  be  treated  as 
references  to  the  corresponding  provision  of  section  8 19 A  of  current 
law. 

1.  Rules  relating  to  capital  gains  and  losses  (new  sec.  818) 
Present  Law 

With  respect  to  property  used  in  a  trade  or  business  and  held  for 
more  than  12  months,  present  law  provides,  in  general,  that  if  the 
gains  from  the  sale  or  exchange  of  such  property  exceed  such 
losses,  then  each  gain  and  loss  is  treated  as  though  it  was  from  the 
sale  or  exchange  of  a  long-term  capital  asset.  If  the  losses  exceed 
the  gains,  then  each  gain  or  loss  is  considered  as  not  being  from 
the  sale  or  exchange  of  a  capital  asset,  with  the  result  that  ordi- 
nary gain  or  loss  is  realized. 

In  the  case  of  life  insurance  companies,  a  special  rule  applies 
which  modifies  the  general  rule  by  limiting  the  term  "property 
used  in  the  trade  or  business"  to  include  only  property  used  in  car- 
rying on  an  insurance  business.  Further,  for  purposes  of  section 
1221(2)  (excluding  certain  property  from  the  term  "capital  assets"), 
the  reference  to  property  used  in  trade  or  business  is  treated  as  in- 
cluding only  property  used  in  carrying  on  an  insurance  business. 

In  both  cases,  the  term  "property  used  in  carrying  on  an  insur- 
ance business"  means  only  those  assets  used  in  the  operation  of  the 
insurance  trade  or  business. 

Under  present  law,  the  amount  of  gain  that  is  recognized  on  the 
sale  or  other  disposition  of  certain  property  acquired  before  Decem- 
ber 31,  1958  is  limited.  In  the  case  of  property  acquired  after  De- 
cember 31,  1958,  having  a  substituted  basis  (within  the  meaning  of 
sec.  1016(b)),  the  limitation  on  the  gain  recognized  shall  apply  if  the 
property  or  properties  were  held  only  by  life  insurance  companies 
during  the  relevant  periods.  The  term  "property"  does  not  include 
insurance  and  annuity  contracts  (and  contracts  supplementary 
thereto)  and  property  described  in  section  1221  relating  to  stock  in 
trade  or  inventory-type  property. 
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Explanation  of  Provision 

The  bill  continues  the  present-law  treatment  relating  to  capital 
gains  and  losses  and  gains  and  losses  on  property  used  in  the  trade 
or  business  for  life  insurance  companies.  These  rules  are  found  in 
new  sections  818(b),  (c),  and  (d). 

Under  the  present-law  provisions,  there  are  regulations  for  as- 
sumption reinsurance  transactions  which  are  generally  treated  as  a 
sale  of  a  block  of  business.  The  bill  continues  the  current  distinc- 
tion between  indemnity  and  assumption  reinsurance  arrangements. 

m.  Technical  and  conforming  amendments  (sec.  211(b)  of  the  bill) 

Section  211(b)  of  the  bill  contains  27  technical  changes  to  the  pro- 
visions of  the  Internal  Revenue  Code  of  1954  outside  of  Part  I  of 
subchapter  L.  These  amendments  conform  the  existing  provisions 
of  the  1954  Code  to  the  new  single  phase  tax  system  adopted  for 
life  insurance  companies  under  the  bill. 

n.  Effective  date  and  transitional  rules  (sees.  215,  216,  and  217  of 

the  bill) 

Effective  Date 

Generally,  the  life  insurance  company  taxation  provisions  apply 
to  taxable  years  beginning  after  December  31,  1983. 

Transitional  Rules 
Reserves  computed  on  a  new  basis 

As  of  the  beginning  of  the  first  taxable  year  after  December  31, 
1983,  the  reserve  for  any  contract  shall  be  recomputed  as  if  the 
amendments  made  in  this  bill  had  applied  to  such  contract  when  it 
was  issued. 

Any  change  in  accounting  (e.g.,  in  computing  the  policyholder 
dividends  deduction)  or  any  change  in  the  method  of  computing  re- 
serves which  is  required  by  the  amendments  made  in  this  bill  will 
not  be  treated  as  a  change  in  the  method  of  accounting  or  in  the 
method  of  computing  reserves,  and  will  not  give  rise  to  income  or 
loss.  This  "fresh  start"  provision  will  apply  solely  to  changes  made 
between  any  company's  first  taxable  year  beginning  after  Decem- 
ber 31,  1983,  and  the  preceding  taxable  year. 

This  "fresh  start"  rule  is  not  applicable  to  any  recomputation  of 
reserves  transferred  pursuant  to  a  reinsurance  agreement  entered 
into,  modified  or  terminated  after  September  27,  1983,  and  before 
January  1,  1984.  The  bill  also  provides  that  if  expenses  have  been 
transferred  between  insurance  companies  pursuant  to  a  reinsur- 
ance agreement  that  is  entered  into,  modified,  or  terminated  after 
September  27,  1983  (and  before  January  1,  1984),  any  income  at- 
tributable to  those  expenses  and  taken  into  account  in  a  later  year 
cannot  be  taken  into  account  for  purposes  of  determining  the 
amount  of  the  special  life  insurance  company  deduction  and  the 
small  life  insurance  company  deduction.  Under  this  provision,  a 
company  is  required  to  take  into  account  any  decrease  in  reserves 
caused  by  the  recomputation  of  tax  reserves,  and  cannot  take  into 
account  expenses,  to  the  extent  the  reserves  or  expenses  were 
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transferred  between  the  parties  pursuant  to  a  reinsurance  agree- 
ment the  entering  into,  modification  or  termination  of  which  was 
within  the  prohibited  period  of  time.  However,  if  the  entering  into, 
modification  or  termination  of  the  agreement  occurred  during  such 
time  because  of  a  binding  agreement  between  the  parties  or  writ- 
ten notice  on  an  earlier  date,  the  date  of  the  earlier  agreement  con- 
trols whether  there  is  a  denial  of  the  fresh  start  provisions  of  the 
bill. 

Also,  the  "fresh  start"  rule  does  not  apply  to  any  reserve 
strengthening  reported  for  Federal  income  tax  purposes  after  Sep- 
tember 27,  1983,  for  a  taxable  year  ending  before  January  1,  1984. 
For  these  purposes,  the  phrase  "any  reserve  strengthening"  is  in- 
tended to  refer  to  the  computation  of  reserves  on  contracts  issued 
in  1983  at  an  interest  rate  that  is  lower  than  the  rate  normally  as- 
sumed in  computing  reserves  for  similar  contracts,  or  to  the 
strengthening  of  reserves  for  tax  purposes,  generally,  on  existing 
business.  An  election  to  revalue  reserves  under  present-law  section 
818(c)  that  is  made  on  a  return  filed  after  September  27,  1983,  and 
increases  the  reserves  for  tax  purposes,  will  be  considered  general 
reserve  strengthening  for  tax  purposes  under  this  provision  to  the 
extent  of  the  benefit  received  by  the  taxpayer  from  the  election. 

Under  the  bill,  any  income  arising  from  the  nonapplication  of 
the  "fresh  start"  rule  will  be  taken  into  account  over  10  years  and 
will  be  added  to  income  ratably  in  each  year  after  determining  the 
amount  of  the  special  life  insurance  company  deduction  and  the 
small  life  insurance  company  deduction. 

If  a  life  insurance  company  changed  its  method  of  computing  re- 
serves, which  resulted  in  a  decrease  in  reserves  in  any  taxable  year 
beginning  before  1984,  the  resulting  income  will  not  be  taken  into 
account  in  any  taxable  }'ear  beginning  after  1983.  Thus,  a  company 
that  changed  its  reserve  method  in  a  manner  that  reduced  the  re- 
serves before  adoption  of  the  new  Federally  prescribed  reserve 
rules  will  not  be  treated  differently  from  a  company  whose  re- 
serves for  tax  purposes  are  reduced  by  the  bill.  However,  any  in- 
crease in  reserves  resulting  from  a  change  in  a  tax  year  beginning 
before  1984  shall  be  taken  into  account  after  1983  to  the  extent 
that  the  amount  of  the  increase  that  would  have  been  taken  into 
account  (under  present  law)  after  1983  exceeds  the  amount  of  any 
fresh  start  adjustment  attributable  to  contracts  for  which  there 
was  such  an  increase  in  reserves.  Likewise,  no  premium  will  be  in- 
cluded in  income  to  the  extent  such  premium  is  directly  related  to 
an  increase  in  a  reserve  for  which  a  deduction  is  disallowed  under 
this  provision  of  the  bill. 

Installment  contracts 

If,  prior  to  January  1,  1984,  an  election  is  made  to  treat  income 
from  an  installment  obligation  as  investment  income,  any  income 
from  such  obligation  shall  be  treated  as  attributable  to  a  noninsur- 
ance  business.  Noninsurance  business  is  defined  as  any  trade  or 
business  which  is  not  an  insurance  business;  however,  any  nonin- 
surance business  that  traditionally  has  been  carried  on  by  life  in- 
surance companies  for  investment  purposes  shall  be  treated  as  an 
insurance  business. 
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Determination  of  tentative  LICTI  in  cases  of  acquisitions  in  1980, 
1981,  1982  and  1983. 

In  certain  specific  cases  that  involve  the  acquisition  of  1  or  more 
insurance  companies,  a  transitional  rule  is  provided  which  permits 
increases  in  tentative  LICTI  for  taxable  years  beginning  after  De- 
cember 31,  1983,  and  before  January  1,  1986.  In  order  to  qualify,  a 
corporation  had  to  acquire  the  assets  of  one  or  more  insurance 
companies  after  1979  and  before  April  1,  1983.  In  addition,  the 
bases  of  the  acquired  assets  in  the  hands  of  the  acquiring  corpora- 
tion had  to  have  been  determined  under  sec.  334(b)(2)  (relating  to 
the  basis  of  property  received  in  complete  liquidation  of  a  subsidi- 
ary) or  the  corporation  had  to  have  made  an  election  under  sec.  338 
(relating  to  the  treatment  of  stock  purchases  as  asset  acquisitions). 
If  these  tests  are  met,  then  the  tentative  LICTI  of  the  corporation 
holding  the  assets  for  taxable  years  1984  and  1985  shall  be  in- 
creased by  the  deduction  allowable  for  the  amortization  of  the  cost 
of  insurance  contracts  acquired  in  the  acquisition  and  for  any  por- 
tion of  any  operations  loss  deduction  attributable  to  such  amortiza- 
tion. 

The  effect  of  the  increase  in  tentative  LICTI  is  to  increase  the 
base  for  the  60  percent  (of  the  first  $3  million)  small  life  insurance 
company  deduction  and  the  25  percent  special  life  insurance  com- 
pany deduction. 

Special  allocation  rule  for  reinsurance  agreements 

Any  contract  that  was  issued  before  September  27,  1983,  which  is 
reinsured  before  that  date  under  a  reinsurance  agreement  entered 
into  before  September  27,  1983,  will  not  be  subject  to  the  allocation 
and  recharacterization  authority  granted  the  Secretary  of  the 
Treasury  in  section  811(d)  of  this  bill. 

Treatment  of  a  stock-mutual  company 

Any  company  that  has  been  operating  for  a  ten-year  period 
ending  on  December  31,  1983,  as  a  mutual  life  insurance  company 
with  shareholders,  as  authorized  by  the  law  of  the  State  in  which  it 
is  domiciled,  shall  be  treated  as  a  stock  life  insurance  company, 
except  that  such  company  shall  be  treated  as  a  mutual  life  insur- 
ance company  with  respect  to  the  mutual  portion  of  its  equity  base. 
In  any  calendar  year,  the  mutual  portion  of  items  of  gain  from  op- 
erations, equity  base,  dividends  to  policyholders,  assets,  reserves, 
and  any  other  items  shall  be  determined  as  prescribed  for  report- 
ing in  the  annual  statement. 


3.  Taxation  of  Life  Insurance  Products 
a.  Definition  of  a  life  insurance  contract  (new  sec.  7702) 
Present  Law 

Generally,  there  is  no  statutory  definition  of  life  insurance  under 
present  law.  A  life  insurance  contract  is  defined  generally  in  sec- 
tion 1035  (relating  to  tax-free  exchanges)  as  a  contract  with  a  life 
insurance  company  which  depends  in  part  on  the  life  expectancy  of 
the  insured  and  which  is  not  ordinarily  payable  in  full  during  the 
life  of  the  insured. 

Income  earned  on  the  cash  surrender  value  of  a  contract  is  not 
taxed  currently  to  the  policyholder,  but  it  is  taxed  upon  termina- 
tion of  the  contract  prior  to  death  to  the  extent  that  the  cash  sur- 
render value  exceeds  the  policyholder's  investment  in  the  contract, 
i.e.,  the  sum  of  all  premiums  paid  on  the  contract.  Gross  income 
does  not  include  amounts  received  by  a  beneficiary  under  a  life  in- 
surance contract,  if  the  amounts  are  paid  because  of  the  death  of 
the  insured. 

In  TEFRA,  Congress  enacted  temporary  guidelines  for  determin- 
ing whether  flexible  premium  life  insurance  contracts  (e.g.,  univer- 
sal life  or  adjustable  life)  qualified  as  life  insurance  contracts  for 
purposes  of  the  exclusion  of  death  benefits  from  income.  Violation 
of  the  guidelines  at  any  time  during  the  contract  causes  the  con- 
tract to  be  treated  as  providing  a  combination  of  term  life  insur- 
ance and  an  annuity  or  a  deposit  fund  (depending  on  the  terms  of 
the  contract).  In  the  event  of  the  death  of  the  insured,  only  the 
term  life  insurance  component  is  excluded  from  gross  income. 

1982  and  1983  temporary  guidelines 

Under  the  temporary  guidelines  which  apply  to  1982  and  1983, 
death  proceeds  from  flexible  premium  life  insurance  contracts  are 
treated  as  life  insurance  if  either  of  two  tests  are  met. 

Alternative  1 

Under  the  first  of  the  two  alternative  tests,  a  contract  qualifies 

if: 

(a)  The  sum  of  the  premiums  paid  for  the  benefits  at  any  time 
does  not  exceed  the  net  single  premium  (  based  on  interest  rates  at 
6  percent)  or  the  sum  of  the  net  level  premiums  (based  on  interest 
rates  at  4  percent),  assuming  the  policy  matures  no  earlier  than  in 
20  years  or  at  age  95,  (if  earlier);  and 

(b)  the  death  benefit  is  at  least  140  percent  of  cash  value  at  age 
40,  phasing  down  one  percentage  point  each  year  to  105  percent. 
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Alternative  2 

Under  the  second  of  the  two  alternative  tests,  a  contract  qualifies 
if  the  cash  surrender  value  does  not  exceed  the  net  single  premium 
(based  on  interest  rates  at  4  percent  and  the  most  recent  mortality 
table)  for  the  amount  payable  at  death,  assuming  the  policy  ma- 
tures no  earlier  than  age  95. 


The  bill  adopts  a  definition  of  a  life  insurance  contract  for  pur- 
poses of  the  Internal  Revenue  Code.  This  provision  extends  to  all 
life  insurance  contracts  rules  that  are  similar  to  those  contained  in 
the  temporary  provisions  of  TEFRA.  Since  the  committee  was  con- 
cerned with  the  proliferation  of  investment-oriented  life  insurance 
products,  the  definition  has  been  narrowed  in  some  respects. 

Definition  of  life  insurance 

A  life  insurance  contract  is  defined  as  any  contract,  which  is  a 
life  insurance  contract  under  the  applicable  State  or  foreign  law, 
,  but  only  if  the  contract  meets  either  of  two  alternatives:  (1)  a  cash 
value  accumulation  test,  or  (2)  a  test  consisting  of  a  guideline  pre- 
mium requirement  and  a  cash  value  corridor  requirement.  Which- 
ever test  is  chosen,  that  test  must  be  met  for  the  entire  life  of  the 
contract  in  order  for  the  contract  to  be  treated  as  life  insurance  for 
tax  purposes. 

The  term  "life  insurance  contract"  does  not  include  that  portion 
of  any  contract  that  is  treated  under  State  law  as  providing  any 
annuity  benefits  other  than  as  a  settlement  option.  Thus,  although 
a  life  insurance  contract  may  provide  by  rider  for  annuity  benefits, 
the  annuity  portion  of  the  contract  is  not  part  of  the  life  insurance 
contract  for  tax  purposes  and  such  annuity  benefits  may  not  be  re- 
flected in  computing  the  guideline  premiums.  Thus,  an  insurance 
arrangement  written  as  a  combination  of  term  life  insurance  with 
an  annuity  contract,  or  with  a  premium  deposit  fund,  is  not  a  life 
insurance  contract  for  purposes  of  the  guidelines  because  all  of  the 

I  elements  of  the  contract  are  not  treated  under  State  law  as  provid- 
ing a  single  integrated  death  benefit.  As  a  result,  only  the  term 
portion  of  any  such  contract  can  meet  the  tests  and  be  treated  as 
life  insurance  proceeds  upon  the  insured's  death.  However,  any  life 
insurance  contract  that  is  treated  under  State  law  as  a  single,  inte- 
grated life  insurance  contract  and  that  satisfies  these  guidelines 
will  be  treated  for  Federal  tax  purposes  as  a  single  contract  of  life 
insurance  and  not  as  a  contract  that  provides  separate  life  insur- 
ance and  annuity  benefits. 
In  the  case  of  variable  life  insurance  contracts  (as  defined  in  sec. 

I  817),  the  determination  as  to  whether  the  contract  meets  the  cash 
value  accumulation  test,  or  the  guideline  premium  requirements, 
and  falls  within  the  cash  value  corridor  shall  be  made  whenever 
the  amount  of  the  death  benefits  under  the  contract  change,  but 
not  less  frequently  than  once  during  each  12-month  period.  Fur- 
ther, if  a  contract  is  checked  to  see  if  it  satisfies  the  requirements 
once  a  year,  the  determination  must  be  made  at  the  same  time 
each  year. 


Explanation  of  Provision 


\ 
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Cash  value  accumulation  test 

The  first  alternative  test  under  which  a  contract  may  qualify  as 
a  life  insurance  contract  is  the  cash  value  accumulation  test.  This 
test  is  intended  to  allow  traditional  whole  life  policies,  with  cash 
values  that  accumulate  based  on  reasonable  interest  rates,  to  con- 
tinue to  qualify  as  life  insurance  contracts.  Certain  contracts  that 
have  been  traditionally  sold  by  life  insurance  companies,  such  as 
endowment  contracts,  will  not  continue  to  be  classified  as  life  in- 
surance contracts  because  of  their  innate  investment  orientation. 

Under  this  test,  the  cash  surrender  value  of  the  contract  may  not 
at  any  time  exceed  the  net  single  premium  which  would  have  to  be 
paid  at  such  time  in  order  to  fund  the  future  benefits  under  the 
contract  assuming  the  contract  matures  no  earlier  than  age  95  for 
the  insured.  Thus,  this  test  allows  a  recomputation  of  the  limita- 
tion (the  net  single  premium)  at  any  point  in  time  during  the  con- 
tract period  based  on  the  future  benefits  guaranteed  under  the  con- 
tract at  that  time.  The  term  future  benefits  under  the  bill  means 
death  benefits  and  endowment  benefits.  The  death  benefit  is  the 
amount  that  is  payable  in  the  event  of  the  death  of  the  insured, 
without  regard  to  any  qualified  additional  benefits.  Cash  surrender 
value  is  defined  in  the  bill  as  the  cash  value  of  any  contract  (i.e., 
any  amount  to  which  the  policyholder  is  entitled  upon  surrender 
and  against  which  the  policyholder  can  borrow)  determined  with- 
out regard  to  any  surrender  charge,  policy  loan,  or  a  reasonable 
termination  dividend.  For  these  purposes,  termination  dividends 
will  be  considered  reasonable  based  on  what  has  been  the  historical 
practice  of  the  industry  in  paying  such  dividends.  Historically,  ter- 
mination dividends  have  been  modest  in  amount.  For  example,  the 
committee  understands  that  New  York  State  prescribes  a  maxi- 
mum termination  dividend  of  $35  per  $1000  of  face  amount  of  the 
policy.  Just  as  termination  dividends  are  not  reflected  in  the  cash 
surrender  value,  any  policyholder  dividends  left  on  deposit  with  the 
company  to  accumulate  interest  is  not  part  of  the  cash  surrender 
value  of  a  contract;  interest  income  on  such  dividend  accumula- 
tions is  currently  taxable  to  the  policyholder  because  the  amounts 
are  not  held  pursuant  to  an  insurance  or  annuity  contract.  Like- 
wise, amounts  that  are  returned  to  a  policyholder  of  a  credit  life 
insurance  policy  because  the  policy  has  been  terminated  upon  full 
payment  of  the  debt  will  not  be  considered  part  of  any  cash  surren- 
der value  because,  generally,  such  amount  is  not  subject  to  borrow- 
ing under  the  policy. 

Whether  a  contract  meets  this  test  of  a  life  insurance  contract 
will  be  determined  on  the  basis  of  the  terms  of  the  contract.  In 
making  the  determination  that  a  life  insurance  contract  meets  the 
cash  value  accumulation  test,  the  net  single  premium  for  any  time 
will  be  computed  using  a  rate  of  interest  that  is  the  greater  of  an 
annual  effective  rate  of  4  percent  or  the  rate  or  rates  guaranteed 
on  the  issuance  of  the  contract.  To  be  consistent  with  the  defini- 
tional test  reference  to  the  cash  surrender  value,  the  "rate  or  rates 
guaranteed  on  the  issuance  of  the  contract"  means  the  interest 
rate  or  rates  reflected  in  the  contract's  nonforfeiture  values.  With 
respect  to  variable  contracts  that  do  not  have  a  guaranteed  rate, 
then  the  4-percent  rate  shall  apply.  The  mortality  charges  taken 
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j  into  account  in  computing  the  net  single  premium  will  be  those 
specified  in  the  contract  or,  if  none  are  specified  in  the  contract, 
the  mortality  charges  used  in  determining  the  statutory  reserves 

I     for  the  contract. 

The  amount  of  any  qualified  additional  benefits  will  not  be  taken 
into  account  in  determining  the  net  single  premium.  However,  the 

I  charge  stated  in  the  contract  for  the  qualified  additional  benefit 
will  be  treated  as  a  future  benefit,  thereby  increasing  the  cash 

!  value  limitation  by  the  discounted  value  of  such  charge.  For  life  in- 
surance contracts,  qualified  additional  benefits  are  guaranteed  in- 
surability, accidental  death  or  disability,  family  term  coverage,  dis- 

'  ability  waiver,  and  any  other  benefits  prescribed  under  regulations. 
In  the  case  of  any  other  additional  benefit  which  is  not  a  qualified 
additional  benefit  and  which  is  not  prefunded,  neither  the  benefit 
nor  the  charge  for  such  benefit  will  be  taken  into  account.  For  ex- 
ample, if  a  contract  provides  for  business  term  insurance  as  an  ad- 
ditional benefit,  neither  the  term  insurance  nor  the  charge  for  the 
insurance  will  be  considered  a  future  benefit. 

I     Guideline  premium  and  cash  value  corridor  test  requirements 

The  second  alternative  test  under  which  a  contract  may  qualify 
as  a  life  insurance  contract  has  two  requirements;  the  guideline 
premium  limitation  and  the  cash  value  corridor.  The  guideline  pre- 
mium portion  of  the  test  distinguishes  between  contracts  under 
which  the  policyholder  makes  traditional  levels  of  investment 
through  premiums  and  those  which  involve  greater  investments  by 

i  the  policyholder.  The  cash  value  corridor  disqualifies  contracts 
which  allow  excessive  amounts  of  cash  value  to  build  up  (i.e.,  pre- 
miums, plus  income  on  which  tax  has  been  deferred)  relative  to  the 
life  insurance  risk.  In  combination,  these  requirements  are  intend- 
ed to  limit  the  definition  of  life  insurance  to  contracts  which  re- 
quire only  relatively  modest  investment  and  permit  relatively 
modest  investment  returns. 
The  specifics  of  these  requirements  are  described  below. 
Guideline  premium  limitation. — A  life  insurance  contract  will 
meet  the  guideline  premium  limitation  if  the  sum  of  the  premiums 
paid  under  the  contract  does  not  at  any  time  exceed  the  greater  of 
the  guideline  single  premium  or  the  sum  of  the  guideline  level  pre- 
miums to  such  date.  The  guideline  single  premium  for  any  contract 
is  the  premium  at  issue  required  to  fund  future  benefits  under  the 
contract.  The  computation  of  the  guideline  single  premium  must 
take  into  account  (1)  the  mortality  charges  specified  in  the  con- 
tract, or  used  in  determining  the  statutory  reserves  for  the  con- 
tract if  none  is  specified  in  the  contract,  (2)  any  other  charges  spec- 

!     ifled  in  the  contract  (either  for  expenses  or  for  supplemental  bene- 

I  fits),  and  (3)  interest  at  the  greater  of  a  6-percent  annual  effective 
rate  or  the  minimum  rate  or  rates  guaranteed  on  the  issuance  of 

!  the  contract.  The  guideline  level  premium  is  the  level  annual 
amount,  payable  over  a  period  that  does  not  end  before  the  insured 
attains  age  95,  which  is  necessary  to  fund  future  benefits  under  the 

I     contract.25  The  computation  is  made  on  the  same  basis  as  that  for 


2  5  To  the  extent  the  guideline  level  premium  includes  a  charge  for  an  additional  benefit  that 
is  scheduled  to  cease  at  a  certain  age  (i.e.,  there  are  discrete  payment  periods  for  separate  policy 
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the  guideline  single  premium,  except  that  the  statutory  interest 
rate  is  4  percent  instead  of  6  percent. 

A  premium  payment  that  causes  the  sum  of  the  premiums  paid 
to  exceed  the  guideline  premium  limitation  will  not  result  in  the 
contract  failing  the  test  if  the  premium  payment  is  necessary  to 
prevent  termination  of  the  contract  on  or  before  the  end  of  the  con- 
tract year,  but  only  if  the  contract  would  terminate  without  cash 
value  but  for  such  payment.  Also,  if  it  is  established  to  the  satisfac- 
tion of  the  Secretary  that  the  requirement  was  not  met  due  to  rea- 
sonable error  and  reasonable  steps  are  being  taken  to  remedy  the 
error,  the  Secretary  may  waive  the  first  requirement.  Premium 
amounts  returned  to  a  policyholder,  with  interest,  within  60  days 
after  the  end  of  a  contract  year  in  order  to  comply  with  the  guide- 
line premium  requirement  are  treated  as  a  reduction  of  the  premi- 
ums paid  during  the  year.  The  interest  paid  on  such  return  premi- 
ums is  includible  in  gross  income.  This  "hold  harmless"  provision 
in  the  event  of  a  timely  correction  is  comparable  to  similar  provi- 
sions elsewhere  in  the  Code. 

Cash  value  corridor. — A  life  insurance  contract  will  fall  within 
the  cash  value  corridor  if  the  death  benefit  under  the  contract  at 
any  time  is  equal  to  at  least  the  applicable  percentage  of  the  cash 
surrender  value.  Applicable  percentages  are  set  forth  in  a  statutory 
table.  Under  the  table,  an  insured  person,  who  is  55  years  of  age  at 
the  beginning  of  a  contract  year  and  has  a  life  insurance  contract 
with  $10,000  in  cash  surrender  value,  must  have  a  death  benefit  at 
that  time  of  at  least  $15,000  (150  percent  of  $10,000). 

As  the  table  shows,  the  applicable  percentage  to  determine  the 
minimum  death  benefit  starts  at  250  percent  of  the  cash  surrender 
value  for  an  insured  person  up  to  40  years  of  age,  and  the  percent- 
age decreases  to  100  percent  when  the  insured  person  reaches  age 
95.  Starting  at  age  40,  there  are  9  age  brackets  with  5-year  inter- 
vals (except  for  one  15-year  interval)  to  which  a  specific  applicable 
percentage  range  has  been  assigned.  The  applicable  percentage  will 
decrease  by  the  same  amount  for  each  year  in  that  age  bracket. 
For  example,  for  the  55  to  60  age  bracket,  the  applicable  percent- 
age falls  from  150  to  130  percent,  or  4  percentage  points  for  each 
annual  increase  in  age.  At  57,  the  applicable  percentage  will  be 
142. 

The  statutory  table  of  applicable  percentages  follows. 


In  the  case  of  an  insured  with  an 
attained  age  as  of  the  beginning  of  the 
contract  year  of: 


More  than — 

0  

40  

45  

50  


But  not 
more 
than 

40 

45 
50 
55 


The  applicable  percentages  shall 
decrease  by  a  ratable  portion  for  each 
full  year: 


From—  To— 

250   250 

250   215 

215   185 

185   150 


benefits),  the  charges  for  such  benefit  should  be  reflected  in  a  level  manner  over  the  period  such 
charges  are  being  incurred.  This  prevents  post-funding  of  the  qualified  additional  benefit. 
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In  the  case  of  an  insured  with  an 
attained  age  as  of  the  beginning  of  the 
contract  year  of: 


More  than — 

55  

60  

65  

70  

75  

90  


But  not 
more 
than 

60 

65 
70 
75 
90 
95 


The  applicable  percentages  shall 
decrease  by  a  ratable  portion  for  each 
full  year: 


From—  To— 

150   130 

130   120 

120   115 

115   105 

105   105 

105   100 


For  purposes  of  applying  the  cash  value  corridor  and  the  guide- 
line premium  limitation  (as  well  as  the  computational  rules  de- 
scribed below),  the  attained  age  of  the  insured  means  the  insured's 
age  determined  by  reference  to  contract  anniversaries  (rather  than 
the  individual's  actual  birthdays),  so  long  as  the  age  assumed 
under  the  contract  is  within  12  months  of  the  actual  age. 

Computation  of  benefits 

The  bill  provides  three  general  rules  or  assumptions  to  be  ap- 
plied in  computing  the  limitations  set  forth  in  the  definitional 
tests.  These  rules  only  restrict  the  actual  provisions  and  benefits 
that  can  be  offered  in  a  life  insurance  contract  to  the  extent  that 
they  restrict  the  allowable  cash  surrender  value  (under  both  tests) 
or  the  allowable  funding  pattern  (under  the  guideline  premium 
limitation). 

First,  in  computing  the  benefits  under  any  contract,  the  death 
benefit  shall  be  deemed  not  to  increase  at  any  time  during  the  life 
of  the  contract  (qualified  additional  benefits  will  be  treated  in  the 
same  way).  Thus,  a  contract  cannot  assume  a  death  benefit  that  de- 
creases in  earlier  years  and  increases  in  later  years  in  order  to 
avoid  the  guideline  premium  limitation.  Second,  the  maturity  date 
shall  be  deemed  to  be  no  earlier  than  the  day  on  which  the  insured 
attains  age  95.  For  these  purposes,  the  term  maturity  date  general- 
ly means  the  termination  date  set  forth  in  the  contract  or  the  end 
of  the  mortality  table.  This  rule  generally  prevents  contracts  en- 
dowing before  age  95  from  qualifying  as  life  insurance.  The  amount 
of  any  endowment  benefit,  or  the  sum  of  any  endowment  benefits, 
shall  be  deemed  not  to  exceed  the  least  amount  payable  as  a  death 
benefit  at  any  time  under  the  contract.  For  these  purposes,  the 
term  endowment  benefits  includes  the  cash  surrender  value  at  the 
maturity  date. 

Notwithstanding  the  first  computational  rule,  under  certain  cir- 
cumstances, an  increase  in  the  death  benefit  (which  is  provided  in 
the  contract)  may  be  taken  into  account  for  purposes  of  meeting 
the  two  definitional  tests  provided  by  the  bill.  Specifically,  in  com- 
puting the  guideline  level  premium  (only)  for  a  contract,  an  in- 
creasing death  benefit  may  be  recognized  to  the  extent  necessary  to 
prevent  a  decrease  in  the  excess  of  the  death  benefit  over  the  cash 
surrender  value.  Under  a  similar  modification  of  the  cash  value  ac- 


1448 


cumulation  test,  the  cash  surrender  value  cannot  exceed  at  any 
time  the  net  level  reserve.  For  this  purpose,  the  net  level  reserve 
would  be  determined  as  though  level  annual  premiums  were  paid 
for  the  contract  until  the  insured  attains  age  95.  These  modifica- 
tions to  the  computational  rules  would  allow  the  sale  of  contracts 
where  the  death  benefit  is  defined  as  the  cash  surrender  value  plus 
a  fixed  amount  of  pure  life  insurance  protection. 

Adjustments 

The  bill  provides  that  proper  adjustments  be  made  for  any 
change  in  the  future  benefits  or  any  qualified  additional  benefit  (or 
in  any  other  terms)  under  the  contract,  which  was  not  reflected  in 
any  previous  determination  made  under  the  definitional  section. 
Changes  in  the  future  benefits  or  terms  of  a  contract  can  occur  at 
the  behest  of  the  company  or  the  policyholder,  or  by  the  passage  of 
time.  In  the  event  of  an  increase  in  current  or  future  benefits  the 
limitations  under  the  alternative  tests  must  be  computed  treating 
the  date  of  change,  in  effect,  as  a  new  date  of  issue  for  determining 
whether  the  changed  contract  continues  to  qualify  as  life  insurance 
under  the  definition  prescribed  in  the  bill.  For  example,  under  the 
cash  value  accumulation  test,  if  a  future  benefit  is  increased  be- 
cause of  a  scheduled  change  in  death  benefit  or  because  of  the  pur- 
chase of  a  paid-up  addition  (or  its  equivalent),  such  a  change  will 
require  an  adjustment  and  new  computation  of  the  net  single  pre- 
mium definitional  limitation.  Likewise,  under  the  guideline  premi- 
um limitation,  an  adjustment  will  be  required  under  similar  cir- 
cumstances, but  no  adjustment  shall  be  made  if  the  change  occurs 
automatically  due,  for  example,  to  the  crediting  of  excess  interest. 
Under  the  bill,  the  Secretary  of  the  Treasury  has  authority  to  pre- 
scribe regulations  governing  how  such  adjustments  and  computa- 
tions should  be  made.  Further,  there  is  a  special  provision  that  any 
change  in  the  terms  of  a  contract  that  reduces  the  future  benefits 
under  the  contract  shall  be  treated  as  an  exchange  of  contracts 
(under  sec.  1035),  and  so  may  give  rise  to  a  distribution  taxable  to 
the  policyholder.  This  provision  is  specifically  intended  to  apply  to 
situations  in  which  a  policyholder  changes  from  a  future  benefits 
pattern  taken  into  account  under  the  computational  provision  for 
policies  with  increases  in  death  benefits  to  a  future  benefit  of  a 
level  amount  (even  if  at  the  time  of  change  the  amount  of  death 
benefit  is  not  reduced).  If  the  adjustment  provision  results  in  a  dis- 
tribution to  the  policyholder  in  order  to  meet  the  adjusted  guide- 
lines, the  distribution  will  be  taxable  to  the  policyholder  as  ordi- 
nary income  to  the  extent  there  is  income  in  the  contract.  Howev- 
er, the  provisions  that  certain  changes  in  future  benefits  be  treated 
as  exchanges  is  not  intended  to  alter  the  application  of  the  transi- 
tion rules  for  life  insurance  contracts  (explained  below). 

Contracts  not  meeting  the  life  insurance  definition 

If  a  life  insurance  contract  does  not  meet  either  of  the  alterna- 
tive tests  under  the  definition  of  a  life  insurance  contract,  the 
income  on  the  contract  for  any  taxable  year  of  the  policyholder  will 
be  treated  as  ordinary  income  received  or  accrued  by  the  policy- 
holder during  that  year.  For  this  purpose,  the  income  on  the  con- 
tract is  the  amount  by  which  the  sum  of  the  increase  in  the  net 
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surrender  value  of  the  contract  during  the  taxable  year  and  the 
cost  of  life  insurance  protection  provided  during  the  taxable  year 
under  the  contract  exceed  the  amount  of  premiums  paid  less  any 
policyholder  dividends  paid  under  the  contract  during  the  taxable 
year.  The  term  premiums  paid  means  the  amounts  paid  as  premi- 
ums under  a  contract  less  amounts  to  which  the  rules  for  alloca- 
tion between  income  and  investment  under  annuity  and  other  con- 
tracts in  section  72(e)  apply.  Because  the  income  on  the  contract  is 
treated  as  received  by  the  policyholder,  the  income  would  be  a  dis- 
tribution subject  to  the  recordkeeping,  reporting,  and  withholding 
rules  under  present  law  relating  to  commercial  annuities  (includ- 
ing life  insurance).  It  is  hoped  this  will  provide  the  policyholder 
with  adequate  notice  that  disqualification  has  occurred,  thus  giving 
some  protection  against  underpayment  of  estimated  taxes. 

The  income  on  the  contract  for  all  prior  taxable  years  will  be 
treated  as  received  or  accrued  during  the  taxable  year  in  which  a 
life  insurance  contract  ceases  to  meet  the  definition  of  a  life  insur- 
ance contract.  The  cost  of  life  insurance  protection  provided  under 
any  contract  will  be  the  lesser  of  the  cost  of  individual  insurance 
on  the  life  of  the  insured  as  determined  on  the  basis  of  uniform 
premiums,  computed  using  5-year  age  brackets,  as  prescribed  by 
the  Secretary  by  regulations,  or  the  mortality  charge  stated  in  the 
contract. 

The  excess  of  the  amount  of  death  benefit  paid  over  the  net  sur- 
render value  of  the  contract  will  be  treated  as  paid  under  a  life  in- 
surance contract  for  purposes  of  the  exclusion  from  income  with  re- 
spect to  the  beneficiary. 

Endowment  contracts  which  meet  the  requirements  of  the  defini- 
tion of  a  life  insurance  contract  will  receive  the  same  treatment  as 
a  life  insurance  contract.  If  a  life  insurance  contract  fails  to  meet 
the  tests  in  the  definition,  it  will  nonetheless  be  treated  as  an  in- 
surance contract  for  tax  purposes.  This  insures  that  the  premiums 
and  income  credited  to  failing  policies  will  continue  to  be  taken 
into  account  by  the  insurance  company  in  computing  its  taxable 
income.  In  addition,  it  insures  that  a  company  that  issues  failing 
policies  continue  to  qualify  as  an  insurance  company. 

Effective  Date 

General  effective  date 

Generally,  the  new  definition  of  life  insurance  applies  to  con- 
tracts issued  after  December  31,  1983.  Contracts  issued  in  exchange 
for  existing  contracts  after  December  31,  1983  are  to  be  considered 
new  contracts  issued  after  that  date. 

Transition  rules 

Contracts  issued  during  1984. — Any  insurance  contract  that  is 
issued  during  1984  pursuant  to  an  existing  plan  of  insurance  will 
be  treated  as  meeting  the  definitional  requirements  of  a  life  insur- 
ance contract:  (1)  if  the  contract  (whether  or  not  a  flexible  premi- 
um contract)  meets  the  requirements  of  the  temporary  provisions 
enacted  in  TEFRA;  (2)  if  a  contract  (that  is  not  a  flexible  premium 
life  insurance  contract  as  defined  under  sec.  101(f))  meets  the  re- 
quirements set  forth  in  this  bill  by  substituting  3  percent  for  4  per- 
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cent  as  the  minimum  interest  rate  to  be  used  in  the  cash  value  ac- 
cumulation test  and  the  maturity  date  is  deemed  to  be  the  latest 
permitted  under  the  contract  (but  not  less  than  20  years  after  the 
date  of  issue  or,  if  earlier,  age  95);  or  (3)  if  the  contract  meets  cer- 
tain definitional  requirements  as  an  irreplaceable  life  insurance 
contract.26 

Contracts  issued  pursuant  to  existing  plans  of  insurance. — Under 
another  transition  rule,  certain  qualified  contracts  under  existing 
plans  of  insurance  will  qualify  as  life  insurance  contracts  under 
the  cash  value  accumulation  test,  discussed  above,  if  the  contracts 
would  meet  the  test  using  3-percent,  instead  of  4-percent,  as  the 
minimum  interest  rate.  A  "qualified  contract"  will  mean  any  con- 
tract that  requires  at  least  20  nondecreasing  annual  premium  pay- 
ments and  is  issued  pursuant  to  an  existing  plan  of  insurance.  An 
existing  plan  of  insurance  is  any  plan  of  insurance  or  policy  blank 
that  has  been  filed  by  the  issuing  company  in  one  or  more  States 
before  September  28,  1983.  It  is  intended  that  the  20-pay  require- 
ment will  not  be  violated  by  a  plan  of  insurance  that  provides  for 
the  purchase  of  insurance  by  means  of  paid-up  additions,  if  the  ad- 
ditional amounts  are  modest  and  reasonable  compared  with  the 
basic  benefit  under  the  contract. 

b.  Treatment  of  certain  annuity  contracts  (sec.  72) 

Present  Law 

Cash  withdrawals  prior  to  the  annuity  starting  date  are  includi- 
ble in  gross  income  to  the  extent  that  the  cash  value  of  the  con- 
tract (determined  immediately  before  the  amount  is  received  and 
without  regard  to  any  surrender  charge)  exceeds  the  investment  in 
the  contract.  A  penalty  tax  of  5  percent  is  imposed  on  the  amount 
of  any  such  distribution  that  is  includible  in  income,  to  the  extent 
that  the  amount  is  allocable  to  an  investment  made  within  10 
years  of  the  distribution.  The  penalty  is  not  imposed  if  the  distribu- 
tion is  made  after  the  contractholder  attains  age  59  V2,  when  the 
contractholder  becomes  disabled,  upon  the  death  of  the  contract- 
holder  or  as  a  payment  under  an  annuity  for  life  or  at  least  5 
years.  No  income  is  recognized  to  the  recipient  of  an  annuity  on 
the  death  of  the  contractholder.  However,  since  the  recipient  has 
the  same  investment  in  the  contract  as  the  deceased  contracth- 
older, the  recipient  is  subject  to  income  tax  on  the  income  accumu- 
lated in  the  contract  prior  to  death  when  it  is  distributed  from  the 
contract. 

Explanation  of  Provision 
Penalty  on  premature  distributions 

However,  the  bill  generally  retains  the  present-law  provisions  for 
annuity  contracts.  The  5-percent  penalty  on  premature  distribu- 


26  That  is,  under  such  contract,  (i)  the  premiums  (including  any  policy  fees)  will  be  adjusted 
from  time  to  time  to  reflect  the  level  amount  necessary  (but  not  less  than  zero)  at  the  time  of 
such  adjustment  to  provide  a  level  death  benefit  assuming  interest  crediting  and  an  annual  ef- 
fective interest  rate  of  not  less  than  3  percent,  or  (ii)  at  the  option  of  the  insured,  in  lieu  of  an 
adjustment  under  clause  (i),  there  will  be  a  comparable  adjustment  in  the  amount  of  the  death 
benefit. 
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tions  will  apply  to  any  amount  distributed  to  the  taxpayer  before 
the  age  of  59  V2  without  regard  to  whether  the  distribution  is  alloca- 
ble to  an  investment  made  within  10  years.  This  is  consistent  with 
a  general  objective  of  the  bill  to  encourage  retirement  savings  as 
opposed  to  short-term  savings. 

Distribution  in  event  of  annuity  holder's  death 

In  the  event  that  the  owner  of  any  annuity  contract  dies  before 
the  annuity  starting  date,  an  amount  equal  to  the  cash  surrender 
value  of  such  contract  shall  be  treated  as  paid  to  the  contract- 
holder  immediately  before  death.  Thus,  the  income  in  the  contract 
will  be  subject  to  income  tax  in  the  decedents  return  for  the  year  of 
death.  To  prevent  a  second  taxation  when  amounts  are  actually 
distributed  to  the  new  owner,  the  amount  deemed  to  be  distributed 
under  the  contract,  that  is,  the  amount  includible  in  gross  income 
of  the  decedent,  is  treated  as  a  premium  paid  for  the  contract.  The 
5-percent  penalty  tax  on  a  premature  distribution  from  an  annuity 
shall  not  apply  to  any  amount  includible  in  gross  income  because 
of  the  deemed  distribution  in  the  event  of  the  contractholder's 
death. 

This  amendment  will  not  apply  to  amounts  received  under  con- 
tracts issued  under  qualified  plans  or  IRAs.  For  this  purpose,  quali- 
fied plans  are  plans  that  have  received  employer  contributions  that 
were  deductible  from  gross  income  when  made. 

Effective  Date 

These  amendments  to  the  annuity  rules  shall  apply  to  contracts 
issued  after  the  day  which  is  six  months  after  the  date  of  enact- 
ment. 

c.  Policyholder  loans  (new  sec.  264(d)) 
Present  Law 

Generally,  taxpayers  are  allowed  to  deduct  interest  paid  or  ac- 
crued on  indebtedness  during  the  taxable  year.  However,  no  deduc- 
tion is  allowed  for  (1)  any  amount  paid  or  accrued  on  indebtedness 
incurred  or  continued  to  purchase  or  carry  a  single  premium  life 
insurance,  endowment,  or  annuity  contract;  (2)  any  amount  paid  or 
accrued  on  indebtedness  incurred  or  continued  to  purchase  or  carry 
a  life  insurance,  endowment,  or  annuity  contract  (other  than  a 
single  premium  contract  or  a  contract  that  is  treated  as  a  single 
premium  contract)  pursuant  to  a  plan  of  purchase  that  contem- 
plates the  systematic  direct  or  indirect  borrowing  of  part  or  all  of 
the  increases  in  cash  value  of  such  contract. 

There  are  a  number  of  exceptions  to  the  rule  disallowing  a  de- 
duction for  interest  on  indebtedness  incurred  or  continued  with  re- 
spect to  a  contract  other  than  a  single  premium  contract  or  a  con- 
tract that  is  treated  as  a  single  premium  contract.  Under  the  ex- 
ceptions, a  deduction  is  allowed  if  (1)  no  part  of  four  of  the  first 
seven  annual  premiums  due  under  the  contract  is  paid  by  means  of 
indebtedness;  (2)  the  total  of  the  amounts  paid  or  accrued  during 
the  taxable  year  does  not  exceed  $100;  (3)  the  amount  was  paid  or 
accrued  on  indebtedness  incurred  because  of  an  unforeseen  sub- 


1452 


stantial  loss  of  income  or  an  unforeseen  increase  in  financial  obli- 
gations; or  (4)  the  indebtedness  was  incurred  in  connection  with  the 
taxpayer's  trade  or  business.  If  the  requirements  of  any  one  of 
these  four  exceptions  are  satisfied,  a  taxpayer  can  deduct  the  full 
amount  of  interest  otherwise  deductible  on  an  unlimited  amount  of 
indebtedness. 

Explanation  of  Provisions 

The  bill  amends  present  law  by  adding  a  limitation  on  the 
amount  of  interest  that  is  deductible.  Thus,  amounts  that  are  not 
deductible  under  present  law  are  not  deductible  under  the  bill. 

The  applicable  limits 

Under  the  bill,  individual  policyholders,  and  businesses  owning 
policies  insuring  the  lives  of  individuals  are  allowed  to  deduct,  for 
any  taxable  year,  an  amount  of  life  insurance  interest  equal  to  the 
applicable  limit  for  such  taxable  year.  Life  insurance  interest  is  de- 
fined as  interest  paid  or  accrued  in  connection  with  a  life  insur- 
ance loan.  A  life  insurance  loan  is  any  indebtedness  if  (1)  the  inter- 
est paid  or  accrued  with  respect  to  such  indebtedness  would,  but 
for  this  provision,  be  deductible  (i.e.,  the  transaction  is  not  a  dis- 
guised distribution  of  the  cash  value  of  the  policy);  and  (2)  the  in- 
debtedness is  (a)  incurred  under,  or  secured  by,  a  life  insurance,  en- 
dowment, or  annuity  contract,  or  (b)  incurred  or  continued  to  pur- 
chase or  carry  a  life  insurance,  endowment  or  annuity  contract. 
This  definition  of  a  life  insurance  loan  is  provided,  in  part,  to  clari- 
fy that  interest  paid  on  a  loan  from  a  third  party  secured  by  the 
cash  value  of  a  life  insurance  contract  is  deductible  only  if  it  is  de- 
ductible under  section  264  and  under  the  limitations  contained  in 
this  provision. 

The  applicable  limit  for  an  individual  policyholder  for  any  tax- 
able year  is  an  amount  equal  to  the  product  of  $250,000  ($500,000 
in  the  case  of  a  joint  return)  multiplied  by  the  deficiency  rate  pre- 
scribed under  section  6621  in  effect  as  of  the  first  day  of  the  tax- 
able year.  The  applicable  limit  for  a  business  is  the  product  of 
$500,000  multiplied  by  the  section  6621  deficiency  rate  for  each 
qualified  life.  Although  the  committee  recognizes  that  the  use  of 
the  deficiency  rate  will  result  in  changing  limits  for  various  years, 
it  believes  such  a  rule  is  necessary  in  order  to  administer  this  pro- 
vision and  may  be  accommodated  by  variable  rate  loans  under  life 
insurance  contracts. 

Business  taxpayers 

For  purposes  of  this  provision,  the  $500,000  business  limitation  is 
for  corporations,  partnerships,  proprietorships,  or  other  entities  en- 
gaged in  a  trade  or  business.  An  unincorporated  trade  or  business 
operated  by  an  individual  constitutes  a  proprietorship.  Businesses 
may  deduct  interest  subject  to  an  aggregate  limitation  based  on  the 
number  of  qualified  lives. 

Qualified  lives  are  defined  in  the  bill  by  reference  to  the  amount 
of  coverage  provided  as  a  percentage  of  the  maximum  amount  pro- 
vided under  a  policy  owned  by  the  business.  Under  the  bill,  a 
"qualified  life"  is  an  individual  insured  under  a  life  insurance 
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policy  owned  by  a  corporation,  partnership,  proprietorship  or  other 
entity  engaged  in  a  trade  or  business  if  (1)  at  some  time  during  the 
taxable  year,  the  life  of  the  individual  is  insured  under  a  whole  life 
policy  owned  by  the  business,  (2)  there  has  been  outstanding  a  life 
insurance  loan  with  respect  to  such  policy  during  the  taxable  year, 
and  (3)  the  face  amount  of  such  policy  is  at  least  as  10  percent  of 
the  highest  face  amount  of  a  whole  life  policy  owned  by  the  busi- 
ness, which  insures  the  life  of  any  other  individual,  and  had  out- 
standing a  life  insurance  loan  during  the  taxable  year.  Thus,  if  a 
corporation  owns  policies  insuring  the  lives  of  three  individuals, 
and  the  face  amount  of  two  of  the  policies  is  $1,000,000  and  the 
face  amount  of  the  other  is  $50,000,  the  individual  with  respect  to 
whom  the  $50,000  policy  is  held  is  not  a  qualified  life.  Thus,  the 
corporation  will  be  subject  to  an  interest  limitation  of  $2,000,000 
times  the  appropriate  deficiency  rate. 

Carryover  of  unused  limitation 

Any  excess  limitation  is  carried  over  and  added  to  the  limitation 
for  the  succeeding  taxable  year.  Thus,  if  for  any  taxable  year  a  tax- 
payer fails  to  pay  or  incur  and  deduct  an  amount  of  interest  equal 
to  the  maximum  deductible  amount  (the  applicable  limit),  the 
excess  of  the  maximum  amount  over  the  amount  that  is  deducted 
is  added  to  and  increases  the  maximum  deductible  amount  for  the 
succeeding  taxable  year.  For  example,  assume  that  in  a  particular 
taxable  year  an  individual  not  engaged  in  a  trade  or  business  bor- 
rows $10,000  at  8  percent  and  pays  and  deducts  $800  of  interest.  If 
the  deficiency  rate  under  section  6621  for  that  year  is  11  percent, 
the  individual's  unused  interest  limitation  would  be  $26,700  (i.e., 
$250,000  X  .11  -$800).  If  the  deficiency  rate  is  the  same  the  next 
year,  the  individual's  limitation  for  the  next  taxable  year  would  be 
$54,200,  ($26,700  +  $250,000  X  .11)  The  unused  amounts  carryover 
indefinitely.  No  carryover  arises,  however,  with  respect  to  a  year  in 
which  there  are  no  outstanding  life  insurance  loans  to  the  taxpayer 
or  if  the  loans  are  on  policies  not  covered  by  the  new  provisions 
adopted  by  the  bill. 

Effective  Date 

The  provisions  of  the  bill  relating  to  the  deduction  of  life  insur- 
ance interest  apply  with  respect  to  interest  paid  or  accrued  in  tax- 
able years  ending  after  September  27,  1983.  The  provision  does  not 
apply,  however,  to  any  indebtedness  incurred  under,  secured  by,  or 
incurred  or  continued  to  purchase  or  carry  a  life  insurance,  endow- 
ment or  annuity  contract  if  such  contract  was  issued  before  Sep- 
tember 28,  1983,  or  was  issued  on  or  after  such  date  pursuant  to  a 
binding  contract  entered  into  before  such  date.  The  limitation  on  a 
life  insurance  loan  shall  not  apply  to  an  existing  contract,  if  the 
contract  is  renegotiated  after  the  date  of  enactment. 

d.  Group-term  life  insurance  purchased  for  employees  (sec.  79) 

Present  Law 

The  cost  of  group  term  life  insurance  purchased  by  an  employer 
for  an  employee  for  a  taxable  year  is  included  in  the  employee's 
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gross  income  to  the  extent  that  the  cost  is  greater  than  the  sum  of 
the  cost  for  $50,000  of  life  insurance  plus  any  contribution  made  by 
an  employee  to  the  cost  of  the  insurance.  Among  the  exceptions  to 
this  rule  is  one  that  applies  to  terminated  employees  who  have 
reached  retirement  age  or  are  disabled.  As  a  result,  an  employer 
may  provide  group-term  life  insurance  for  these  two  groups  of 
former  employees  in  amounts  greater  than  $50,000  without  any 
portion  of  the  costs  being  included  in  their  gross  income. 

If  a  group-term  life  insurance  plan  maintained  by  an  employer 
discriminates  in  favor  of  any  key  employee,  the  exclusion  for  the 
cost  of  the  first  $50,000  of  this  insurance  is  not  available.  In  that 
event  the  full  cost  of  the  group-term  life  insurance  for  any  key  em- 
ployee is  included  in  the  gross  income  of  the  employee  (based  on 
the  uniform  cost  table). 

The  cost  of  an  employee's  share  of  group  life  insurance  is  deter- 
mined on  the  basis  of  uniform  premiums,  computed  with  respect  to 
5-year  age  brackets.  In  the  case  of  an  employee  who  has  attained 
age  64,  the  cost  does  not  exceed  the  cost  for  a  63-year  old  individu- 
al. 

Explanation  of  Provision 

The  bill  effects  three  changes  in  the  present-law  treatment  of 
group-term  life  insurance.  First,  the  $50,000  limitation  on  the 
amount  of  group-term  life  insurance  that  may  be  provided  tax-free 
to  employees  also  will  apply  to  retired  as  well  as  active  employ- 
ees.27 The  amendments  do  not  alter  the  cost  tables,  however,  so  a 
retired  employee's  benefit  will  be  computed  at  the  age  65  cost. 

Second,  the  nondiscrimination  rules  will  be  applied  to  plans  cov- 
ering retired  employees.  Thus,  the  cost  of  group-term  coverage  that 
is  provided  to  retiring  key  employees  will  not  be  subject  to  any  ex- 
clusion from  gross  income  if  the  plan  is  found  to  be  discriminatory. 
Third,  under  the  bill,  if  a  plan  fails  to  qualify  for  the  exclusion  be- 
cause it  is  discriminatory,  then  the  employees  and  retirees  will 
have  to  include  in  income  the  actual  cost  of  their  insurance  benefit 
rather  than  the  table  cost  prescribed  by  the  Treasury. 

Unless  a  plan  is  discriminatory,  under  the  bill's  provisions,  a  re- 
tired employee's  benefit  will  be  computed  on  the  basis  of  the  uni- 
form cost  tables.  At  age  65  the  cost  is  presently  $1.17  per  thousand 
of  excess  insurance.  Thus,  a  retiree  age  65  who  receives  $100,000  of 
group-term  coverage  would  recognize  $702  of  income  which  would 
have  a  maximum  tax  effect  of  $351.  By  contrast,  the  rate  schedules 
of  one  major  company  set  the  premium  for  $100,000  of  individual 
term  coverage  for  a  65-year  old  male  in  excess  of  $3,000  per  year. 

Effective  Date 

The  amendments  made  by  this  section  shall  apply  to  taxable 
years  that  begin  after  December  31,  1983. 

The  amendments  made  by  this  section  do  not  apply  to  any  group- 
term  life  insurance  plan  in  existence  on  September  27,  1983  or  to 
any  group-term  life  insurance  plan  of  the  employer  (or  successor 


2  7  The  bill  would  not  apply  the  limitation  to  those  who  have  terminated  employment  because 
of  a  disability. 
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employer)  which  is  a  comparable  successor  to  a  plan  existing  on 
September  27,  1983.  Generally,  the  term  employer  may  be  inter- 
preted broadly  to  allow  employee  transfers  between  comparable 
plans  offered  by  an  affiliated  group.  Also,  for  these  purposes  a  suc- 
cessor employer  refers  to  a  situation  in  which  an  employer  assumes 
the  group-term  insurance  obligations  of  another  employer  because 
of  a  business  merger  or  acquisition,  but  does  not  refer  to  a  new  em- 
ployer when  an  individual  covered  by  a  plan  changes  jobs  and  be- 
comes covered  by  the  new  employer's  group-term  insurance  plan. 
The  exception  from  application  of  the  new  provisions,  however,  ap- 
plies only  to  an  individual  who  is  covered  by  the  plan  on  Septem- 
ber 27,  1983,  and  only  with  respect  to  the  amount  of  life  insurance 
coverage  of  such  individual  on  that  date. 


4.  Nondeductible  Contributions  to  Individual  Retirement  Plans 
(sec.  4973  of  the  Code) 

Present  Law 

An  individual  generally  is  entitled  to  deduct  the  amount  contrib- 
uted to  an  individual  retirement  account  or  annuity  (referred  to 
collectively  as  "IRAs").  The  amount  deductible  for  a  taxable  year  is 
generally  the  lesser  of  100  percent  of  compensation  for  the  year  or 
$2,000.  The  $2,000  deduction  limit  is  increased  to  $2,250  for  a  year 
if  (1)  at  least  $250  is  provided  to  the  spouse  of  the  individual,  and 
(2)  the  spouse  has  no  compensation  for  the  year.  Except  for  tax-free 
rollovers,  no  nondeductible  contributions  may  be  made  to  an  IRA. 

An  annual  excise  tax  applies  to  prohibited  nondeductible  contri- 
butions {i.e.,  excess  contributions)  held  in  an  IRA.  The  tax  is  6  per- 
cent of  the  balance  of  the  nondeductible  contributions.  Under 
present  law,  an  individual  is  allowed  a  deduction  from  gross 
income  for  a  taxable  year  if  the  individual  corrects  an  excess  con- 
tribution for  a  previous  year  by  contributing  less  than  the  maxi- 
mum amount  allowable  as  a  deduction  for  the  year.28 

Under  present  law,  an  individual  is  permitted  to  make  a  rollover 
contribution  of  a  distribution  from  an  IRA  to  another  IRA  without 
including  the  amount  of  the  distribution  in  gross  income.  A  tax- 
free  rollover  is  generally  allowed  if  the  rollover  occurs  within  60 
days  of  the  date  of  the  distribution.  An  individual  is  allowed  to 
make  a  rollover  contribution  from  an  IRA  once  each  year.  Rollover 
contributions  are  not  treated  as  excess  contributions  to  an  IRA  and 
do  not  reduce  the  allowable  deduction  for  a  taxable  year. 

Income  and  gain  on  amounts  held  in  an  IRA  are  not  taxed  until 
distributed.  Except  in  the  case  of  certain  correcting  distributions  or 
distributions  rolled  over  to  another  eligible  plan,  all  distributions 
from  IRAs  are  includible  in  gross  income  when  received.  Distribu- 
tions made  before  age  59-1/2  (other  than  those  attributable  to  dis- 
ability or  death)  are  subject  to  an  additional  ten-percent  income 
tax.  If  an  individual  borrows  from  an  IRA  or  uses  amounts  as  secu- 
rity for  a  loan,  the  transaction  is  treated  as  a  distribution  and  the 
usual  tax  rules  for  distributions  apply. 

Distributions  from  an  IRA  must  commence  no  later  than  the  tax- 
able year  in  which  the  individual  attains  age  70-1/2,  and  special 
rules  require  distributions  to  be  made  within  a  prescribed  time 
after  the  individual's  death.  Amounts  held  in  an  IRA  can  qualify 
for  exclusions  under  the  estate  tax  and  gift  tax  rules. 

Present  law  requires  that  the  trustee  or  issuer  of  an  IRA  make 
annual  calendar  year  reports  relating  to  the  status  of  the  IRA.29 


2  8  The  rule  allowing  a  deduction  for  prior  year  contributions  applies  only  to  the  amount  of  the 
excess  contributions  that  do  not  exceed  (1)  the  maximum  allowable  deduction  for  the  year  minus 
(2)  the  amounts  contributed  for  the  year. 

29  Treas.  Reg.  sec.  1.408-5. 
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This  report  must  contain  the  following  information  for  transactions 
during  the  calendar  year:  (1)  the  amount  of  contributions;  (2)  the 
amount  of  distributions;  (3)  in  the  case  of  an  endowment  contract, 
the  amount  of  the  premium  paid  allocable  to  the  cost  of  life  insur- 
ance; (4)  the  name  and  address  of  the  trustee  or  issuer;  and  (5)  such 
other  information  as  the  Commissioner  may  require.  The  annual 
report  must  be  provided  (1)  to  the  individual  on  whose  behalf  the 
account  is  established  or  in  whose  name  the  annuity  is  purchased 
and  (2)  to  the  Internal  Revenue  Service. 

Explanation  of  Provision 

Under  the  provision,  certain  nondeductible  IRA  contributions  (up 
to  the  nondeductible  limit)  are  not  treated  as  excess  contributions 
subject  to  the  six  percent  annual  excise  tax.  The  nondeductible 
limit  for  a  taxable  year  is  the  least  of  (1)  $1,750,  (2)  the  excess  of 
compensation  includible  in  the  individual's  gross  income  for  the 
year  over  the  amount  allowable  as  a  deduction  under  the  IRA 
rules,  or  (3)  the  amount  of  designated  nondeductible  contributions 
for  the  year. 

A  designated  nondeductible  contribution  is  any  contribution  to 
an  IRA  for  a  taxable  year  that  the  individual  designates  as  a  non- 
deductible contribution  (up  to  the  nondeductible  limit).  The  desig- 
nation may  be  made  or  revoked  up  to  the  day  prescribed  by  law  for 
filing  the  income  tax  return  for  the  taxable  year,  including  any  ex- 
tensions of  time  for  filing  to  which  the  individual  is  entitled. 

The  committee  intends  that  the  individual's  designation  of  non- 
deductible contributions  will  be  made  to  the  trustee  or  issuer  ac- 
cepting the  IRA  contributions.  This  rule  is  provided  to  aid  the 
trustee  or  issuer  of  an  IRA  in  maintaining  records  relating  to  the 
characterization  of  IRA  amounts  as  nondeductible  contributions, 
income  on  nondeductible  contributions,  and  other  amounts.  The 
designation  is  also  intended  to  assist  the  trustee  or  issuer  in  com- 
plying with  the  reporting  requirements  under  the  provision  and 
with  the  annual  reporting  requirements  of  present  law.  With  re- 
spect to  the  annual  reporting  requirements,  the  committee  intends 
that  the  financial  institution,  when  reporting  contributions  to  an 
IRA,  will  specify  the  portion  of  any  contribution  that  is  designated 
as  nondeductible  contribution. 

The  trustee  or  issuer  may  specify  a  date  by  which  a  designation 
of  nondeductible  contributions  must  be  made.  For  example,  the 
trustee  or  issuer  may  specify  that  the  designation  must  be  made  at 
the  time  the  individual  makes  the  IRA  contribution.  Alternatively, 
the  trustee  or  issuer  could  specify  a  uniform  date  for  final  designa- 
tion, such  as  April  15. 

Under  the  provision,  in  any  case  in  which  nondeductible  contri- 
butions are  made  on  behalf  of  an  individual  and  an  individual's 
noncompensated  spouse  (within  the  meaning  of  the  spousal  IRA 
rules),  the  nondeductible  limit  for  the  taxable  year  may  be  allo- 
cated in  any  manner.  For  example,  an  individual  could  make  con- 
tributions of  $875  as  designated  nondeductible  contributions  to  the 
individual's  IRA  and  contributions  of  $875  as  designated  nondeduc- 
tible contributions  to  the  spousal  IRA  for  the  individual's  noncom- 
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pensated  spouse.  Alternatively,  contributions  of  $1,750  of  designat- 
ed nondeductible  contributions  could  be  made  to  the  spousal  IRA. 

Annual  IRA  contributions  that  exceed  the  sum  of  the  amount  al- 
lowable as  a  deduction  for  the  taxable  year  and  the  nondeductible 
limit  are  treated  as  excess  contributions  that  are  subject  to  the 
annual  six  percent  excise  tax.  Under  the  provision,  if  contributions 
in  a  later  taxable  year  are  less  than  the  sum  of  (1)  the  amount  al- 
lowable as  a  deduction  for  the  taxable  year  and  (2)  the  nondeducti- 
ble limit,  excess  contributions  from  the  prior  year  may  be  applied 
against  the  remaining  amount  allowable  as  a  deduction  and  the  re- 
maining nondeductible  limit,  in  the  same  manner  as  under  present 
law.  A  designated  nondeductible  contribution  could  not,  however, 
be  recharacterized  as  a  deductible  contribution  after  the  time  for 
filing  the  tax  return  for  the  taxable  year  of  the  contribution  (in- 
cluding extensions). 

Under  the  provision,  any  amount  paid  or  distributed  from  an 
IRA  is  treated  first  as  paid  or  distributed  from  income  and  gain  al- 
locable to  designated  nondeductible  contributions  (to  the  extent 
thereof),  second  as  paid  or  distributed  out  of  designated  nondeducti- 
ble contributions  (to  the  extent  thereof),  and  then  out  of  other 
amounts.  If  an  IRA  distribution  includes  property  other  than  cash, 
the  amount  distributed  is  the  fair  market  value  of  the  property 
plus  the  amount  of  cash  distributed.  If  appreciated  property  is  dis- 
tributed, the  gain  allocable  to  designated  nondeductible  contribu- 
tions includes  the  unrealized  appreciation.  Losses  incurred  by  an 
IRA  would  not  be  recognized  by  the  IRA  owner  before  all  assets  of 
the  IRA  have  been  distributed. 

In  general,  any  amount  paid  or  distributed  from  an  IRA  is  in- 
cluded in  the  gross  income  of  the  individual  for  the  taxable  year  in 
which  the  payment  or  distribution  is  received.  Amounts  that  are 
treated  as  paid  or  distributed  out  of  designated  nondeductible  con- 
tributions, however,  are  treated  as  a  return  of  basis  and  are  ex- 
cluded from  gross  income.  Similar  rules  apply  to  distributions 
under  an  individual  retirement  annuity  and,  therefore,  the  general 
rules  relating  to  the  taxation  of  distributions  under  individual  re- 
tirement annuity  contracts  are  inapplicable. 

For  example,  an  individual's  IRA  could  have  accumulated  desig- 
nated nondeductible  contributions  of  $10,000,  income  of  $1,000  at- 
tributable to  the  designated  nondeductible  contributions,  and  other 
allowable  amounts  equal  to  $20,000.  If  the  individual  withdraws 
$15,000  from  the  IRA  during  a  taxable  year,  $1,000  would  be  treat- 
ed as  coming  from  the  income  attributable  to  designated  nondeduc- 
tible contributions,  $10,000  as  attributable  to  the  designated  nonde- 
ductible contributions,  and  $4,000  as  attributable  to  other  allowable 
IRA  contributions  and  income.  In  this  case,  the  individual  would 
include  $5,000  in  gross  income  for  the  taxable  year  (i.e.,  $15,000 
minus  $10,000  treated  as  a  return  of  basis).  In  addition,  if  the  with- 
drawal occurs  prior  to  the  time  the  individual  attains  age  59-1/2, 
dies,  or  becomes  disabled,  $5,000  (the  amount  includible  in  gross 
income)  is  subject  to  the  additional  10-percent  income  tax  on  pre- 
mature distributions. 

Under  the  provision,  the  trustee  or  issuer  of  an  IRA  is  required 
to  maintain  any  records  necessary  to  account  separately  for  desig- 
nated nondeductible  contributions  and  for  the  income  and  gain  at- 


tributable  to  designated  nondeductible  contributions.  In  addition, 
under  regulations  prescribed  by  the  Secretary  of  the  Treasury, 
amounts  that  are  rolled  over,  tax-free,  from  one  IRA  to  another 
IRA  must  be  accounted  for  in  a  manner  that  will  retain  the  charac- 
ter of  the  amounts  as  designated  nondeductible  contributions, 
income  on  designated  nondeductible  contributions,  or  other 
amounts. 

The  committee  intends  that  the  trustee  or  issuer  of  an  IRA  will 
provide  a  report  to  the  individual  on  whose  behalf  an  account  is 
established  or  in  whose  name  an  annuity  is  purchased.  This  report 
is  to  be  provided  to  the  individual  at  the  time  a  payment  or  distri- 
bution is  made  from  the  IRA  and  is  to  contain  information  relating 
to  the  character  (i.e.,  designated  nondeductible  contributions, 
income  attributable  to  designated  nondeductible  contributions,  and 
other  amounts)  of  the  amounts  paid  or  distributed.  In  addition,  the 
committee  intends  that  a  copy  of  this  report  is  to  be  supplied  to  the 
trustee  or  issuer  of  an  IRA  to  which  a  rollover  contribution  from 
another  IRA  is  made  so  that  the  character  of  the  amounts  rolled 
over  is  retained.  Similarly,  at  any  time  a  trustee-to-trustee  transfer 
of  IRA  funds  is  made,  any  information  relating  to  the  character  of 
the  amounts  transferred  is  to  be  supplied  to  the  new  trustee  or 
issuer. 

The  report  supplied  at  the  time  of  a  payment  or  distribution 
from  an  IRA  is  to  be  provided  in  addition  to,  and  not  in  lieu  of,  the 
annual  report  required  under  present  law. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  De- 
cember 31,  1983. 


5.  Studies  (sec.  241  of  the  bill) 

Two  issues  that  were  of  concern  to  the  committee  during  the 
entire  process  of  reformulating  the  tax  structure  applicable  to  life 
insurance  companies  were  (a)  the  amount  of  Federal  income  tax 
paid  by  the  companies  in  the  life  insurance  industry  and  (b)  the 
relative  income  tax  burden  borne  by  mutual  and  stock  companies. 
The  committee  decided  that  it  would  be  necessary  to  maintain 
close  scrutiny  of  these  two  matters,  and  instructed  that  analytical 
reports  be  prepared  on  these  two  subjects. 

Revenue  reports 

Each  year  on  July  1,  beginning  in  1984,  the  Secretary  of  the 
Treasury  is  instructed  to  submit  a  report  on  the  revenues  received 
under  the  provisions  of  part  1,  subchapter  L  for  the  most  recent 
taxable  year.  The  report  is  to  be  submitted  to  the  Committee  on 
Ways  and  Means  and  the  Committee  on  Finance.  Each  report  will 
present  the  aggregate  amount  of  revenue  received  for  the  most 
recent  taxable  year  for  which  data  are  available.  The  revenues  are 
to  be  compared  with  the  revenue  estimates  anticipated  as  a  result 
of  the  changes  made  by  TEFRA  in  1982  and  this  bill.  The  reasons 
for  any  difference  between  the  actual  aggregate  revenues  and  the 
revenues  anticipated  when  the  Acts  were  adopted  are  to  be  pre- 
sented and  analyzed. 

Report  on  segment  balance  and  other  issues 

The  impact  of  new  part  1,  subchapter  L  on  the  different  seg- 
ments and  products  of  the  life  insurance  industry  needs  to  be  ex- 
amined. A  full  and  complete  study  of  the  effects  of  the  provisions 
in  this  bill  has  been  mandated,  and  the  Secretary  of  the  Treasury 
is  instructed  to  conduct  the  study  in  consultation  with  the  staffs  of 
the  Joint  Committee  on  Taxation,  the  Committee  on  Ways  and 
Means  and  the  Committee  on  Finance.  The  study  will  examine  the 
operation  of  the  new  tax  provisions  during  1984,  1985  and  1986. 

The  report  shall  include  an  analysis  of  the  relative  shares  of  life 
insurance  company  taxes  paid  by  mutual  and  stock  life  insurance 
companies.  The  report  also  will  consider  any  other  data  considered 
to  be  relevant  by  either  stock  or  mutual  life  insurance  companies 
in  determining  appropriate  segment  balance.  Among  the  relevant 
variables  for  consideration  are  the  amounts  of  the  following  items 
held  by  each  segment  of  the  industry:  equity;  life  insurance  re- 
serves; other  types  of  reserves;  dividends  paid  to  policyholders  and 
shareholders;  pension  business;  total  assets,  and  gross  receipts. 

The  study  also  is  to  include  an  analysis  of  life  insurance  products 
and  their  taxation.  In  addition,  an  analysis  of  whether  the  tax  pro- 
visions in  part  I  of  subchapter  L  operate  as  a  disincentive  to  grow- 
ing companies  will  be  included.  The  committee  also  instructed  the 
Secretary  to  include  in  the  report  an  analysis  of  the  extent  that 
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taxes  paid  by  stockholders  of  life  insurance  companies  affect  proper 
evaluation  of  segment  balance. 

In  order  to  be  able  to  conduct  the  study  with  as  complete  a  fund 
of  information  that  is  possible,  the  Secretary  of  the  Treasury  is 
given  authority  to  require  reporting  of  data  necessary  for  the  study 
by  life  insurance  companies  with  respect  to  the  companies  and 
their  products. 

The  final  report  is  to  be  submitted  by  January  1,  1989,  to  the 
Committee  on  Ways  and  Means  and  the  Committee  on  Finance.  In- 
terim reports  are  to  be  submitted  to  the  committees  not  later  than 
July  1,  1986,  1987,  and  1988. 


D.  Revenue  Estimates  Relating  to  Title  II  of  the  Bill 

The  estimated  receipts  for  fiscal  year  1984  under  the  life  insur- 
ance tax  amendments  in  title  II  of  this  bill  are  $2.8  billion,  $3.0  bil- 
lion in  fiscal  year  1985,  and  $3.3  billion  in  fiscal  year  1986,  or  a 
total  of  $9.1  billion  over  the  three-year  period. 

If  the  stopgap  provisions  which  were  enacted  in  1982  in  TEFRA 
would  be  extended  without  amendment,  the  estimated  receipts  in 
fiscal  year  1984  would  be  $2.0  billion,  $2.1  billion  in  fiscal  year 
1985,  and  $2.3  billion  in  fiscal  year  1986,  or  a  total  of  $6.4  billion 
over  the  three  years.30  If  no  action  to  respond  to  expiration  of  the 
stopgap  provisions  at  the  end  of  1983  were  taken,  the  revenue  esti- 
mated for  fiscal  year  1984  would  be  $3.0  billion,  and  at  $3.4  billion 
for  fiscal  year  1985,  and  $3.7  billion  for  fiscal  year  1986,  or  a  total 
of  $10.1  billion  over  the  three  years.31 

The  nondeductible  IRA  provisions  of  the  bill  will  reduce  fiscal 
year  budget  receipts  by  $15  million  in  1984,  $65  million  in  1985, 
$135  million  in  1986,  $209  million  in  1987,  and  $285  million  in  1988, 
or  a  total  of  $709  million  over  five  years. 


30  The  estimates  given  at  the  time  the  conference  report  on  TEFRA  was  agreed  to  would  have 
indicated  an  estimate  of  $3.3  billion  in  fiscal  year  1984,  $3.5  billion  in  fiscal  year  1985,  and  $3.6 
billion  in  fiscal  year  1986  (a  total  of  $10.4  billion  over  three  years)  if  stopgap  were  extended. 

3 1  The  estimates  for  expiration  of  stopgap  given  at  the  time  of  the  TEFRA  conference  report 
were  $4.6  billion  for  fiscal  year  1984,  $4.8  billion  for  fiscal  year  1985,  $5.1  billion  for  fiscal  year 
1986  (a  total  of  $14.5  billion  over  the  three  years). 
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TITLE  III— REVISION  OF  PRIVATE  FOUNDATION 
PROVISIONS 


A.  Limitations  on  Deduction  for  Contributions  to  Private 
Foundations  (Sec.  302  of  the  bill  and  Code  sec.  170) 

Present  Law 

Percentage  limitations 

Under  present  law  (Code  sec.  170),  contributions  of  cash  and  ordi- 
nary-income property  by  an  individual  to  public  charities  or  pri- 
vate operating  foundations  are  deductible  up  to  50  percent  of  the 
donor's  adjusted  gross  income.  (The  50-percent  limitation  applies  to 
such  contributions  made  to  a  private  nonoperating  foundation  only 

j  if  the  donee  either  redistributes  all  contributions  within  a  specified 
period  after  receipt  or  qualifies  as  a  "pooled  fund"  foundation.)  For 
contributions  of  certain  capital-gain  property  to  organizations  oth- 
erwise qualifying  for  the  50-percent  limitation,  the  limitation  gen- 
erally is  30  percent.  In  the  case  of  contributions  to  private  nonoper- 
ating foundations  (other  than  the  two  categories  eligible  for  the  50- 
percent/ 30-percent  limitations),  present  law  retains  the  lower  per- 
centage (20  percent)  that  has  generally  been  applicable  to  private 

1     foundations  since  the  1954  Code  (sec.  170(b)(1)(B)). 

Contributions  by  individuals  which  exceed  the  50-percent/ 30-per- 
cent limitations  may  be  carried  forward  and  deducted  over  the  fol- 
lowing five  years,  subject  to  applicable  percentage  limitations  in 
those  years  (sec.  170(d)).  Under  present  law,  there  is  no  carryover 
of  excess  deduction  amounts  if  the  20-percent  limitation  applies. 

Contributions  of  appreciated  property 

Under  present  law,  in  the  case  of  donations  by  individuals  of  cap- 
ital-gain property  to  private  nonoperating  foundations  as  to  which 
the  20-percent  limitation  applies,  the  amount  deductible  equals  the 
asset's  fair  market  value  reduced  by  40  percent  of  the  unrealized 
appreciation  (i.e.,  by  40  percent  of  the  amount  by  which  the  value 
exceeds  the  donor's  basis  in  the  property).  In  the  case  of  donations 
by  individuals  of  certain  capital-gain  property  to  public  charities, 
etc.,  where  the  30-percent  limitation  applies,  there  is  no  reduction 
from  fair  market  value. 

I  Reasons  for  Change 

I  The  committee  believes  that  the  failure  of  present  law  to  provide 
|  a  carryover  deduction  in  the  case  of  excess  contributions  to  private 
I  nonoperating  foundations  merely  requires  the  donor  to  divide  a 
|  planned  large  gift  to  a  nonoperating  foundation  into  smaller 
amounts  contributed  over  several  years.  Accordingly,  the  commit- 
'     tee  believes  that  extension  of  the  carryover  rules  to  contributions 
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to  nonoperating  foundations  is  not  inconsistent  with  longstanding 
Federal  tax  policy  that  provides  a  tax  advantage  to  contributions  to 
public  charities  and  operating  foundations. 

Because  as  a  general  rule  public  charities  and  operating  founda- 
tions directly  carry  out  charitable  functions,  expend  charitable  do- 
nations more  promptly,  and  have  public  involvement,  support,  and 
supervision,  the  committee  believes  that  a  tax  preference  for  con- 
tributions to  public  charities  and  operating  foundations  continues 
to  be  appropriate.  However,  the  committee  acknowledges  the  sub- 
stantial role  of  nonoperating  foundations  in  private  philanthropy 
and  believes  that  the  extent  of  this  tax  preference  should  be  nar- 
rowed by  increasing  to  30  percent  the  deduction  limitation  for  gifts 
of  cash  and  ordinary-income  property  to  nonoperating  foundations. 

Finally,  the  committee  believes  that  deductibility  at  full  fair 
market  value  for  gifts  of  appreciated  stock  to  private  nonoperating 
foundations  should  be  permitted  in  certain  situations  in  which  the 
potential  for  abuse,  including  overvaluations,  is  minimized. 

Explanation  of  Provisions 
Carryover  of  excess  contributions 

Under  the  bill,  the  five-year  carryover  deduction  for  excess  con- 
tributions by  individuals  (sec.  170(d))  is  extended  to  contributions  to 
private  nonoperating  foundations. 

Percentage  limitations 

In  addition,  the  20-percent  limitation  which  applies  under 
present  law  for  charitable  contributions  by  individuals  to  private 
nonoperating  foundations  (and  certain  other  charitable  contribu- 
tions) is  increased  by  the  bill  to  30  percent  in  the  case  of  contribu- 
tions of  cash  and  ordinary-income  property.  The  bill  retains  the  20- 
percent  limitation  for  all  gifts  of  capital-gain  property  except  such 
gifts  to  public  charities  or  private  operating  foundations.  Thus, 
gifts  of  capital-gain  property  to  private  nonoperating  foundations 
(including  gifts  of  certain  appreciated  stock  which  are  deductible 
under  the  bill  at  fair  market  value)  are  subject  to  the  20-percent 
limitation. 

Amount  deductible  for  certain  stock 

The  bill  also  provides  that,  effective  for  a  ten-year  period,  contri- 
butions to  private  nonoperating  foundations  of  certain  qualified  ap- 
preciated stock  are  deductible  at  full  fair  market  value.  Thus,  the 
general  present-law  rule  applicable  to  gifts  of  capital-gain  property 
to  nonoperating  foundations,  which  limits  the  amount  deductible  to 
the  asset's  fair  market  value  reduced  by  40  percent  of  the  unrea- 
lized appreciation,  will  not  apply  to  such  contributions  of  qualified 
appreciated  stock. 

The  term  qualified  appreciated  stock  means  any  stock  of  a  corpo- 
ration (1)  for  which  (as  of  the  date  of  the  contribution)  market  quo- 
tations are  readily  available  on  an  established  securities  market 
and  (2)  which  is  capital-gain  property  for  purposes  of  the  charitable 
contribution  deduction  rules  (sec.  170(b)(l)(C)(iv)).  The  increased  de- 
duction under  the  bill  applies  only  to  the  extent  that  the  cumula- 
tive total  of  donations  by  a  donor  to  all  private  nonoperating  foun- 
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dations  of  stock  in  a  particular  corporation  is  less  than  10  percent 
of  the  value  of  all  outstanding  stock  of  that  corporation.  For  this 
purpose,  a  donor  is  treated  as  making  contributions  that  are  made 
by  any  member  of  the  donor's  family  (as  defined  in  sec.  267(c)(4)). 

Effective  Date 

The  amendments  made  by  section  302  of  the  bill  apply  to  contri- 
butions made  in  taxable  years  beginning  after  December  31,  1984. 
The  special  rule  for  contributions  of  qualified  appreciated  stock 
will  not  apply  to  contributions  made  after  December  31,  1994. 

B.  Exemption  for  Certain  Operating  Foundations  from  Excise 
Tax  on  Investment  Income  and  Expenditure  Responsibility 
Rules  (Sec.  303  of  the  bill  and  Code  sees.  4940  and  4945) 

Present  Law 

Under  present  law,  a  private  foundation  is  subject  to  a  two-per- 
cent excise  tax  on  the  sum  of  its  gross  investment  income  (includ- 
ing interest  and  dividends)  plus  net  capital  gain,  less  the  expenses 
of  earning  such  amounts  (Code  sec.  4940).  No  similar  tax  is  imposed 
on  investment  income  of  public  charities. 

In  the  case  of  grants  to  organizations  other  than  public  charities, 
a  private  foundation  must  exercise  expenditure  responsibility  over 
the  grant  in  order  to  avoid  the  excise  tax  on  taxable  expenditures 
(sec.  4945). 

Reasons  for  Change 

The  committee  believes  that  private  operating  foundations  which 
exhibit  certain  characteristics  reflecting  substantial  public  involve- 
ment should  be  exempted  from  the  two-percent  excise  tax  on  net 
investment  income,  and  that  foundations  making  grants  to  such  or- 
ganizations should  not  be  required  to  comply  with  the  expenditure 
responsibility  rules.  These  changes  will  assist  such  operating  foun- 
dations in  making  direct  expenditures  for  the  active  conduct  of 
their  charitable  activities.  At  the  same  time,  these  foundations  will 
remain  subject  to  other  private  foundation  rules,  such  as  the  prohi- 
bitions on  self-dealing  and  taxable  expenditures. 

Explanation  of  Provisions 

The  bill  provides  that  exempt  operating  foundations  are  not  sub- 
ject to  the  two-percent  excise  tax  on  investment  income  (sec.  4940), 
and  that  grants  from  other  foundations  to  exempt  operating  foun- 
dations are  not  subject  to  the  expenditure  responsibility  require- 
ments under  section  4945. 

The  bill  defines  exempt  operating  foundation  to  mean,  with  re- 
spect to  any  taxable  year,  any  private  operating  foundation1  (1) 


1  In  general,  a  private  operating  foundation  is  defined  (sec.  4942(j)(3))  as  a  foundation  that 
expends  directly  for  the  active  conduct  of  its  exempt  activities  at  least  85  percent  of  the  lesser  of 
(a)  its  adjusted  net  income  or  (b)  its  minimum  investment  return  (i.e.,  five  percent  of  the  value 
of  its  investment  assets).  Also,  the  foundation  must  meet  one  of  three  tests  relating  to  its  use  of 
assets,  operating  expenditures,  or  support.Under  the  first  test,  65  percent  or  more  of  the  assets 
of  the  foundation  must  be  devoted  directly  to  the  active  conduct  of  its  exempt  activities  or  to 
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which  either  has  been  publicly  supported  (under  sees. 
170(b)(l)(A)(vi)  or  509  (a)(2))  for  at  least  10  taxable  years,  or  quali- 
fied as  an  operating  foundation  on  January  1,  1983;  (2)  the  govern- 
ing body  of  which,  at  all  times  during  the  taxable  year,  consists  of 
individuals  at  least  75  percent  of  whom  are  not  disqualified  individ- 
uals, and  also  is  broadly  representative  of  the  general  public;  and 
(3)  no  officer  of  the  foundation  is,  at  any  time  during  the  taxable 
year,  a  disqualified  individual. 

The  bill  defines  disqualified  individual  as  an  individual  who  is  (i) 
a  substantial  contributor  to  the  foundation;  (ii)  an  owner  of  more 
than  20  percent  of  the  total  combined  voting  power  of  a  corpora- 
tion, the  profits  interest  of  a  partnership,  or  the  beneficial  interest 
of  a  trust  or  unincorporated  enterprise,  which  corporation,  partner- 
ship, or  enterprise  is  a  substantial  contributor  to  the  foundation;  or 
(iii)  a  member  of  the  family  of  any  individual  described  in  (i)  or  (ii). 
For  this  purpose,  the  term  substantial  contributor  means  a  person 
who  is  described  in  section  507(d)(2),  and  the  term  family  has  the 
meaning  given  to  such  term  by  section  4946(d).  In  determining 
ownership  in  a  corporation,  etc.,  for  purposes  of  the  definition  of 
disqualified  individual,  the  constructive  ownership  rules  of  sections 
4946(a)(3)  and  (4)  apply. 

Effective  Date 

The  exemption  from  the  section  4940  excise  tax  for  certain  oper- 
ating foundations  applies  to  taxable  years  beginning  after  Decem- 
ber 31,  1984.  The  exemption  from  the  expenditure  responsibility 
rules  applies  to  grants  made  after  1984. 

C.  Reduction  in  Section  4940  Excise  Tax  Where  Charitable  Payout 
Increases  (Sec.  304  of  the  bill  and  Code  sec.  4940) 

Present  Law 

The  Tax  Reform  Act  of  1969  imposed  a  four-percent  excise  tax  on 
the  net  investment  income  of  private  foundations,  i.e.,  on  the  sum 
of  gross  investment  income  (including  interest  and  dividends)  plus 
net  capital  gain,  less  expenses  of  earning  such  income  (Code  sec. 
4940).  The  tax  was  imposed  so  that  foundations  would  share  some 
of  the  costs  of  government,  particularly  the  costs  of  administering 
the  tax  laws  relating  to  exempt  organizations.  In  the  Revenue  Act 
of  1978,  the  Congress  reduced  the  tax  rate  to  two  percent,  noting 
that  the  prior  rate  had  produced  more  than  twice  the  revenue 
needed  to  finance  administration  by  the  Internal  Revenue  Service 
of  the  exempt  organization  provisions  of  the  Code. 

Present  law  (sec.  4942)  in  effect  requires  a  private  nonoperating 
foundation  to  make  qualifying  distributions,  by  the  end  of  the  fol- 
lowing year,  at  least  equal  to  five  percent  of  the  value  of  its  invest- 
ment assets  for  the  year,  less  the  amount  of  section  4940  tax  on  the 


functionally  related  businesses.  Under  the  second  test,  the  organization  must  normally  spend  an 
amount  not  less  than  two-thirds  of  its  minimum  investment  return  directly  for  the  active  con- 
duct of  its  exempt  activities.  Under  the  third  alternative  test,  the  organization  must  receive  at 
least  85  percent  of  its  support  from  five  or  more  exempt  organizations  and  from  the  general 
public,  and  not  more  than  25  percent  of  the  foundation's  support  may  be  received  from  any  one 
exempt  organization. 


foundation's  net  investment  income  for  the  year.  The  payout  rules 
under  section  4942  do  not  apply  to  private  operating  foundations; 
however,  to  qualify  for  operating  status,  a  private  foundation  must 
meet  certain  payout  requirements.2 

Reasons  for  Change 

The  committee  was  informed  that  the  amount  of  taxes  collected 
under  section  4940  during  fiscal  year  1982  totalled  approximately 
$93  million.  The  Internal  Revenue  Service  estimates  that  the  total 
costs  of  administering  the  combined  exempt  organization  and  em- 
ployee plan  programs  in  fiscal  year  1982  were  approximately  $84.5 
million,  of  which  $33.4  million  was  for  exempt  organizations  and 
about  $51.1  million  for  employee  plans. 

Thus,  section  4940  excise  tax  collections  continue  to  exceed  the 
costs  of  administering  not  only  the  exempt  organization  program, 
but  also  the  employee  plan  and  exempt  organization  programs 
combined.  The  amounts  raised  by  this  excise  tax  are  not  ear- 
marked for  the  administration  of  these  programs;  rather,  they  go 
into  general  revenues.  The  amount  of  funds  available  to  the  Inter- 
nal Revenue  Service  generally  continues  to  depend  on  annual 
Treasury  appropriations. 

In  light  of  these  considerations,  the  committee  believes  that  the 
rate  of  the  section  4940  excise  tax  should  be  reduced  from  two  per- 
cent to  one  percent,  but  only  where  there  is  an  equivalent  increase 
in  the  foundation's  qualifying  distributions  for  charitable  purposes. 

Explanation  of  Provision 

The  rate  of  the  section  4940  excise  tax  imposed  on  the  net  invest- 
ment income  of  a  private  foundation  is  reduced  from  two  percent 
to  one  percent  for  any  taxable  year  if  the  amount  of  qualifying  dis- 
tributions 3  made  by  the  foundation  during  such  taxable  year 
equals  or  exceeds  the  sum  of  (a)  an  amount  equal  to  the  founda- 
tion's assets  4  for  such  taxable  year  multiplied  by  the  average  per- 
centage payout  for  the  base  period,  plus  (b)  one  percent  of  the  foun- 
dation's net  investment  income  for  such  taxable  year.  The  tax  rate 
is  not  reduced  for  a  year  if  the  foundation's  average  percentage 
payout  for  the  base  period  is  less  than  five  percent  (§Vs  percent  in 
the  case  of  a  private  operating  foundation). 

A  foundation's  percentage  payout  is  computed  for  a  year  by  di- 
viding (i)  the  amount  of  qualifying  distributions  made  by  the  foun- 
dation during  the  taxable  year,  by  (ii)  the  foundation's  assets  for 
the  taxable  year.  (If  the  amount  of  section  4940  tax  for  any  taxable 
year  in  the  base  period  is  reduced  by  reason  of  this  provision,  the 
amount  of  qualifying  distributions  made  by  the  foundation  during 
such  year  is  to  be  reduced  for  purposes  of  this  computation  by  the 
amount  of  such  reduction  in  tax.)  The  average  percentage  payout 


2  See  note  1,  supra. 

3  For  this  purpose,  the  term  qualifying  distribution  has  the  same  meaning  as  in  section 
4942(g). 

4  The  assets  of  the  foundation,  for  this  purpose,  equal  the  excess  of  (1)  the  aggregate  fair 
market  value  of  all  assets  of  the  foundation  other  than  those  which  are  used  (or  held  for  use) 
directly  in  carrying  out  the  foundation's  exempt  purposes,  over  (2)  the  acquisition  indebtedness 
with  respect  to  such  assets  (determined  under  sec.  514(c)(1)  without  regard  to  the  taxable  year  in 
which  the  indebtedness  was  incurred). 


1468 


for  the  base  period  is  the  average  of  the  percentage  payouts  for  tax- 
able years  in  the  base  period. 

In  general,  the  base  period  is  the  five  taxable  years  preceding  the 
current  year.  If  a  private  foundation  has  not  been  in  existence  for 
five  years,  the  base  period  consists  of  the  years  during  which  the 
foundation  was  in  existence. 

In  the  case  of  a  private  foundation  which  is  a  successor  to  an- 
other foundation,  the  experience  of  the  predecessor  is  to  be  taken 
into  account  in  applying  this  provision.  Treasury  regulations  are  to 
prescribe  rules  for  applying  this  provision  where  there  has  been  a 
merger,  reorganization,  or  division  of  a  private  foundation. 

Effective  Date 

The  amendment  made  by  section  304  of  the  bill  applies  to  tax- 
able years  beginning  after  December  31,  1984. 

D.  Amendments  to  Payout  Requirements  (Sec.  305  of  the  bill  and 

Code  sec.  4942) 

Present  Law 

The  Tax  Reform  Act  of  1969  in  effect  required  private  nonopera- 
ting  foundations  to  make  payouts  at  a  specified  minimum  level, 
generally  either  (1)  as  direct  expenditures  to  accomplish  charitable 
purposes,  or  (2)  as  grants  to  public  charities  or  private  operating 
foundations.  All  administrative  expenses  incurred  for  such  charita- 
ble purposes  count  as  qualifying  distributions.  If  certain  require- 
ments are  met,  a  foundation  may  count  as  current  distributions 
amounts  "set  aside"  to  be  paid  within  five  years  for  a  specific 
project. 

As  enacted  in  1969,  the  payout  provision  had  required  founda- 
tions to  make  qualifying  distributions  equal  to  the  higher  of  (1)  the 
foundation's  net  income  (other  than  long-term  capital  gains)  or  (2) 
the  foundation's  minimum  investment  return — then  set  at  six  per- 
cent of  the  fair  market  value  of  the  foundation's  investment  assets, 
with  that  rate  subject  to  certain  adjustments  for  post-1970  years. 
The  Tax  Reform  Act  of  197 6  substituted  a  flat  five-percent  rate  for 
measuring  the  minimum  investment  return.  In  1981,  the  Economic 
Recovery  Tax  Act  (ERTA)  repealed  the  prior-law  rule  that  had  re- 
quired foundations  to  distribute  any  excess  of  net  income  over  the 
minimum  investment  return.  Thus,  to  avoid  excise  tax  under 
present  law,  a  private  nonoperating  foundation  must  make  qualify- 
ing distributions,  by  the  end  of  the  following  year,  at  least  equal  to 
five  percent  of  the  fair  market  value  of  its  investment  assets  for 
the  year,  less  the  amount  of  section  4940  tax  on  the  foundation's 
net  investment  income  for  the  year. 

The  payout  rules  under  section  4942  do  not  apply  to  private  oper- 
ating foundations.  However,  to  qualify  for  operating  status,  a  pri- 
vate foundation  must  meet  certain  payout  requirements.5 


5  See  note  1,  supra. 
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Reasons  for  Change 

The  committee  believes  that  a  reasonable  limitation  should  be 
placed  on  the  extent  to  which  grant  administrative  expenses  may 
be  counted  in  satisfaction  of  the  payout  requirement,  in  order  to 
ensure  that  more  foundation  expenditures  actually  reach  charita- 
ble beneficiaries. 

Explanation  of  Provisions 
Grant  administrative  expenses 

Under  the  bill,  the  amount  of  grant  administrative  expenses  paid 
during  a  taxable  year  which  may  be  taken  into  account  as  qualify- 
ing distributions  may  not  exceed  the  excess  (if  any)  of  (1)  15  percent 
of  the  aggregate  amount  of  qualified  grants  made  by  the  founda- 
tion during  the  year  and  the  immediately  preceding  four  taxable 
years,  over  (2)  the  aggregate  amount  of  grant  administrative  ex- 
penses paid  during  the  four  preceding  taxable  years  which  were 
taken  into  account  as  qualifying  distributions. 

The  15-percent  limitation  applies  to  administrative  expenses 
(such  as  wages)  which  are  allocable  to  the  making  by  the  founda- 
tion of  any  contribution,  gift,  or  grant  which  is  a  qualifying  distri- 
bution. If  a  payment  by  a  foundation  is  a  contribution,  gift,  or 
grant  which  is  a  qualifying  distribution,  then  all  administrative  ex- 
penses allocable  to  the  payment  are  grant  administrative  expenses. 
A  set-aside  which  is  made  for  purposes  of  making  a  contribution, 
gift,  or  grant  constitutes  a  contribution,  gift,  or  grant  in  the  tax- 
able year  in  which  treated  as  a  qualifying  distribution,  and  admin- 
istrative expenses  allocable  to  such  a  set-aside  are  grant  adminis- 
trative expenses. 

The  15-percent  limitation  does  not  apply  with  respect  to  adminis- 
trative expenses  incurred  by  a  foundation  directly  for  the  active 
conduct  of  its  exempt  activities.6  For  example,  if  one  activity  of  a 
private  foundation  is  to  provide  direct  assistance  to  other  charities 
in  conducting  their  own  programs  and  in  their  fund  raising,  the 
salary  of  the  foundation's  employee  who  does  such  work  at  the 
other  charity  for  a  period  of  time  does  not  constitute  a  grant  ad- 
ministrative expense.7  Administrative  expenses  which,  without  re- 
spect to  the  15-percent  limitation,  may  not  be  counted  as  qualifying 
distributions  (e.g.,  administrative  expenses  incurred  in  the  produc- 


6  For  purposes  of  the  definition  of  operating  foundations  under  section  4942(j),  all  administra- 
tive expenses  (such  as  staff  salaries  and  traveling  expenses)  necessary  to  conduct  a  foundation's 
exempt  activities,  regardless  of  whether  they  are  directly  for  the  active  conduct  of  such  exempt 
activities,  are  treated  as  qualifying  distributions  expended  directly  for  the  active  conduct  of  such 
exempt  activities  if  such  expenses  and  costs  are  reasonable  in  amount  (Treas.  Reg.  sec. 
53.4942(b)-l(b)(l)).  This  allocation  rule  does  not  apply  for  purposes  of  the  15-percent  limitation. 

7  The  following  illustrates  the  application  of  these  rules.  Assume  that  X  Foundation  is  a  pri- 
vate nonoperating  foundation  whose  principal  purpose  is  to  relieve  poverty  and  human  suffer- 
ing. The  Foundation  has  a  salaried  staff  of  employees  located  in  various  areas  of  the  country. 
Three-fourths  of  the  Foundation's  expenditures  consist  of  grants  to  charitable  organizations;  the 
remaining  one-fourth  is  for  operation  of  a  soup  kitchen  and  other  direct  delivery  services  (e.g., 
the  furnishing  of  temporary  shelter).The  administrative  expenses  incurred  by  the  X  Foundation 
in  its  grantmaking  activities  are  considered  grant  administrative  expenses.  The  administrative 
expenses  associated  with  operation  of  the  soup  kitchen  and  other  direct  delivery  services  per- 
formed by  the  Foundation  are  not  considered  grant  administrative  expenses  for  purposes  of  this 
provision.  That  is,  the  expenses  of  the  direct  providing  by  the  Foundation  through  its  employees 
of  food  and  shelter  to  individuals  through  operation  of  the  soup  kitchen  and  the  shelter  are 
treated  as  incurred  directly  for  the  active  conduct  of  the  Foundation's  exempt  activities,  rather 
than  as  expenses  allocable  to  contributions  of  food  and  shelter. 
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tion  of  investment  income)  do  not  enter  into  the  computation  of  the 
15-percent  limitation. 

Under  a  transitional  rule,  the  amount  of  grant  administrative 
expenses  in  any  base  period  year  which  began  before  January  1, 
1985  will  be  treated  as  constituting  no  more  than  15  percent  of  the 
foundation's  qualified  grants  in  that  year.  For  example,  if  during 
1983  the  actual  grant  administrative  expenses  of  a  calendar-year 
foundation  amounted  to  25  percent  of  qualified  grants,  the  compu- 
tation of  the  limitation  for  1985  would  assume  that  the  percentage 
for  1983  was  only  15  percent. 

The  15-percent  limitation  applies  with  respect  to  the  section  4942 
payout  rules  and  does  not  affect  other  foundation  tax  rules  applica- 
ble to  payments  of  expenses  by  a  private  foundation.  Thus,  the  pay- 
ment of  excessive  compensation  to  a  foundation  manager  would 
constitute  an  act  of  self-dealing  under  section  4941(d)  and  a  taxable 
expenditure  under  section  4945(d)(5),  whether  or  not  such  expenses 
caused  the  15-percent  limitation  to  be  exceeded.  On  the  other  hand, 
the  mere  fact  that  a  foundation's  grant  administrative  expenses  ex- 
ceeded the  15-percent  limitation  would  not  itself  establish  that  any 
of  such  expenses  constitute,  for  example,  taxable  expenditures 
under  section  4945(d)(5). 

Technical  amendment 

In  ERTA,  section  4942  was  amended  to  define  the  required  mini- 
mum payout  as  five  percent  of  the  value  of  the  foundation's  net  in- 
vestment assets  (rather  than  the  higher  of  that  figure  or  net 
income).  The  ERTA  amendment  failed  to  add  back  to  the  newly  de- 
fined payout  amount  the  previously  applicable  modifications  set 
forth  in  section  4942(f)(2)(C),  relating  to  (i)  repayments  to  the  foun- 
dation of  amounts  previously  treated  as  qualifying  distributions 
(e.g.,  scholarship  loans);  (ii)  amounts  received  on  disposition  of 
assets  previously  treated  as  qualifying  distributions;  and  (iii) 
amounts  previously  set  aside  for  a  charitable  project  but  not  so 
used. 

The  bill  adds  to  the  required  minimum  payout  the  amounts  spec- 
ified in  Code  section  4942(f)(2)(C)  (certain  loan  repayments,  proceeds 
from  asset  dispositions,  and  unused  set-asides). 

Effective  Date 

The  amendments  made  by  section  305  of  the  bill  apply  to  taxable 
years  beginning  after  December  31,  1984. 

E.  Abatement  of  First-Tier  Excise  Taxes  in  Certain  Cases  (Sec. 
306  of  the  bill  and  Code  sees.  4942-4945) 

Present  Law 

First-tier  sanctions 

Under  present  law,  any  violation  of  the  foundation  rules  (sees. 
4941-4945)  results  in  imposition  of  an  initial  excise  tax  on  the  foun- 
dation (or  in  the  case  of  self-dealing,  on  the  disqualified  person  who 
entered  into  the  prohibited  transaction  with  the  foundation).  For 
example,  a  violation  of  the  prohibitions  on  self-dealing  transactions 
or  jeopardizing  investments  triggers  an  excise  tax  equal  to  five  per- 
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cent  of  the  amount  involved  in  the  self-dealing  transaction  (sec. 
4941)  or  the  jeopardizing  investment  (sec.  4944),  payable  for  each 
year  (or  part  thereof)  in  the  taxable  period.  This  means  that  the 
tax  under  section  4941  or  4944  continues  to  be  imposed  each  year 
beginning  when  the  prohibited  act  occurs  and  ending  only  when 
the  Internal  Revenue  Service  issues  a  deficiency  notice  or  assesses 
tax  on  the  act,  or  when  the  prohibited  act  is  "corrected." 

In  general,  the  first-tier  excise  tax  on  the  foundation  (or  on  the 
disqualified  person  engaged  in  self-dealing)  applies  automatically 
when  a  foundation  rule  is  violated.  However,  where  a  foundation 
fails  to  satisfy  the  section  4942  payout  requirements  solely  as  a 
result  of  an  incorrect  asset  valuation  which  was  due  to  reasonable 
cause,  the  excise  tax  under  that  section  is  excused  if  the  payout  de- 
ficiency is  made  up  during  a  specified  period. 

If  there  is  a  violation  of  the  prohibitions  on  jeopardizing  invest- 
ments, taxable  expenditures,  or  self-dealing,  an  initial  excise  tax  is 
imposed  on  any  foundation  officer,  director,  trustee,  or  responsible 
employee  who  knowingly  participated  in  the  prohibited  act,  unless 
the  manager  had  reasonable  cause  to  excuse  participation  in  the 
act.  This  first-level  tax  on  the  manager  cannot  exceed  $5,000 
($10,000  in  the  case  of  self-dealing)  for  any  one  such  violation. 

Second-tier  sanctions 

If  a  violation  of  the  foundation  rules  (sees.  4941-4945)  is  not  "cor- 
rected" within  a  specified  period,  an  additional  excise  tax  is  im- 
posed on  the  foundation  (or  in  the  case  of  self-dealing,  on  the  dis- 
qualified person).  For  example,  a  second-tier  tax  equal  to  200  per- 
cent of  the  amount  involved  in  a  self-dealing  transaction  would  be 
imposed  on  the  disqualified  person  unless  (1)  the  prohibited  trans- 
action is  undone  to  the  extent  possible  and  (2)  the  foundation  is 
placed  in  a  financial  position  not  worse  than  it  would  be  had  the 
disqualified  person  dealt  with  the  foundation  under  the  highest  fi- 
duciary standards. 

Similarly,  an  additional  excise  tax  is  imposed  on  a  foundation 
manager  who  refuses  to  agree  to  correct  a  violation  of  the  prohibi- 
tions on  self-dealing,  jeopardizing  investments,  or  taxable  expendi- 
tures. The  second-tier  tax  on  the  manager  cannot  exceed  $10,000 
for  any  one  such  violation. 

Additional  penalties 

If  a  foundation  rule  violation  is  willful  and  flagrant,8  or  if  there 
has  been  a  prior  violation  of  any  foundation  rule,  the  excise  tax 
sanctions  are  doubled,  unless  the  violation  was  due  to  reasonable 
cause  (sec.  6684).  In  addition,  a  termination  tax  (sec.  507)  may  be 
imposed  on  the  foundation  if  the  violation  was  willful  and  flagrant 
or  there  have  been  "willful  repeated"9  violations. 


8  An  act  or  failure  to  act  violating  a  foundation  rule  is  deemed  willful  and  flagrant  if  it  is 
"voluntarily,  consciously,  and  knowingly"  committed  in  violation  of  any  said  rule  and  if  it  "ap- 
pears to  a  reasonable  man  to  be  a  gross  violation  ***"  (Treas.  Reg.  sec.  1.507-l(cX2)).  No  motive 
to  avoid  the  foundation  restrictions  is  necessary  to  make  an  act  or  failure  to  act  willful.  Howev- 
er, an  act  or  failure  to  act  is  not  willful  if  the  foundation  (or  a  manager,  if  applicable)  does  not 
know  that  it  is  an  act  to  which  the  foundation  rules  apply  (Treas.  Reg.  sec.  1.507-l(cX5)). 

9  For  this  purpose,  the  term  willful  repeated  violations  means  at  least  two  acts  or  failures  to 
act  both  of  which  are  "voluntary,  conscious,  and  intentional"  (Treas.  Reg.  sec.  1.507-l(cXD). 
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Reasons  for  Change 

The  committee  believes  that  the  present-law  automatic  first-tier 
penalties  are  stricter  than  necessary  to  enforce  the  foundation  re- 
quirements in  certain  circumstances.  Therefore,  in  those  instances 
where  it  can  be  shown  that  there  was  reasonable  cause  for  the  vio- 
lation (other  than  self-dealing)  and  there  was  no  willful  neglect  of 
the  rules,  the  Internal  Revenue  Service  should  have  discretionary 
authority  to  relieve  the  foundation  from  the  first-tier  penalty  tax, 
provided  that  the  foundation  corrects  the  violation.  The  committee 
finds  no  justification  for  extending  such  an  abatement  mechanism 
to  acts  of  self-dealing,  particularly  since  the  penalty  tax  for  such 
violations  is  payable  by  the  self-dealer,  not  by  the  foundation,  and 
since  under  current  law  commercial  transactions  between  disquali- 
fied persons  and  foundations  are  generally  prohibited. 

Explanation  of  Provision 

The  bill  provides  discretionary  authority  to  the  Internal  Revenue 
Service  to  abate  first-tier  chapter  42  private  foundation  taxes, 
other  than  the  section  4941(a)  tax  on  self-dealing,  if  it  is  established 
to  the  satisfaction  of  the  Service  that  the  violation  of  the  founda- 
tion rules  (1)  was  due  to  reasonable  cause  and  not  to  willful  neglect 
and  (2)  has  been  corrected  within  the  appropriate  correction  period. 
A  violation  which  was  due  to  ignorance  of  the  law  is  not  to  qualify 
for  such  abatement. 

Effective  Date 

The  amendments  made  by  section  306  of  the  bill  apply  to  taxable 
events  occurring  after  December  31,  1984. 

F.  Amendment  to  Voter  Registration  Rules  (Sec.  307(a)  of  the  bill 
and  Code  sec.  4945(f)) 

Present  Law 

Under  present  law,  an  excise  tax  is  imposed  on  private  founda- 
tion expenditures  for  nonexempt  purposes,  including  expenditures 
for  political  activities  (sec.  4945).  Expenditures  paid  or  incurred  by 
a  foundation  to  influence  the  outcome  of  any  specific  election  or  to 
carry  on,  directly  or  indirectly,  voter  registration  activities  general- 
ly are  taxable  expenditures  (sec.  4945(d)(2)). 

However,  current  law  provides  an  exception  for  amounts  paid  to, 
or  incurred  by,  certain  organizations  that  are  engaged  in  nonparti- 
san voter  registration  activities  if  the  following  requirements  are 
met  (sec.  4945(f))— 

(1)  The  organization  must  be  described  in  section  501(c)(3)  and 
exempt  from  income  tax  under  section  501(a); 

(2)  The  voter  registration  activities  must  be  nonpartisan,  must 
not  be  confined  to  one  specific  election  period,  and  must  be  carried 
on  in  at  least  five  States; 

(3)  The  organization  must  spend  at  least  85  percent  of  its  income 
directly  for  the  active  conduct  of  activities  constituting  the  purpose 
for  which  it  is  organized  and  operated; 
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(4)  The  organization  must  receive  at  least  85  percent  of  its  total 
support  (other  than  gross  investment  income)  from  other  exempt 
organizations,  the  general  public,  governmental  units,  or  any  com- 
bination of  these  sources.  However,  the  organization  may  not  re- 
ceive more  than  25  percent  of  such  support  from  a  single  exempt 
organization,  nor  may  it  receive  more  than  50  percent  of  its  sup- 
port from  investment  income;  and 

(5)  Contributions  to  the  organization  for  voter  registration  activi- 
ties must  not  be  subject  to  conditions  that  they  be  used  only  in 
specified  States,  political  subdivisions,  or  other  areas  of  specified 
States,  or  that  they  may  be  used  only  in  one  specific  election 
period. 

Reasons  for  Change 

Present  law  is  intended  both  to  encourage  private  foundation 
support  for  certain  nonpartisan  voter  registration  activities,  and  to 
preclude  private  foundations  from  engaging  in  narrowly  limited  ac- 
tivities which  are  designed  to  favor  particular  candidates  and 
which  are  partisan  in  nature.  The  committee  believes  that  elimina- 
tion of  the  "five  State  rule,"  while  retaining  all  other  requirements 
under  current  law,  is  consistent  with  these  objectives.  In  addition, 
the  committee  notes  that  any  donee  organization  which  may 
engage  in  foundation-supported  voter  registration  activities  must 
be  tax-exempt  under  section  501(c)(3),  and  therefore  is  prohibited 
from  engaging  in  partisan  activities. 

Explanation  of  Provision 

The  bill  repeals  the  requirement  that  a  private  foundation  may 
support  a  voter  registration  drive  only  if  the  drive  is  conducted  in 
at  least  five  States,  but  retains  all  other  requirements  of  present 
law  (sec.  4945(f)).  Thus,  as  under  present  law,  the  activities  of  the 
organization  conducting  the  voter  registration  drive  must  be  non- 
partisan, and  cannot  be  confined  to  one  specific  election  period,  and 
contributions  to  the  organization  for  voter  registration  drives  may 
not  be  limited  to  use  in  specified  States,  or  political  subdivisions  or 
other  areas  thereof,  or  in  one  specific  election  period. 

Effective  Date 

The  amendment  made  by  section  307(a)  of  the  bill  takes  effect  on 
January  1,  1984. 

G.  Definition  of  Family  Member  (Sec.  307(b)  of  the  bill  and  Code 

sec.  4946(d)) 

Present  Law 

The  tax  rules  applicable  to  private  foundations  in  effect  prohibit 
certain  transactions  or  holdings  involving  a  disqualified  person  and 
a  private  foundation.  Under  present  law,  the  term  disqualified 
person  includes  substantial  contributors  to  a  foundation,  founda- 
tion officers,  directors,  or  trustees,  and  members  of  the  family  of 
such  an  individual,  plus  certain  other  related  entities.  The  disquali- 
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fled  family  members  are  the  individual's  spouse,  ancestors,  and  all 
lineal  descendants  (and  their  spouses)  (sec.  4946(d)). 

Reasons  for  Change 

The  committee  believes  that,  weighing  the  difficulties  of  keeping 
track  in  perpetuity  of  all  lineal  descendants  of  a  disqualified  person 
against  the  need  to  preserve  the  integrity  of  the  foundation  rules, 
it  is  appropriate  to  include  only  children,  grandchildren,  and  great- 
grandchildren (and  their  spouses)  in  lineal  descendants  who  are 
disqualified  persons  by  reason  of  being  members  of  a  disqualified 
person's  family. 

Explanation  of  Provision 

The  bill  provides  that  lineal  descendants  of  a  disqualified  person 
who  are  considered  members  of  the  family  of  that  individual,  and 
as  such,  disqualified  persons,  are  the  individual's  children,  grand- 
children, and  great-grandchildren,  and  the  spouses  of  such  descen- 
dants. 

Effective  Date 

The  amendment  made  by  section  307(b)  takes  effect  on  January 
1,  1985. 

H.  Public  Disclosure  and  Accessibility  of  Information  on  Founda- 
tions to  Grant  Applicants  (Sec.  307(c)  of  the  bill  and  Code  sec. 
6104(d)) 

Present  Law 

Annual  returns 

A  private  foundation  must  file  an  annual  information  return 
(Form  990-PF)  with  the  Internal  Revenue  Service  and  furnish  a 
copy  of  the  return  to  the  Attorney  General  (or  other  official)  in  the 
relevant  State  (sec.  6033). 

The  Form  990-PF  includes  the  following  information  for  the  tax- 
able year:  gross  income  and  related  expenses,  disbursements,  a  bal- 
ance sheet  showing  assets,  liabilities,  and  net  worth,  total  contribu- 
tions and  gifts  received,  the  names  and  addresses  of  all  substantial 
contributors,  the  names  and  addresses  of  the  foundation  managers 
and  highly  compensated  employees,  and  the  compensation  and 
other  amounts  paid  to  the  foundation  managers  and  highly  com- 
pensated employees.  Also,  the  return  currently  requests  certain  in- 
formation regarding  applications  for  grants  from  the  foundation 
(name,  address,  and  telephone  number  of  the  person  to  whom  ap- 
plications should  be  addressed;  any  required  format,  information, 
and  materials;  deadlines  for  submitting  applications;  and  any  limi- 
tations on  the  types  of  awards  that  the  foundation  makes,  such  as 
by  geographical  areas,  charitable  fields,  kinds  of  donee  institutions, 
etc.). 

The  failure  to  file  a  timely  exempt  organization  information 
return  (unless  reasonable  cause  is  shown)  results  in  a  sanction  of 
$10  per  day,  up  to  a  maximum  of  $5,000  as  to  any  one  return,  im- 
posed on  the  organization  (sec.  6652(d)).  Failure  to  file  a  return 
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after  a  reasonable  demand  by  the  Internal  Revenue  Service  (unless 
reasonable  cause  is  shown)  results  in  an  additional  sanction  of  $10 
per  day,  up  to  a  maximum  of  $5,000  as  to  any  one  return,  imposed 
on  the  exempt  organization  officer  or  employee  who  fails  to  file  the 
information  return. 

Disclosure  requirements 

Under  present  law,  all  information  required  to  be  furnished  on 
the  private  foundation  annual  return  must  be  made  available  to 
the  public  by  the  Internal  Revenue  Service  (sec.  6104). 

In  addition,  a  copy  of  the  private  foundation  annual  return  must 
be  made  available,  at  the  principal  office  of  the  foundation,  to  any 
citizen  who  requests  to  inspect  the  return  within  180  days  after  a 
notice  of  availability  has  been  published  (sec.  6104(d)).  This  notifica- 
tion must  be  published  in  a  newspaper  with  general  circulation,  in 
the  county  in  which  the  foundation's  principal  office  is  located,  not 
later  than  the  due  date  for  filing  the  return.  The  published  notice 
must  state  the  address  of  the  private  foundation's  principal  office 
and  the  name  of  its  principal  manager. 

Finally,  the  Internal  Revenue  Service  is  required  to  notify  the 
Attorney  General  (or  other  official)  of  the  relevant  State  in  the 
event  of  (1)  denial  of  tax-exempt  status  to  an  organization,  (2)  the 
operation  of  a  charitable  organization  in  a  manner  that  fails  to 
meet  the  requirements  for  tax-exempt  status,  or  (3)  the  mailing  of  a 
notice  of  deficiency  regarding  taxes  imposed  on  private  foundations 
(sec.  6104(c)).  In  addition,  the  Service  is  to  make  available  to  such 
State  officials  information  about  the  preceding  items  that  are  rele- 
vant to  any  determination  under  State  law. 

Reasons  for  Change 

The  committee  believes  that  the  private  foundation  reporting 
and  disclosure  requirements  provide  valuable  information  both  for 
public  information  purposes  and  for  tax  administration  purposes. 
Because  the  General  Accounting  Office  has  concluded  that  the  In- 
ternal Revenue  Service  has  not  fully  been  attentive  to  enforcing 
the  annual  return  requirements  relating  to  information  primarily 
beneficial  to  the  public,  the  committee  believes  that  the  Service 
should  intensify  its  enforcement  activities  to  ensure  availability  of 
this  information. 

Also,  the  committee  believes  that  the  required  newspaper  notice 
should  include  the  foundation's  telephone  number,  as  an  aid  to 
grant  applicants. 

While  the  committee  is  aware  of  the  various  resources  presently 
available  to  grant  applicants,  the  general  public  may  still  experi- 
ence difficulties  in  obtaining  all  information  needed  about  founda- 
tion grantmaking.  This  problem  would  be  alleviated  if  all  private 
foundations  provided  the  public  with  information  in  an  accessible 
and  understandable  format,  for  example,  through  annual  reports. 

Explanation  of  Provision 

The  bill  provides  that  the  annual  notice  of  availability  of  the  pri- 
vate foundation  annual  return,  which  is  required  to  be  published  in 
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a  newspaper,  must  contain  the  telephone  number  for  the  founda- 
tion's principal  office. 

Also,  the  committee  directs  the  Internal  Revenue  Service  to  en- 
force fully  the  present  law  rules  relating  to  private  foundation 
annual  information  returns  (Form  990-PF),  including  the  imposi- 
tion, in  appropriate  cases,  of  penalties  for  failure  to  file  a  (com- 
plete) return  where  the  return  as  filed  fails  to  provide  all  required 
information.  The  committee  also  calls  upon  the  Service  to  facilitate 
the  flow  of  appropriate  information  to  those  State  officials  who  are 
entitled  to  such  information,  and  to  coordinate  more  closely  with 
the  States  to  maximize  the  benefits  to  be  derived  from  such  infor- 
mation. 

Effective  Date 

The  amendment  made  by  section  307(c)  of  the  bill  takes  effect  on 
January  1,  1985. 

I.  Amendments  to  Excess  Business  Holdings  Rules  (Sees.  308-311 
and  315(b)  of  the  bill  and  Code  sec.  4943) 

Present  Law 

General  rules 

In  1969,  the  Congress  was  concerned  that  managers  of  founda- 
tions which  owned  large  holdings  in  a  business  tended  to  be  rela- 
tively unconcerned  about  producing  income  to  be  used  in  charitable 
activities,  that  their  attention  and  interest  would  be  devoted  to  the 
operation,  maintenance,  and  improvement  of  the  business  while  ne- 
glecting exempt  activities,  and  that  businesses  owned  by  exempt  or- 
ganizations may  be  operated  in  a  way  that  provides  those  business- 
es with  a  competitive  advantage  over  businesses  owned  by  taxable 
persons.  In  general,  the  Congress  concluded  that  a  private  founda- 
tion should  be  limited  in  the  amount  of  a  business  which  it  may, 
control. 

The  Tax  Reform  Act  of  1969,  in  effect,  generally  limited  the  com- 
bined ownership  of  a  business  corporation  by  a  private  foundation 
and  disqualified  persons  (for  this  purpose,  including  certain  related 
foundations)  to  not  more  than  20  percent  of  the  voting  stock.10  (For 
example,  if  the  disqualified  person's  holdings  are  five  percent,  the 
foundation  itself  may  hold  only  15  percent.)  If  persons  other  than 
disqualified  persons  have  effective  control  of  the  corporation,  the 
combined  foundation/disqualified  person  holdings  are  limited  to  35 
percent.  A  private  foundation  may  not  conduct  any  business  as  a 
proprietorship. 

Under  a  de  minimis  rule,  there  are  no  excess  business  holdings  if 
a  private  foundation  (together  with  related  foundations)  owns  not 
more  than  two  percent  of  the  voting  stock  and  not  more  than  two 


10  If  all  disqualified  persons  together  do  not  own  more  than  20  percent  of  the  voting  stock  of  a 
corporation,  there  is  no  limit  on  the  nonvoting  stock  which  may  be  held  by  the  private  founda- 
tion. To  determine  permitted  holdings  in  a  partnership,  the  foundation's  "profits  interest"  is 
aggregated  with  the  profits  interests  of  all  disqualified  persons  and  substituted  for  the  voting 
stock  limitation  applicable  to  corporations,  and  "capital  interest"  is  used  in  place  of  nonvoting 
stock.  In  computing  the  holdings  of  any  business  enterprise,  stock  or  other  interests  owned,  di- 
rectly or  indirectly,  by  a  corporation,  partnership,  estate,  or  trust  are  considered  as  owned  pro- 
portionately by  the  beneficial  owners. 
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percent  of  the  value  of  all  classes  of  stock,  regardless  of  the  extent 
of  ownership  by  disqualified  persons.  Also,  there  are  no  percentage 
limitations  on  foundation  ownership  of  a  business  which  is  func- 
tionally related  to  the  foundation's  charitable  programs,  or  of  a 
business  deriving  95  percent  of  its  gross  income  from  certain  pas- 
sive sources. 

Holdings  in  excess  of  permitted  limits  which  are  acquired  after 
May  26,  1969  other  than  by  purchase  (e.g.,  by  gift  or  bequest)  must 
be  disposed  of  by  the  foundation  within  five  years  after  acquisition 
(sec.  4943(c)(6)).  Post-May  26,  1969  purchases  of  stock  by  a  founda- 
tion or  a  disqualified  person  which  create  or  increase  aggregate 
holdings  beyond  permitted  limits  do  not  qualify  for  the  five-year 
grace  period,  and  may  immediately  result  in  excise  tax  penalties  on 
the  foundation  (subject  to  a  90-day  grace  period  for  a  foundation  to 
reduce  its  holdings  as  required  after  purchases  by  a  disqualified 
person). 

Grandfathered  holdings 

The  1969  Act  provided  special  rules  applicable  where  the  busi- 
ness holdings  of  a  private  foundation  (combined  with  disqualified 
persons)  exceeded  the  20-percent/ 35-percent  limitation  on  May  26, 
1969.  These  special  rules  also  apply  to  holdings  acquired  under 
trusts  irrevocable  on  that  date,  or  certain  wills  executed  by  that 
date,  even  though  the  actual  transfer  to  the  foundation  occurs 
later.  In  general,  grandfathered  holdings  are  permitted  to  be  re- 
tained, but  are  subject  to  gradual  reduction  over  several  phases. 

Under  the  first  phase,  by  the  deadlines  shown  below  the  com- 
bined foundation/disqualified  person  holdings  cannot  exceed  50 
percent  of  the  voting  stock  of  the  corporation  or,  if  less,  50  percent 
of  the  value  of  all  outstanding  shares — 


Ownership  on  5/26/69: 
More  than  95%  by  foundation 
alone 

More    than    75%  combined 

holdings 
More    than    50%  combined 

holdings 


Deadline  to  reach  50%  com 
bined  holdings: 

May  26,  1989 

May  26,  1984 
May  26,  1979 


After  expiration  of  the  first  phase,  a  second  set  of  divestiture  re- 
quirements becomes  operational — 

(1)  If  disqualified  persons  do  not  own  more  than  two  percent  of 
the  corporate  voting  stock  at  any  time  during  the  second  phase  (the 
15  years  after  the  close  of  the  first  phase),  the  combined  founda- 
tion/disqualified person  holdings  must  be  reduced  to  not  more  than 
35  percent  by  the  end  of  that  period  (i.e.,  for  a  foundation  which 
itself  owned  95  percent  of  the  stock  on  May  26,  1969,  by  May  26, 
2004);  and  if  at  any  time  after  the  end  of  the  second  phase  the  hold- 
ings of  disqualified  persons  exceed  two  percent,  then  the  founda- 
tion itself  cannot  hold  more  than  25  percent  of  the  voting  stock. 

(2)  If  the  holdings  of  disqualified  persons  exceed  two  percent  at 
any  time  during  the  second  phase,  then  at  all  times  thereafter  the 
combined  foundation/disqualified  person  holdings  are  limited  to  50 
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percent,  with  no  more  than  25  percent  of  the  voting  stock  being 
held  by  the  foundation. 

Grandfathered  holdings  are  subject  to  reduction  by  operation  of 
the  "downward  ratchet"  rule.  The  rule,  in  effect,  provides  that  if 
there  is  any  reduction  in  the  holdings  of  a  private  foundation  or  in 
combined  private  foundation/disqualified  person  holdings,  then 
these  holdings  can  never  go  up  again  to  the  former  grandfathered 
or  otherwise  permitted  level  over  20  percent  (35  percent,  if  applica- 
ble). 

Reasons  for  Change 

After  review  of  the  general  limitations  on  business  holdings  by 
foundations,  the  committee  believes  that  the  same  reasons  for 
which  in  1969  the  Congress  prohibited  private  foundations  from 
owning  substantial  holdings  of  a  business  enterprise  continue  to  be 
valid  today.  The  committee  continues  to  believe  that  the  attention 
and  energies  of  private  foundations  should  be  directed  toward  per- 
formance of  their  exempt  functions  and  not  toward  the  operation 
of  a  business  enterprise.  The  committee  believes  that  without  such 
restrictions,  the  energies  and  resources  of  the  private  foundation 
may  well  be  directed  toward  the  operation  of  the  business  enter- 
prise. Where  the  charitable  ownership  predominates,  the  business 
also  may  be  run  in  a  way  which  unfairly  competes  with  other  busi- 
nesses. Moreover,  ownership  of  significant  interests  in  business  en- 
terprises makes  the  provisions  relating  to  self-dealing,  minimum 
payout,  and  taxable  expenditures  difficult  to  administer. 

In  addition,  the  committee  believes  that  the  1969  Act  rules  re- 
quiring divestiture  of  pre-1969  holdings  by  private  foundations  con- 
tinue to  be  appropriate  for  several  reasons.  First,  the  same  reasons 
for  prohibiting  private  foundations  from  acquiring  significant  inter- 
ests in  business  enterprises  after  1969  apply  to  pre-1969  holdings. 
Second,  since  the  enactment  of  the  1969  Act,  many  private  founda- 
tions have  divested  themselves  of  their  excess  business  holdings  in 
reliance  on  the  mandates  of  the  1969  Act.  The  committee  believes 
that  it  would  be  unfair  to  those  private  foundations  who  properly 
relied  on  and  complied  with  the  law  to  permit  those  private  foun- 
dations who  have  failed  to  comply  with  the  1969  Act  rules  to  now 
become  exempt  from  divestiture. 

After  reviewing  the  1969  Act  rules,  the  committee  also  has  con- 
cluded that  certain  modifications  to  those  rules  are  desirable  in 
order  to  carry  out  the  overall  intent  of  the  1969  Act. 

First,  the  committee  believes  that  the  rules  which  require  dives- 
titure within  five  years  of  excess  business  holdings  acquired  by  a 
private  foundation  after  1969  other  than  by  purchase  may  not  pro- 
vide sufficient  time  to  dispose  of  holdings  which  are  exceptionally 
large  or  complex.  Accordingly,  the  bill  provides  the  Internal  Reve- 
nue Service  with  discretionary  authority  to  extend  the  normal  five- 
year  divestiture  period  for  an  additional  five  years  in  appropriate 
cases  involving  an  unusually  large  gift  or  bequest  of  diverse  or 
complex  business  holdings. 

Second,  the  committee  believes  that  the  operation  of  the  "down- 
ward ratchet"  rule  is  too  harsh  in  certain  situations.  For  example, 
since  the  enactment  of  the  1969  Act,  it  is  now  possible  for  a  busi- 
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ness  enterprise  to  adopt  an  employee  stock  ownership  plan  (ESOP) 
to  which  the  stock  of  the  enterprise  is  contributed  for  the  benefit  of 
its  employees.  Often  this  stock  is  later  redeemed  from  the  ESOP  as 
those  employees  terminate  their  employment.  Under  the  downward 
ratchet  rule,  the  private  foundation's  relative  holdings  decrease 
when  the  stock  is  transferred  to  the  plan;  as  a  result,  when  the 
stock  is  redeemed  from  the  plan,  the  private  foundation  is  forced  to 
sell  some  of  its  otherwise  permitted  holdings  to  reduce  its  relative 
holdings  to  the  new  lower  limit.  The  committee  believes  that  the 
downward  ratchet  rule  should  not  apply  where  the  reductions  in 
the  relative  holdings  of  the  private  foundation  result  from  new  is- 
suances of  stock  so  long  as  the  reduction  is  relatively  minor.  Ac- 
cordingly, the  bill  provides  an  exception  to  the  downward  ratchet 
rule  where  the  reduction  of  the  relative  holdings  of  the  private 
foundation  are  reduced  by  less  than  two  percent  by  reason  of 
changes  in  the  number  of  outstanding  shares. 

Finally,  the  committee  believes  that  three  modifications  to  the 
rules  governing  pre-1969  holdings  are  appropriate.  First,  under  the 
1969  Act  divestiture  rules  for  grandfathered  holdings,  the  10-year 
and  15-year  periods  for  the  first  phase  are  determined  by  reference 
to  the  combined  holdings  of  the  private  foundation  and  disqualified 
persons,  while  the  20-year  period  is  determined  by  reference  only 
to  the  holdings  of  the  private  foundation.  The  committee  does  not 
find  any  reason  for  this  different  basis  for  measuring  the  length  of 
the  first  phase.  Accordingly,  the  bill  provides  that  the  20-year 
period  also  is  to  be  determined  by  reference  to  the  combined  hold- 
ings of  the  private  foundation  and  disqualified  persons. 

Second,  during  the  second  and  third  phases  of  the  divestiture 
rules  for  pre-1969  holdings,  private  foundations  have  a  lower  limit 
(i.e.,  25  percent  of  voting  stock)  for  direct  holdings  if  disqualified 
persons  own  more  than  two  percent  of  the  business  enterprise. 
Where  disqualified  persons  first  acquire  more  than  two  percent 
during  those  phases,  the  present  statute  does  not  permit  any  time 
for  the  private  foundation  to  reduce  its  holdings  to  the  lower  limit 
and  avoid  excise  taxes.  Accordingly,  the  bill  provides  that  in  such 
circumstances,  the  private  foundation  has  five  years  to  reduce  its 
holdings  to  the  lower  limit. 

Finally,  the  committee  bill  makes  a  technical  correction  to  the 
1969  Act  to  allow  the  Herndon  Foundation  to  continue  to  hold  a 
majority  interest  in  certain  business  holdings. 

A  number  of  concerns  were  brought  to  the  attention  of  the  com- 
mittee relating  to  technical  issues  under  certain  provisions  of  the 
excess  business  holdings  rules  with  respect  to  which  final  regula- 
tions have  not  yet  been  issued.  It  is  the  committee's  understanding 
that  final  regulations  relating  to  these  reserved  issues  will  provide 
that,  except  in  certain  abuse  cases,  there  will  be  no  constructive 
ownership  through  active  business  corporations,  a  passive  parent 
corporation  of  an  affiliated  group  of  active  business  corporations 
will  be  treated  as  an  active  business  corporation,  stock  received  in 
a  corporate  reorganization  or  other  readjustment  will  be  treated  as 
the  stock  surrendered  in  the  reorganization  or  readjustment  to  the 
extent  there  is  no  increase  in  either  the  percentage  ownership  of 
the  foundation  or  the  percentage  ownership  of  the  foundation  and 
its  disqualified  persons  in  combination,  and  any  excess  stock  re- 
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ceived  in  a  corporate  reorganization  or  other  readjustment  will  be 
treated  as  acquired  other  than  by  purchase.  Based  on  this  under- 
standing, the  committee  does  not  believe  any  statutory  changes  are 
required  with  respect  to  reserved  issues  under  the  excess  business 
holdings  regulations. 

Explanation  of  Provisions 
Disposition  of  certain  post-1969  gifts  or  bequests 

The  bill  gives  the  Internal  Revenue  Service  discretionary  author- 
ity to  grant  an  extension  of  an  additional  five  years  to  dispose  of 
certain  business  holdings  acquired  by  a  private  foundation  after 
1969  by  gift  or  bequest.  This  provision  applies  only  in  the  case  of 
an  unusually  large  gift  or  bequest  of  either  diverse  business  hold- 
ings or  holdings  with  complex  corporate  structures. 

The  extension  will  be  available  only  if  (1)  prior  to  the  close  of  the 
initial  five-year  period,  the  private  foundation  submits  a  plan  to 
the  Service  for  disposition  of  the  business  holdings,  and  (2)  the 
Service  determines  that  such  plan  can  reasonably  be  expected  to  be 
carried  out  before  the  end  of  the  extension  period. 1 1  (Under  a  tran- 
sitional rule,  any  plan  for  disposition  submitted  to  the  Service  on 
or  before  the  60th  day  after  the  date  of  enactment  of  the  bill  is 
treated  as  if  submitted  before  the  close  of  the  initial  five-year 
period.)  Before  the  Service  can  grant  the  extension,  the  foundation 
must  establish  that  disposition  within  the  initial  five-year  period 
was  not  possible  (except  at  a  price  substantially  below  fair  market 
value12)  because  of  the  size  and  complexity  or  diversity  of  the  busi- 
ness holdings,  and  that  the  foundation  has  made  diligent  efforts  to 
dispose  of  those  business  holdings  within  the  initial  five-year 
period. 

This  provision  of  the  bill  applies  to  business  holdings  as  to  which 
the  initial  five-year  period  (sec.  4943(c)(6))  ends  on  or  after  Novem- 
ber 1,  1983. 

Exception  to  downward  ratchet  rule 

The  bill  provides  an  exception  to  the  downward  ratchet  rule 
under  which  decreases  in  the  percentage  holdings  of  a  private  foun- 
dation are  disregarded  if  (l).the  decreases  are  due  solely  to  the  is- 
suance of  stock  (or  to  issuance  of  stock  coupled  with  subsequent  re- 
demptions of  stock)  of  the  business  enterprise,  (2)  the  net  percent- 
age decrease  does  not  exceed  two  percent,  and  (3)  the  number  of 
shares  held  by  the  private  foundation  is  not  affected  by  the  issu- 
ance of  stock  or  any  redemption  of  stock  which  was  coupled  to  the 
issuance  of  stock.13 

If  the  exception  applies,  the  limits  on  the  maximum  permitted 
holdings  of  the  private  foundation  and  on  the  maximum  permitted 


11  The  plan  must  also  be  submitted  to  the  Attorney  General  of  the  relevant  State  for  his  or 
her  consideration,  and  the  Internal  Revenue  Service  is  to  consider  any  comments  which  the  At- 
torney General  may  make  as  to  the  plan. 

12  For  purposes  of  this  provision  in  sec.  308  of  the  bill,  a  price  which  is  at  least  five  percent 
below  fair  market  value  is  to  be  considered  a  price  which  is  substantially  below  fair  market 
value. 

13  For  purposes  of  this  provision  in  section  309  of  the  bill,  an  increase  in  the  number  of  shares 
held  by  the  foundation  which  results  solely  from  a  stock  split  applicable  to  all  holders  of  the 
same  class  of  stock  is  to  be  disregarded. 
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combined  foundation/disqualified  person  holdings  will  not  be  re- 
duced by  the  amount  of  the  net  decrease.  If  the  net  percentage  de- 
crease exceeds  two  percent,  the  exception  does  not  apply  and,  as 
under  present  law,  the  limit  on  the  maximum  holdings  of  the  pri- 
vate foundation  is  permanently  reduced  by  the  amount  of  the  de- 
crease. 

This  amendment  is  effective  for  decreases  and  subsequent  in- 
creases occurring  after  the  date  of  enactment. 

Eligibility  for  20-year  first  phase 

The  bill  modifies  the  divestiture  rules  of  present  law  to  provide 
that  the  20-year  first  phase  period  to  reduce  pre- 1969  excess  busi- 
ness holdings  applies  if  the  combined  holdings  of  the  private  foun- 
dation and  disqualified  persons  exceeded  95  percent  on  May  26, 
1969.  This  amendment  is  effective  on  the  date  of  enactment. 

Modification  of  second  and  third  phases 

The  bill  provides  that  if  a  private  foundation's  maximum  busi- 
ness holdings  must  be  reduced  to  25  percent  of  the  voting  stock  by 
reason  of  the  acquisition  by  disqualified  persons  of  more  than  two 
percent  of  the  business  enterprise  during  either  the  second  or  third 
phase  of  the  divestiture  rules,  the  private  foundation  is  given  five 
years  to  dispose  of  the  excess  over  25  percent.  This  five-year  period 
cannot  be  extended  pursuant  to  the  provision  of  the  bill  (sec.  308) 
relating  to  the  divestiture  period  for  certain  post-1969  gifts  or  be- 
quests. This  amendment  applies  to  acquisitions  made  after  the  date 
of  enactment. 

Technical  correction  in  description  of  Herndon  Foundation 

The  bill  makes  a  technical  correction  to  clarify  that  the  Herndon 
Foundation  is  permitted  to  continue  to  hold  a  majority  of  the  stock 
of  certain  business  enterprises.  This  amendment  applies  as  if  in- 
cluded in  section  101(0(4)  of  the  Tax  Reform  Act  of  1969. 

J.  Exemption  for  Certain  Games  of  Chance  (Sec.  312  of  the  bill 
and  Code  sec.  513) 

Present  Law 

Under  present  law,  organizations  that  are  exempt  from  Federal 
income  taxation  are  subject  to  tax  on  income  derived  from  an  unre- 
lated trade  or  business  (sees.  511-514).  The  term  unrelated  trade  or 
business  generally  means  any  trade  or  business  the  conduct  of 
which  is  not  substantially  related  (aside  from  the  need  of  such  or- 
ganization for  income  or  funds  or  the  use  it  makes  of  the  profits 
derived)  to  the  exercise  or  performance  by  such  organization  of  the 
activities  for  which  the  organization  was  granted  tax  exemption. 

Present  law  includes  an  exception  to  the  definition  of  an  unrelat- 
ed trade  or  business  for  certain  bingo  games  conducted  by  tax- 
exempt  organizations  (sec.  513(f)). 

Reasons  for  Change 

The  committee  believes  that,  under  certain  circumstances,  tax- 
exempt  organizations  should  not  be  subject  to  the  tax  on  unrelated 
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business  taxable  income  on  income  from  games  of  chance  which 
may  legally  be  conducted  under  State  law  only  by  nonprofit  organi- 
zations. 

Explanation  of  Provision 

The  bill  provides  that  the  term  unrelated  trade  or  business  does 
not  include  any  trade  or  business  that  consists  of  conducting  any 
game  of  chance  if  (1)  the  game  of  chance  is  conducted  by  a  nonprof- 
it organization,  (2)  the  conducting  of  the  game  does  not  violate  any 
State  or  local  law,  and  (3)  as  of  October  5,  1983,  there  was  a  State 
law  in  effect  that  permitted  the  conducting  of  the  game  of  chance 
only  by  a  nonprofit  organization. 

Effective  Date 

The  provision  applies  retroactively  to  games  of  chance  conducted 
after  June  30,  1981,  in  taxable  years  ending  after  that  date. 

K.  Exception  to  Self-Dealing  Rules  for  Certain 
Stock  Transactions  (Sec.  313  of  the  bill  and  Code  sec.  4941) 

Present  Law 

The  Tax  Reform  Act  of  1969  in  effect  prohibited  certain  transac- 
tions between  a  private  foundation  and  disqualified  persons  (includ- 
ing substantial  contributors),  and  imposed  excise  taxes  for  viola- 
tions of  these  rules.  The  transactions  prohibited  as  "self-dealing" 
generally  include  (1)  the  sale,  exchange,  or  leasing  of  property  be- 
tween a  private  foundation  and  a  disqualified  person  and  (2)  the 
lending  of  money  or  other  extension  of  credit  between  a  private 
foundation  and  a  disqualified  person  (sec.  4941). 

Reasons  for  Change 

Under  present  law,  once  a  contributor  to  a  foundation  is  treated 
as  a  substantial  contributor,  that  person  retains  status  as  a  dis- 
qualified person  forever,  regardless  of  the  relative  value  of  the  per- 
son's contributions  (sec.  507(d)).  As  indicated  in  the  description 
below  of  section  314  of  the  bill,  the  committee  believes  that  this 
rule  should  be  changed  so  that  the  disqualified  person  status  of  a 
person  whose  relative  contributions  have  become  insignificant  will 
terminate  in  appropriate  cases. 

In  general,  the  committee  believes  that  this  change  should  apply 
prospectively.  However,  it  has  come  to  the  attention  of  the  commit- 
tee that  the  rule  that  substantial  contributors  retain  their  status  as 
disqualified  persons  forever  has  resulted  in  the  application  of  the 
self-dealing  rules  in  a  case  involving  the  sale  of  publicly  traded 
stock  of  Murphy  Motor  Freight  Lines,  Inc.  (the  "Company")  by  the 
Wasie  Foundation  to  the  Company.  In  that  case,  the  Company  was 
treated  as  a  disqualified  person  because  of  contributions  of  less 
than  $10,000  early  in  the  life  of  the  Wasie  Foundation.  As  a  result, 
the  sale  of  stock  by  the  Wasie  Foundation  to  the  Company  pursu- 
ant to  the  settlement  of  a  court  case  involving  the  control  of  the 
Company  was  treated  as  an  act  of  self-dealing.  The  committee  be- 
lieves that  this  transaction  should  not  be  subject  to  section  4941 
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taxes  so  long  as  the  total  consideration  paid  to  the  Wasie  Founda- 
tion (i.e.,  the  amount  of  any  cash  and  the  fair  market  value  of  any 
notes  received  for  the  stock  by  the  Wasie  Foundation  in  connection 
with  such  purchase)  was  equal  to  or  exceeded  the  value  of  the  stock 
at  the  time  of  the  sale. 

Explanation  of  Provision 

The  bill  provides  that  Code  section  4941  is  not  to  apply  to  the 
purchase  during  1978  of  stock  from  a  private  foundation  (and  to 
any  note  issued  in  connection  with  such  purchase)  if  (1)  considera- 
tion for  the  purchase  equaled  or  exceeded  the  fair  market  value  of 
the  stock;  (2)  the  purchaser  of  the  stock  did  not  make  any  contribu- 
tion to  the  foundation  at  any  time  during  the  five-year  period 
ending  on  the  date  of  the  purchase;  (3)  the  aggregate  contributions 
to  the  foundation  by  the  purchaser  before  such  date  were  less  than 
$10,000  and  less  than  two  percent  of  the  total  contributions  re- 
ceived by  the  foundation  as  of  that  date;  and  (4)  the  purchase  was 
pursuant  to  the  settlement  of  litigation  involving  the  purchaser. 
That  is,  under  the  bill  Code  section  4941  is  not  to  apply  in  the  case 
of  the  1978  sale  of  stock  of  Murphy  Motor  Freight  Lines,  Inc.  by 
the  Wasie  Foundation  to  Murphy  Motor  Freight  Lines,  Inc.  and  the 
related  financing  by  the  Wasie  Foundation  if  the  total  considera- 
tion received  (i.e.,  the  sum  of  the  cash  and  the  value  of  the  notes) 
equaled  or  exceeded  the  fair  market  value  of  the  stock  to  Wasie 
Foundation. 

Effective  Date 

The  provision  applies  retroactively  for  1978  and  subsequent 
years.  In  addition,  section  313  of  the  bill  provides  for  a  refund  or 
credit  of  any  section  4941  taxes  previously  paid  if  claim  for  refund 
or  credit  is  filed  within  one  year  from  the  date  of  enactment. 

L.  Termination  of  Status  as  Substantial  Contributor  (Sec.  314  of 
the  bill  and  Code  sec.  507(d)) 

Present  Law 

Under  present  law,  status  as  a  disqualified  person  is  relevant  for 
several  private  foundation  provisions,  including  the  prohibitions  on 
self-dealing  between  a  disqualified  person  and  the  foundation  and 
on  excess  business  holdings.  The  term  disqualified  person  generally 
includes  substantial  contributors,  foundation  officers,  directors,  or 
trustees,  and  members  of  the  family  of  such  an  individual,  plus  cer- 
tain other  related  entities  (sec.  4946). 

The  term  substantial  contributor  means  a  person  whose  contribu- 
tions to  the  foundation  exceeded  two  percent  of  all  contributions 
received  by  the  foundation  before  the  close  of  the  year  in  which  the 
contribution  is  made,  but  only  if  the  person's  contributions  exceed 
$5,000  (sec.  507(d)(2)).  Once  a  person  becomes  a  substantial  contrib- 
utor, that  person  retains  that  status  forever. 
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Reasons  for  Change 

The  committee  believes  that  the  rule  under  which  persons  retain 
their  status  as  substantial  contributors  forever  is  unnecessarily  re- 
strictive and  may  lead  to  unintended  harsh  consequences  in  certain 
circumstances.  The  committee  believes  that  an  individual  may  suf- 
ficiently terminate  connection  with  and  control  over  a  private 
foundation,  so  that  he  or  she  no  longer  should  be  treated  as  a  dis- 
qualified person,  if  there  has  been  a  sufficiently  long  time  since 
that  person  had  made  any  contribution  to  or  had  any  relationship 
with  the  foundation,  and  if  there  have  been  much  larger  contribu- 
tions from  another  person  to  the  foundation.  This  often  may  be  the 
case  where  a  person  makes  relatively  small  contributions  near  the 
date  of  creation  of  the  foundation  and  an  unrelated  person  makes  a 
substantially  larger  contribution  later. 

Explanation  of  Provision 

The  bill  provides  that  a  person  will  not  continue  to  be  treated  as 
a  substantial  contributor  as  of  the  close  of  a  taxable  year  of  a  foun- 
dation if  three  requirements  are  met. 

First,  neither  the  person  nor  any  related  person14  made  a  contri- 
bution to  the  foundation  at  any  time  within  the  10-year  period 
ending  at  the  close  of  the  taxable  year.  Second,  at  no  time  during 
the  10-year  period  was  that  person  or  any  related  person  a  founda- 
tion manager  of  the  private  foundation.  Third,  the  aggregate  con- 
tributions (adjusted  for  the  growth  of  the  contributions  in  the  foun- 
dation) made  by  such  person  and  related  persons  are  determined 
by  the  Internal  Revenue  Service  to  be  insignificant  when  compared 
to  the  aggregate  amount  of  contributions  to  that  foundation  by  one 
other  person.  The  committee  intends  that  such  contributions  gener- 
ally are  to  be  considered  insignificant  if  they  are  less  than  one  per- 
cent of  the  contributions  by  the  other  person  (adjusted  for 
growth). 1 5 

Effective  Date 

The  amendment  made  by  section  314  applies  to  taxable  years  be- 
ginning after  December  31,  1984. 

M.  Review  of  Treasury  Regulations  on  Expenditure  Responsibility 

(Code  sec.  4945) 

Present  Law 

In  the  case  of  grants  to  organizations  other  than  public  charities, 
a  private  foundation  must  exercise  "expenditure  responsibility" 


14  For  purposes  of  this  provision,  the  term  related  person  means  any  other  person  who  would 
be  a  disqualified  person  (within  the  meaning  of  sec.  4946)  by  reason  of  his  or  her  relationship  to 
the  substantial  contributor.  In  the  case  of  a  contributor  which  is  a  corporation,  the  term  also 
includes  any  officer  or  director  of  the  corporation. 

15  For  example,  a  gift  of  $250,000  in  cash  in  1969  would  be  considered  insignificant  in  com- 
parison to  a  gift  of  $100  million  made  by  another  person  in  1979.  Similarly,  a  gift  of  $250,000  of 
stock  in  1969  would  be  considered  insignificant  in  comparison  to  a  gift  of  $107  million  in  1979, 
even  assuming  the  value  of  the  stock  (originally  worth  $250,000  when  made)  had  appreciated  in 
value  to  $1.2  million  as  of  the  date  on  which  the  $107  million  gift  was  made.  However,  a  gift  of 
$250,000  of  stock  in  1969  which  had  appreciated  in  value  to  $15  million  would  not  be  considered 
insignificant  in  comparison  to  another's  gift  of  $107  million  in  1979. 
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over  the  grant  (sec.  4945(d)).  To  ensure  that  such  grants  will  be 
properly  used  by  the  recipient  for  charitable  purposes,  the  grantor 
must  make  reasonable  efforts,  and  establish  adequate  procedures, 
to  see  that  the  grant  is  spent  solely  for  proper  uses,  to  obtain  full 
reports  from  the  grantee,  and  to  make  full  reports  to  the  Internal 
Revenue  Service  on  the  grants. 

Treasury  regulations  expressly  state  that  the  expenditure  respon- 
sibility rules  do  not  make  donor  foundations  insurers  or  guarantors 
of  the  activities  of  donee  organizations,  and  set  forth  guidelines 
under  which  donor  foundations  may  satisfy  the  section  4945  rules 
(Reg.  sec.  53.4945-5(b)).  For  example,  the  regulations  state  that  a 
private  foundation  considering  a  grant  request  should  conduct  a 
limited  inquiry  concerning  the  potential  donee,  complete  enough  to 
give  a  reasonable  person  assurance  that  the  grant  would  be  used 
for  charitable  purposes.  The  scope  of  the  inquiry  would  vary  with 
factors  such  as  the  dollar  amount  of  the  grant.  No  such  pre-grant 
inquiry  would  be  required  if  the  donee  organization  had  received 
prior  grants  from  the  donor  foundation  and  had  submitted  to  the 
donor  the  required  reports  substantiating  proper  use  of  the  earlier 
grant  funds. 

The  donor  foundation  must  obtain  a  written  commitment  from 
the  donee  foundation  that  the  latter  will  use  the  grant  funds  solely 
for  charitable  purposes  and  will  submit  reports  as  to  whether  the 
funds  have  been  used  in  compliance  with  the  grant  terms.  The 
grantor  foundation  need  not  conduct  any  independent  verification 
of  such  reports  unless  it  has  reason  to  doubt  their  accuracy  or  reli- 
ability (Reg.  sec.  53.4945-5(c)(l)).  In  meeting  its  own  reporting  re- 
quirements to  the  Internal  Revenue  Service,  the  grantor  founda- 
tion may  rely  on  statements  from  the  donee  organization  or  other 
records  showing  the  information  which  the  grantor,  in  turn,  must 
report  to  the  Service  (Reg.  sec.  53.4945-5(c)(4)). 

Reasons  for  Committee  Action 

The  committee  reaffirms  the  central  purpose  of  the  expenditure 
responsibility  rules— to  ensure  that  foundation  grants  will  be  prop- 
erly used  by  the  recipient  organization  solely  for  exempt  purposes. 
At  the  same  time,  the  committee  is  concerned  whether  implemen- 
tation of  the  statutory  requirements  in  Treasury  regulations  may 
have  added  unduly  burdensome  or  unnecessary  requirements  in 
some  respects,  which  may  operate  to  deter  grants  by  some  founda- 
tions to  newly  formed,  community-based  organizations. 

Committee  Action 

The  committee  directed  the  Treasury  Department  to  review  its 
expenditure  responsibility  regulations  for  purposes  of  modifying  re- 
quirements which  are  found  to  be  unduly  burdensome  or  unneces- 
sary. As  part  of  its  review,  Treasury  is  to  modify  the  required 
grantor  reports  to  the  Internal  Revenue  Service.  The  Treasury  De- 
partment is  to  report  to  the  committee  on  its  review  and  modifica- 
tions. 
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N.  Review  of  Treasury  Regulations  on  Reliance  on  IRS 
Classifications 

Present  Law 

Private  foundations  must  exercise  expenditure  responsibility 
with  respect  to  grants  made  to  another  private  foundation  (sec. 
4945(d)).  In  addition,  distributions  to  a  private  nonoperating  foun- 
dation generally  may  not  be  used  to  satisfy  the  grantor  founda- 
tion's minimum  distribution  requirements  (sec.  4942).  Therefore,  in 
order  to  avoid  violations  of  the  expenditure  responsibility  and  mini- 
mum distribution  rules,  a  private  foundation  must  determine 
whether  a  potential  donee  is  a  private  foundation  or  public  charity. 

In  many  cases,  the  public  charity  status  of  a  donee  is  determined 
by  the  percentage  of  its  support  that  is  received  from  the  general 
public.  The  Internal  Revenue  Service  issues  determination  letters 
to  all  section  501(c)(3)  organizations  relating  to  their  status  as 
public  charities  or  private  foundations.  For  new  organizations  with- 
out four  years  of  support  history,  advance  rulings  are  issued  based 
on  a  determination  of  whether  the  charity  can  reasonably  be  ex- 
pected to  meet  the  public  support  test  during  an  advance  ruling 
period  of  either  two  or  five  years. 

In  general,  a  donor  is  permitted  to  rely  on  a  determination  by 
the  Internal  Revenue  Service  of  a  donee's  public  charity  status 
until  publication  of  notice  of  a  change  of  status.  However,  a  donor 
foundation  may  not  rely  on  the  donee  organization's  classification 
if  the  donor  foundation  is  responsible  for  or  aware  of  a  "substantial 
and  material"  change  in  the  donee  organization's  sources  of  sup- 
port that  results  in  the  organization's  loss  of  classification  as  a  pub- 
licly supported  organization.  In  general,  the  donor  foundation  will 
not  be  considered  responsible  for  or  aware  of  such  a  change  in  sup- 
port (and  hence  may  rely  on  a  published  classification)  if  the  grant 
is  made  in  reliance  on  a  detailed  written  statement  by  the  grantee 
organization  that  the  grant  will  not  result  in  loss  of  public  charity 
status,  and  the  information  in  such  statement  would  not  give  rise 
to  a  reasonable  doubt  as  to  the  effect  of  the  grant  (Treas.  Reg.  sec. 
1.509(a)-(3)(c)). 

To  facilitate  reliance  on  published  classifications,  the  Internal 
Revenue  Service  has  issued  guidelines  specifying  circumstances 
under  which  a  donor  foundation  will  not  be  considered  responsible 
for  a  "substantial  and  material"  change  in  support  of  the  donee  or- 
ganization.16 In  addition,  the  Service  has  published  guidelines 
specifying  circumstances  under  which  a  grant  will  be  considered 
"unusual"  and  hence  will  not  cause  the  donee  organization  to  lose 
its  status  as  publicly  supported. 1 7 


16  Under  these  guidelines,  a  donor  organization  generally  will  not  be  considered  responsible 
for  a  substantial  and  material  change  in  support  if  the  aggregate  of  gifts,  grants,  and  contribu- 
tions received  from  the  donor  organization  for  a  taxable  year  does  not  exceed  25  percent  of  the 
aggregate  support  received  by  the  donee  organization  from  all  other  sources  for  the  four  taxable 
years  immediately  preceding  the  year  of  the  grant  (Rev.  Proc.  81-6,  1981-1  C.B.  620).  In  such 
circumstances,  the  donor  foundation  can  rely  on  the  classification  of  the  donee  organization  as 
publicly  supported  without  risk  that  its  grant  will  later  be  treated  as  causing  the  donee  organi- 
zation to  lose  its  public  charity  status  (thereby  subjecting  the  donor  foundation  to  excise  tax 
penalties  for  failure  to  exercise  expenditure  responsibility). 

17  Under  these  guidelines,  a  grant  generally  will  be  considered  unusual  where  six  conditions 
are  met:  (1)  the  grant  is  not  made  by  a  donor  foundation  which  created  the  donee  organization 

Continued 
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Reasons  for  Committee  Action 

While  the  committee  believes  that  it  is  appropriate  for  a  private 
foundation  to  inquire  whether  its  grant  will  cause  the  donee  to  lose 
public  charity  status,  the  committee  is  concerned  that  private  foun- 
dations may  hesitate  to  make  grants  to  new  organizations  that  may 
have  little  support  from  the  general  public  in  the  first  two  or  three 
years  of  their  existence,  because  it  is  difficult  for  the  foundation  to 
obtain  assurance  that  the  grant  will  not  cause  the  organization  to 
fail  to  qualify  for  public  charity  status. 

Committee  Action 

The  committee  directed  the  Treasury  Department  to  extend  the 
advance  ruling  period  during  which  qualifying  new  organizations 
are  considered  public  charities  to  five  years,  and  to  amend  its  regu- 
lations to  permit  greater  reliance  on  Internal  Revenue  Service  clas- 
sifications concerning  new  organizations  in  the  first  five  years  of 
their  existence. 

O.  Revenue  Effect 

The  provisions  of  title  III  of  the  bill  will  reduce  fiscal  year  budget 
receipts  by  $13  million  in  1984,  $45  million  in  1985,  $46  million  in 
1986,  $47  million  in  1987,  and  $50  million  in  1988. 


or  was  a  substantial  contributor  to  the  donee  organization;  (2)  the  grant  is  not  made  by  a  donor 
organization  which  is  in  a  position  of  authority  to  the  donee  organization;  (3)  the  grant  is  made 
in  cash,  readily  marketable  securities,  or  assets  that  directly  further  the  exempt  purpose  of  the 
donee  organization;  (4)  the  donee  organization  has  received  an  advance  or  final  ruling  that  it  is 
classified  as  a  publicly  supported  organization;  (5)  there  are  no  material  restrictions  imposed  on 
the  grant;  and  (6)  if  the  grant  is  intended  to  pay  for  the  operating  expenses  of  the  donee  organi- 
zation, the  grant  is  expressly  limited  to  one  year's  operating  expenses  (Rev.  Proc.  81-7,  1981-1 
C.B.  621). 


TITLE  IV— TAX  SIMPLIFICATION  PROVISIONS 


A.  Estimated  Income  Tax  (sees.  411-414  of  the  bill,  sec.  6654  of  the 
Code,  and  Revenue  Ruling  83-111) 

Present  Law 

Under  present  law,  an  individual  who  fails  to  pay  an  installment 
of  estimated  income  tax  on  or  before  the  due  date  generally  is  sub- 
ject to  a  penalty  at  the  rate  established  for  interest  (under  sec. 
6621).  The  penalty  may  not  be  waived.  The  penalty  is  computed  by 
applying  the  interest  rate  to  the  amount  of  the  underpayment  of 
the  installment  for  the  period  of  the  underpayment.  The  amount  of 
the  underpayment  is  the  difference  between  the  payments  (includ- 
ing withholding)  made  on  or  before  the  due  date  of  each  install- 
ment and  80  percent  of  the  total  tax  shown  on  the  return  for  the 
year,  divided  by  the  number  of  installments  that  should  have  been 
made.  Estimated  tax  payments  of  the  alternative  minimum  tax  are 
not  required. 

There  are  four  exceptions  to  the  general  underpayment  penalty. 
No  penalty  is  imposed  upon  a  taxpayer  if  total  tax  payments  for 
the  year  (withholding  plus  estimated  tax  payments)  equal  or  exceed 
an  installment  based  on  (1)  the  preceding  year's  tax  liability,  if  a 
return  showing  a  liability  for  tax  was  filed  for  the  preceding  year; 
(2)  80  percent  of  the  taxes  which  would  be  due  if  the  income  al- 
ready received  during  the  current  year  were  placed  on  annual 
basis;  (3)  90  percent  of  the  tax  which  would  be  due  on  the  income 
actually  received  from  the  beginning  of  the  year  to  the  computa- 
tion date;  or  (4)  the  tax  computed  by  using  the  facts  shown  on  the 
prior  year's  return  under  the  current  year's  tax  rates  and  exemp- 
tions. Also,  no  penalty  is  imposed  where  the  tax  (reduced  by  with- 
holding) is  less  than  a  minimal  amount  ($300  in  1983,  $400  in  1984, 
and  $500  in  1985  and  thereafter),  or  where  there  was  no  tax  liabili- 
ty for  the  preceding  taxable  year. 

Reasons  for  Change 

The  committee  believes  that  generally  taxpayers  who  pay  their 
tax  by  making  estimated  tax  payments  should,  to  the  extent  possi- 
ble, be  treated  no  more  favorably  than  those  who  pay  their  tax  pri- 
marily through  wage  withholding.  While  the  present  rules  govern- 
ing the  estimated  tax  work  well  in  most  cases,  there  are  technical 
problems  and  inequities  that  should  be  corrected.  First,  the  com- 
mittee is  concerned  that  the  Commissioner  of  Internal  Revenue 
cannot  waive  the  penalty  for  failure  to  make  estimated  tax  pay- 
ment even  where  the  failure  is  due  to  extreme  hardship.  While  the 
committee  recognizes  that  the  system  cannot  be  administered  if 
waivers  are  readily  available,  the  Commissioner  should  have  the 
authority  to  grant  a  waiver  in  limited  extreme  hardship  cases. 
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Therefore,  the  bill  authorizes  the  Internal  Revenue  Service  to 
waive  the  penalty  in  certain  limited  circumstances. 

In  addition,  the  present  law  exceptions  to  the  penalty  may,  on 
the  one  hand,  allow  individuals  to  improperly  avoid  estimated  tax 
requirements  in  some  circumstances,  while  subjecting  other  indi- 
viduals to  a  substantial  penalty  for  failure  to  meet  one  of  the  ex- 
ceptions by  a  few  dollars.  The  exceptions  are  therefore  restructured 
to  avoid  these  results.  Finally,  the  committee  believes  that  persons 
subject  to  the  alternative  minimum  tax,  as  restructured  under 
TEFRA,  should  be  required  to  make  current  estimated  payments 
just  as  individuals  subject  to  other  income  taxes  are  required  to  do. 

Explanation  of  Provision 
Estimated  income  tax  for  individuals 

The  bill  makes  a  number  of  modifications  to  the  present  law  re- 
quirements and  consolidates  all  the  rules  into  one  section  of  the 
Code.  Under  the  bill,  the  underpayment  penalty  with  respect  to 
any  installment  will  apply  to  the  difference  between  payments 
made  by  the  due  date  of  the  installment  and  the  lesser  of  an  in- 
stallment based  on  80  percent  of  the  tax  shown  on  the  return  or 
100  percent  of  the  tax  shown  on  the  preceding  year's  return,  if  a 
return  was  filed  for  the  preceding  year.  In  addition,  a  penalty  will 
be  imposed  with  respect  to  any  payment  only  to  the  extent  the 
total  payments  for  the  year  up  to  the  required  installment  are 
below  80  percent  of  the  taxes  which  would  be  due  if  the  income  al- 
ready received  during  the  current  year  was  placed  on  an  annua- 
lized basis.1  The  exceptions  from  the  penalty  described  in  para- 
graphs (3)  and  (4)  of  present  law  (above)  are  repealed.  Estimated 
tax  payments  for  the  alternative  minimum  tax  will  be  required. 

The  Internal  Revenue  Service  can  waive  the  penalty  if  the  fail- 
ure to  make  a  payment  was  due  to  casualty,  disaster,  or  other  un- 
usual circumstances  where  it  would  be  inequitable  to  impose  the 
penalty.  Thus,  for  example,  this  waiver  could  be  granted  where  the 
taxpayer's  books  and  records  were  destroyed  by  fire  or  other  casu- 
alty, or  where  payment  was  not  made  because  of  the  death  or  seri- 
ous illness  of  the  taxpayer.  Also,  the  penalty  can  be  waived  where 
it  would  be  inequitable  to  impose  a  penalty,  for  example,  because 
the  taxpayer  substantially  overstated  his  or  her  tax  liability  shown 
on  the  return. 

Credit  of  tax  overpayments 

The  bill  also  provides  that  the  rules  relating  to  the  crediting  of 
an  income  tax  (individual  or  corporate)  overpayment  against  an  es- 
timated tax  liability  shall  be  determined  without  regard  to  Reve- 
nue Ruling  83-1 11. 2  That  ruling  held  that  where  a  taxpayer  with 
an  overpayment  of  tax  from  a  prior  year  files  a  timely  return  pur- 
suant to  an  extension  of  time  to  file,  the  crediting  of  the  overpay- 
ment to  the  current  year's  estimated  tax  liability  may  not  be  made 
prior  to  the  date  the  return  is  filed  and  the  taxpayer  so  elects. 


1  Subsequent  installments  must  be  adjusted  to  recapture  any  reduction  resulting  from  the  ap- 
plication of  this  rule. 
2I.R.B.  1983-31,  p.  6. 
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Under  the  bill,  it  is  intended  that  the  taxpayer  may  elect  to  credit 
the  overpayment  to  an  estimated  tax  payment  arising  after  the 
overpayment  arose  but  before  the  election  is  made.  Where  the 
credit  is  made  to  an  estimated  tax  payment  arising  prior  to  the 
election,  interest  on  any  overpayment  will  not  be  payable  3  and  in- 
terest on  any  underpayment  which  arises  because  of  a  deficiency  in 
tax  for  the  prior  year  will  run  from  the  date  the  credit  is  effective. 

Thus,  for  example,  assume  a  taxpayer  makes  estimated  tax  pay- 
ments (including  withholding)  of  $10,000  in  1984  and  receives  an 
extension  of  time  to  file  the  1984  return  until  August  15,  1985.  Also 
assume  that  a  return  is  filed  on  August  15,  1985,  showing  a  liabili- 
ty of  $8,000  for  1984.  The  taxpayer  may  elect  to  credit  the  $2,000 
overpayment  to  the  April  15  estimated  tax  payment  of  his  or  her 
1985  tax.  Interest  on  the  $2,000  overpayment  will  not  be  payable.  If 
it  is  later  determined  that  the  taxpayer's  liability  for  1984  was  ac- 
tually $11,000,  interest  on  an  underpayment  of  $3,000  will  begin  to 
run  on  April  15,  1985. 

Effective  Date 

The  provisions  will  generally  be  effective  for  taxable  years  begin- 
ning after  December  31,  1984.  The  provision  relating  to  Revenue 
Ruling  83-111  will  be  effective  January  1,  1984. 

Revenue  Effect 

The  repeal  of  the  "90  percent"  and  "this  year's  tax  rates"  excep- 
tions from  the  penalty  will  increase  revenues  by  $12  million  in 
fiscal  year  1985,  by  $11  million  in  fiscal  year  1987,  by  $9  million  in 
fiscal  year  1988  and  by  $7  million  in  fiscal  year  1989. 

The  provision  measuring  the  penalty  from  last  year's  return  will 
reduce  revenues  by  $63  million  in  fiscal  year  1986,  by  $69  million 
in  fiscal  year  1987,  by  $76  million  in  fiscal  year  1988,  and  by  $84 
million  in  fiscal  year  1989. 

The  provision  allowing  a  waiver  of  the  penalty  will  reduce  rev- 
enues by  less  than  $5  million  a  year  beginning  in  fiscal  year  1985. 

The  provision  relating  to  the  alternative  minimum  tax  will  in- 
crease revenue  by  $611  million  in  fiscal  year  1985,  $45  million  in 
fiscal  year  1986,  $49  million  in  fiscal  year  1987,  $52  million  in  fiscal 
year  1988  and  by  $56  million  in  fiscal  year  1989. 


3Treas.  reg.  section  301.6611-l(hX2Xvii). 


B.  Domestic  Relations 

1.  Treatment  of  Transfer  of  Property  Between  Spouses  or 
Incident  to  Divorce  (sec.  422  of  the  bill  and  sec.  1041  of  the  Code) 

Present  Law 

The  Supreme  Court  has  ruled  that  a  transfer  of  appreciated 
property  to  a  spouse  (or  former  spouse)  in  exchange  for  the  release 
of  marital  claims  results  in  the  recognition  of  gain  to  the  transfer- 
or (United  States  v.  Davis  (370  U.S.  65  (1962)).  The  spouse  receiving 
the  property  receives  a  basis  in  the  asset  transferred  equal  to  its 
fair  market  value.  These  rules  do  not  apply  in  the  case  of  the  equal 
division  of  community  property,  and  the  IRS  has  ruled  that  this 
rule  does  not  apply  to  the  partition  of  jointly  held  property.4  The 
tax  treatment  of  divisions  of  property  between  spouses  involving 
other  various  types  of  ownership  under  the  different  State  laws  is 
often  unclear  and  has  resulted  in  much  litigation.5  Several  states 
have  amended  their  property  law  in  an  attempt  to  avoid  the  result 
in  the  Davis  case. 

In  addition,  under  present  law,  losses  are  not  allowed  with  re- 
spect to  the  transfer  of  property  between  spouses  (sec.  267),  and 
capital  gains  treatment  and  installment  sales  reporting  are  not  al- 
lowed on  the  sale  or  exchange  of  depreciable  property  between 
spouses  (sees.  1239  and  453(g)).  These  limitations  do  not  apply  to 
transfers  between  former  spouses. 

Reasons  for  Change 

The  committee  believes  that,  in  general,  it  is  inappropriate  to  tax 
transfers  between  spouses.  This  policy  is  already  reflected  in  the 
Code  rule  that  exempts  marital  gifts  from  the  gift  tax,  and  reflects 
the  fact  that  a  husband  and  wife  are  a  single  economic  unit. 

The  current  rules  governing  transfers  of  property  between 
spouses  or  former  spouses  incident  to  divorce  have  not  worked  well 
and  have  led  to  much  controversy  and  litigation.  Often  the  rules 
have  proved  a  trap  for  the  unwary  as,  for  example,  where  the  par- 
ties view  property  acquired  during  marriage  (even  though  held  in 
one  spouse's  name)  as  jointly  owned,  only  to  find  that  the  equal  di- 
vision of  the  property  upon  divorce  triggers  recognition  of  gain. 

Furthermore,  in  divorce  cases,  the  government  often  gets  whip- 
sawed.  The  transferor  will  not  report  any  gain  on  the  transfer, 
while  the  recipient  spouse,  when  he  or  she  sells,  is  entitled  under 
the  Davis  rule  to  compute  his  or  her  gain  or  loss  by  reference  to  a 


4  See  Rev.  Rul.  74-347,  1974-2  C.B.26 

5  See  e.g.,  Commissioner  v.  Collins,  412  F.2d  211  (10th  Cir.  1969)  U.S.  v.  Wallace,  439  F.  2d  757 
(8th  Cir.  1971);  Commissioner  v.  Wiles,  499  F.2d  255  (10th  Cir.  1974);  U.S.  v.  Imel,  523  F.2d  853 
(10th  Cir.  1975);  W.  W.  McKinney,  64  T.C.  262  (1975);  U.S.  v.  Bosch,  590  F.2d  165  (5th  Cir.  1979). 
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basis  equal  to  the  fair  market  value  of  the  property  at  the  time  re- 
ceived. 

The  committee  believes  that  to  correct  these  problems,  and  make 
the  tax  laws  as  unintrusive  as  possible  with  respect  to  relations  be- 
tween spouses,  the  tax  laws  governing  transfers  between  spouses 
and  former  spouses  should  be  changed. 

Explanation  of  Provision 

The  bill  provides  that  the  transfer  of  property  to  a  spouse  inci- 
dent to  a  divorce  6  will  be  treated,  for  income  tax  purposes,  in  the 
same  manner  as  a  gift.  Gain  (including  recapture  income)  or  loss 
will  not  be  recognized  to  the  transferor,  and  the  transferee  will  re- 
ceive the  property  at  the  transferor's  basis  (whether  the  property 
has  appreciated  or  depreciated  in  value).  A  transfer  will  be  treated 
as  incident  to  a  divorce  if  the  transfer  occurs  within  one  year  after 
the  parties  cease  to  be  married  or  is  related  to  the  divorce.  This 
nonrecognition  rule  applies  whether  the  transfer  is  for  the  relin- 
quishment of  marital  rights,  for  cash  or  other  property,  for  the  as- 
sumption of  liabilities  in  excess  of  basis,  or  for  other  consideration 
and  is  intended  to  apply  to  any  indebtedness  which  is  discharged. 
Thus,  uniform  Federal  income  tax  consequences  will  apply  to  these 
transfers  notwithstanding  that  the  property  may  be  subject  to  dif- 
fering state  property  laws. 

In  addition,  this  nonrecognition  rule  applies  in  the  case  of  trans- 
fers of  property  between  spouses  during  marriage. 

Where  an  annuity  is  transferred,  or  a  beneficial  interest  in  a 
trust  is  transferred  or  created,  incident  to  divorce  or  separation, 
the  transferee  will  be  entitled  to  the  usual  annuity  treatment,  in- 
cluding recovery  of  the  transferor's  investment  in  the  contract 
(under  sec.  72),  or  the  usual  treatment  as  the  beneficiary  of  a  trust 
(by  reason  of  sec.  682),  notwithstanding  that  the  annuity  payments 
or  payments  by  the  trust  qualify  as  alimony  or  otherwise  discharge 
a  support  obligation.7  The  transfer  of  a  life  insurance  contract  to  a 
spouse  incident  to  a  divorce  or  separation  generally  will  no  longer 
result  in  the  proceeds  of  the  policy  later  being  includible  in  income, 
since  the  policy  will  have  a  carryover  basis  and  therefore  the  trans- 
fer for  value  rules  (sec.  101(a)(2))  will  not  apply.  Also,  the  transfer 
of  an  installment  obligation  will  not  trigger  gain  and  the  transfer 
of  investment  credit  property  will  not  result  in  recapture  if  the 
property  continues  to  be  used  in  the  trade  or  business. 

Effective  Date 

The  provision  applies  (1)  to  transfers  after  the  date  of  enactment 
of  the  bill,  and  (2)  to  transfers  after  December  31,  1983,  and  on  or 
before  the  date  of  enactment  of  the  bill  if  both  parties  elect.  How- 
ever, it  will  not  apply  to  transfers  after  the  date  of  enactment  pur- 
suant to  instruments  in  effect  before  that  date  unless  both  parties 
elect  to  have  the  provision  apply. 


6  For  purposes  of  this  provisions,  an  annullment  is  treated  as  a  divorce. 

7  This  rule  relates,  in  part,  to  amendments  made  to  Code  section  71  by  section  423  of  the  bill. 
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Revenue  Effect 

This  provision  will  reduce  revenues  by  less  than  $5  million  annu- 
ally. 


2.  Alimony  (sec.  423  of  the  bill  and  sees.  71  and  215  of  the  Code) 


Present  Law 

In  general 

Under  present  law,  payments  of  alimony  pursuant  to  a  decree  of 
divorce  or  separate  maintenance,  a  written  separation  agreement 
or  decree  for  support  or  maintenance  are  deductible  by  the  payor 
spouse  and  includible  in  the  income  of  the  recipient  spouse.  The 
amount  of  the  payment  is  deductible  in  computing  adjusted  gross 
income  and  thus  is  allowable  whether  or  not  the  payor  itemizes  his 
or  her  deductions. 

In  order  to  be  treated  as  alimony,  a  payment  must  meet  several 
requirements.  First,  the  payment  must  be  in  discharge  of  a  legal 
obligation  imposed  upon  or  incurred  by  a  spouse  because  of  a 
family  or  marital  relationship.  Second,  the  payment  must  be  im- 
posed under  the  decree  of  divorce  or  separate  maintenance  or 
under  a  written  instrument  incident  to  the  divorce  or  separation, 
made  under  a  written  separation  agreement,  or  required  under  a 
decree  of  support  or  maintenance.  Third,  the  payment  must  be  "pe- 
riodic." A  payment  will  not  qualify  as  "periodic"  if  it  discharges  a 
principal  sum,  unless  the  sum  may  be  paid  over  a  period  exceeding 
10  years  from  the  date  of  the  divorce  or  separation  decree,  instru- 
ment or  agreement;  then  the  annual  amount  treated  as  alimony 
cannot  exceed  10  percent  of  the  principal  sum.  A  contingent  pay- 
ment is  not  a  payment  in  discharge  of  a  principal  sum. 

Payments  which  are  fixed  by  the  decree  or  agreement  as  child 
support  are  not  treated  as  alimony  and  therefore  are  not  deduct- 
ible by  the  payor  or  includible  in  income  of  the  recipient.8 

Legislative  background 

Prior  to  1942,  there  was  no  statutory  provision  explicitly  dealing 
with  alimony  payments.  In  1917,  the  Supreme  Court  held  that, 
under  the  provisions  of  the  Income  Tax  Act  of  1913,  alimony  paid 
to  a  divorced  wife  was  not  taxable  income.9  From  1917  to  1942,  the 
result  in  the  Gould  case  remained  unchanged  and  alimony  was  nei- 
ther includible  in  the  recipient's  income  nor  deductible  by  the 
payor. 

When  tax  rates  were  increased  significantly  in  1942,  Congress 
recognized  that  the  higher  tax  rates  would  intensify  the  hardship 
of  payment  of  alimony  out  of  after-tax  income.  Congress,  therefore, 
enacted  provisions  in  the  Revenue  Act  of  1942  to  require  that  cer- 
tain alimony  payments  be  included  in  the  recipient  spouse's  income 
and  to  permit  the  payor  spouse  to  deduct  those  payments  as  an 


8  Commissioner  v.  Lester,  366  U.S.  299  (1961)  sets  forth  rules  relating  to  the  designation  of 
amounts  as  child  support  rather  than  alimony. 

9  Gould  v.  Gould,  245  U.S.  151  (1917). 
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itemized  deduction.  These  provisions  applied  to  alimony  payments 
made  by  persons  who  were  divorced  or  legally  separated.  In  1954, 
the  alimony  provisions  were  extended  to  apply  to  payments  made 
under  a  decree  for  support  where  the  parties  are  physically  sepa- 
rated. The  Tax  Reform  Act  of  1976  permitted  alimony  to  be  deduct- 
ed in  arriving  at  adjusted  gross  income  so  that  a  taxpayer  who  does 
not  itemize  deductions  may  nevertheless  deduct  alimony. 

Tax  effects 

A  principal  purpose  for  the  present  tax  treatment  of  alimony  is 
to  relieve  the  payor  of  the  burden  of  paying  tax  on  the  income 
which  is  transferred  to  the  payee  spouse  as  alimony  and  to  impose 
that  burden  on  the  spouse  receiving  the  alimony.  In  addition  to 
transferring  the  tax  burden,  under  present  law  an  overall  tax  sav- 
ings generally  results  because  the  payor  is  normally  in  a  higher 
marginal  tax  bracket  than  the  payee.  Because  rates  for  a  single 
taxpayer  or  head  of  household  are  lower  than  the  rates  for  married 
persons  filing  separate  returns  (upon  which  the  joint  return  rates 
are  based),  two  individuals  who  are  divorced  and  between  whom 
alimony  is  paid  may  pay  less  total  tax  than  they  paid  prior  to  mar- 
riage or  during  marriage. 

For  example,  assume  that  single  individuals  A  and  B  have 
earned  income  of  $51,000  and  $11,000  (taxable  income  of  $50,000 
and  $10,000),  respectively.  As  single  taxpayers,  their  respective 
taxes  for  1983  would  be  $14,738  and  $1,121.  Their  combined  tax  is 
$15,859.  If  A  and  B  were  married  for  1983,  their  joint  return  tax 
liability  would  be  $15,574. 10  If  A  and  B  are  divorced  for  1983  and  A 
pays  B  $20,000  alimony,  they  each  would  have  a  liability  as  a 
single  taxpayer  of  $6,477.  Their  combined  tax  would  be  $12,954. 

Reasons  for  Change 

The  committee  believes  that  the  present  law  definition  of  ali- 
mony is  not  sufficiently  objective.  Differences  in  State  laws  create 
differences  in  Federal  tax  consequences  and  administrative  difficul- 
ties for  the  IRS.  The  committee  believes  that  a  uniform  Federal 
standard  should  be  set  forth  to  determine  what  constitutes  alimony 
for  Federal  tax  purposes.  This  will  make  it  easier  for  the  Internal 
Revenue  Service,  the  parties  to  a  divorce,  and  the  courts  to  apply 
the  rules  to  the  facts  in  any  particular  case  and  should  lead  to  less 
litigation.  The  committee  bill  attempts  to  define  alimony  in  a  way 
that  would  conform  to  general  notions  of  what  type  of  payments 
constitute  alimony  as  distinguished  from  property  settlements  and 
to  prevent  the  deduction  of  large,  one-time  lump-sum  property  set- 
tlements. 

Explanation  of  Provision 

Under  the  bill,  alimony  payments  will  continue  to  be  deductible 
by  the  payor  spouse  and  includible  in  income  by  the  recipient 
spouse.11  However,  the  bill  amends  the  definition  of  alimony.  The 


10  This  is  based  on  $58,900  taxable  income  ($62,000  gross  income,  $1,100  marriage  penalty  de- 
duction (under  sec.  221)  and  a  $2,000  deduction  for  personal  exemptions.  This  example  assumes 
neither  party  itemizes  deductions. 

1 1  The  bill  does  not  affect  the  present  law  rules  concerning  the  ability  of  a  deceased  spouse's 
estate  to  deduct  alimony  payments. 
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requirement  that  the  payment  must  be  made  on  account  of  a  mari- 
tal obligation  imposed  under  local  law  will  be  repealed  and  the 
present  law  requirement  that  the  payment  be  "periodic"  will  not 
be  retained. 

Under  the  bill,  an  alimony  payment  must  meet  several  require- 
ments. The  payment  must  be  made  in  cash  and  be  received  by,  or 
on  behalf  of,  the  payee  spouse  (or  former  spouse).  A  payment  can 
also  qualify  as  alimony,  for  example,  where  a  cash  payment  is 
made  to  a  third  party  for  the  benefit  of  the  payee  spouse.  As  under 
present  law,  an  alimony  payment  must  be  made  under  a  decree  of 
divorce  or  separate  maintenance  or  under  a  written  instrument  in- 
cident to  the  divorce,  a  written  separation  agreement,  or  a  decree 
requiring  support  or  maintenance  payments. 

Where  the  parties  are  divorced  or  legally  separated,  they  may 
not  be  members  of  the  same  household  at  the  time  the  payment  is 
made.  The  parties  are  not  to  be  treated  as  members  of  the  same 
household  where  the  taxpayer  is  preparing  to  shortly  depart  from 
the  household  of  the  other  spouse. 

In  order  to  prevent  the  deduction  of  amounts  which  are  in  effect 
transfers  of  property  unrelated  to  the  support  needs  of  the  recipi- 
ent, the  bill  provides  that  a  payment  qualifies  as  alimony  only  if 
the  payor  (or  any  person  making  a  payment  on  behalf  of  the  payor) 
has  no  liability  to  make  any  such  payment  for  any  period  following 
the  death  of  the  payee  spouse.  A  provision  for  a  substitute  pay- 
ment, such  as  an  additional  amount  to  be  paid  as  child  support 
after  the  death  of  the  payee  spouse  will  prevent  a  corresponding 
amount  of  the  payment  to  the  payee  spouse  from  qualifying  as  ali- 
mony. Amounts  payable  under  a  life  insurance  contract  on  the  life 
of  the  payee  spouse  will  not  be  treated  as  a  liability  which  would 
affect  the  status  of  other  payments  made  by  the  payor  spouse. 

The  parties,  by  clearly  designating  in  a  written  agreement,  can 
provide  that  otherwise  qualifying  payments  will  not  be  treated  as 
alimony  for  Federal  income  tax  purposes  and  therefore  will  not  be 
deductible  or  includible  in  income. 

As  under  present  law,  amounts  fixed  as  child  support  will  not  be 
treated  as  alimony. 

The  bill  provides  that  the  Internal  Revenue  Service  may  require 
the  payor  spouse  to  furnish  on  his  or  her  tax  return  the  name  and 
social  security  number  of  the  payee  spouse,  and  that  the  payee 
must  furnish  that  number  to  the  payor.  A  $50  penalty  can  be  as- 
sessed against  any  party  for  failure  to  comply  with  the  applicable 
requirement. 

In  order  to  prevent  a  one-time  property  settlement  from  being 
disguised  as  alimony,  the  bill  provides  for  the  recapture  of  excess 
amounts  which  have  been  treated  as  alimony  during  the  calendar 
year  the  payments  began  or  the  next  succeeding  calendar  year. 
Under  these  rules  if  the  alimony  payments  in  the  first  year  exceed 
the  average  payments  in  the  second  and  third  year  by  more  than 
$15,000,  the  excess  amounts  are  recaptured  in  the  third  year  by  re- 
quiring the  payor  to  include  the  excess  in  income  and  allowing  the 
payee  who  previously  included  the  alimony  in  income  a  deduction 
for  that  amount  in  computing  adjusted  gross  income.  A  similar 
rule  applies  to  the  extent  the  payments  in  the  second  year  exceed 
the  payments  in  the  third  year  by  more  than  $15,000.  This  rule  is 
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intended  to  prevent  persons  whose  divorce  occurs  near  the  end  of 
the  year  from  making  a  deductible  property  settlement  at  the  be- 
ginning of  the  next  year.  Recapture  is  not  required  if  either  party 
dies  or  if  the  payee  spouse  remarries  by  the  end  of  the  calendar 
year  which  is  two  years  after  the  payments  began  and  payments 
ceases  by  reason  of  that  event.  Also  the  rule  does  not  apply  to  tem- 
porary support  payments  (described  in  sec.  71(b)(2)(C))  or  to  pay- 
ments which  fluctuate  as  a  result  of  a  continuing  liability  to  pay, 
for  at  least  three  years,  a  fixed  portion  of  income  from  the  earnings 
of  a  business,  property  or  services. 

Thus,  for  example,  if  the  payor  makes  alimony  payments  of 
$50,000  in  the  first  year  and  no  payments  in  the  second  or  third 
year,  $35,000  will  be  recaptured  (assuming  none  of  the  exceptions 
apply).  If  instead  the  payments  are  $50,000  in  the  first  year, 
$20,000  in  the  second  year  and  nothing  in  the  third  year,  the  recap- 
ture amount  will  consist  of  $5,000  from  the  second  year  (the  excess 
over  $15,000)  plus  $27,500  for  the  first  year  (the  excess  of  $50,000 
over  the  sum  of  $15,000  plus  $7,500).  (The  $7,500  is  the  average  pay- 
ments for  years  two  and  three  after  reducing  the  payments  by  the 
$5,000  recaptured  from  year  two.) 

Effective  Date 

These  provisions  will  generally  apply  to  divorce  or  support  de- 
crees and  agreements  executed  after  1984.  The  provision  will  also 
apply  with  respect  to  the  modification  of  a  prior  instrument  where 
the  modified  instrument  expressly  so  provides. 

Revenue  Effect 

These  provisions  will  reduce  revenues  by  $8  million  in  fiscal  year 
1985,  $49  million  in  fiscal  year  1986,  and  $12  million  in  fiscal  year 
1987,  and  will  increase  revenues  by  $25  million  in  fiscal  year  1988 
and  $41  million  in  fiscal  year  1989. 


3.  Dependency  Exemption  (sees.  424  and  427  of  the  bill  and  sees. 
151  and  152(e)  of  the  Code) 

Present  Law 

Under  present  law,  a  $1,000  deduction,  for  a  dependency  exemp- 
tion, is  generally  allowed  for  each  dependent  child  of  the  taxpayer. 
Normally,  in  order  to  qualify  as  a  taxpayer's  dependent,  a  child 
must  have  over  half  of  his  or  her  support  for  the  year  furnished  by 
the  taxpayer.  The  child  may  not  have  gross  income  of  $1,000  or 
more  in  the  taxable  year  unless  the  child  is  under  the  age  of  19  or 
is  a  student. 

In  the  case  of  children  of  divorced  or  separated  parents,  a  special 
rule  applies  in  determining  which  parent  provided  over  half  of  the 
support  (sec.  152(e)). 

In  general,  a  divorced  or  separated  parent  who  has  custody  of  a 
child  for  the  greater  part  of  the  year  (the  custodial  parent)  may 
claim  the  dependency  exemption  for  the  child  if  the  parents  togeth- 
er have  custody  of  the  child  for  more  than  one-half  of  the  year  and 
provide  more  than  one-half  of  the  child's  support.  A  special  rule 
provides  that  the  noncustodial  parent,  rather  than  the  custodial 
parent,  may  claim  the  dependency  exemption  if  (1)  a  decree  or 
written  agreement  allocates  the  exemption  to  the  noncustodial 
parent  and  the  noncustodial  parent  pays  at  least  $600  for  the  sup- 
port of  the  child  during  the  calendar  year;  or  (2)  the  noncustodial 
parent  provides  at  least  $1,200  for  the  support  of  the  child  during 
the  calendar  year  and  the  custodial  parent  does  not  clearly  estab- 
lish that  he  or  she  provided  more  for  the  support  of  the  child  than 
did  the  noncustodial  parent.  None  of  these  rules  apply  in  the  case 
where  the  dependency  exemption  has  been  allocated  under  the  spe- 
cial rules  applying  to  multiple  support  where  no  one  person  con- 
tributed over  half  the  support  of  an  individual. 

In  addition  to  the  dependency  exemption,  the  deduction  for  medi- 
cal expenses,  the  treatment  of  a  parent  as  qualifying  for  either 
single  rates  or  head  of  household  rates,  the  earned  income  credit, 
and  the  credit  for  household  and  dependent  care  services  are,  in 
part,  determined  by  reference  to  whether  the  parent  furnishes  over 
half  of  the  support  of  a  child. 

Reasons  for  Change 

The  present  rules  governing  the  allocations  of  the  dependency 
exemption  are  often  subjective  and  present  difficult  problems  of 
proof  and  substantiation.  The  Internal  Revenue  Service  becomes 
involved  in  many  disputes  between  parents  who  both  claim  the  de- 
pendency exemption  based  on  providing  support  over  the  applica- 
ble thresholds.  The  cost  to  the  parties  and  the  Government  to  re- 
solve these  disputes  is  relatively  high  and  the  Government  general- 
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ly  has  little  tax  revenue  at  stake  in  the  outcome.  The  committee 
wishes  to  provide  more  certainty  by  allowing  the  custodial  spouse 
the  exemption  unless  that  spouse  waives  his  or  her  right  to  claim 
the  exemption.  Thus,  dependency  disputes  between  parents  will  be 
resolved  without  the  involvement  of  the  Internal  Revenue  Service. 

Explanation  of  Provision 

Under  the  bill,  as  under  present  law,  the  parent  having  custody 
of  a  child  for  the  greater  portion  of  the  year  (the  custodial  parent) 
will  generally  be  treated  as  having  provided  more  than  one-half  of 
the  child's  support  and  therefore  be  entitled  to  the  dependency  ex- 
emption. This  rule  also  will  apply  to  parents  not  living  together 
during  the  last  6  months  of  the  calendar  year,  as  well  as  those  di- 
vorced or  separated  under  a  separation  agreement.  The  bill  pro- 
vides three  exceptions  to  the  general  rule.  First,  the  custodial 
parent  can  release  his  or  her  claim  to  the  exemption  for  the  year 
to  the  noncustodial  parent.  For  this  exception  to  apply,  the  custodi- 
al parent  will  have  to  sign  a  written  declaration  that  he  or  she  will 
not  claim  the  child  as  a  dependent  for  the  year,  and  the  noncusto- 
dial parent  will  have  to  attach  the  written  declaration  to  his  or  her 
tax  return.  That  declaration  may  be  made  for  one  or  more  specified 
calendar  years.  The  parties  may  make  a  permanent  declaration  a 
copy  of  which  the  noncustodial  parent  attaches  to  each  year's 
return,  or  the  declaration  may  be  made  by  the  custodial  spouse  an- 
nually in  order  to  better  insure  the  receipt  of  child  support  pay- 
ments. 

Next,  as  under  present  law,  the  general  rule  will  not  apply  in 
the  case  of  multiple  support  agreements.  Finally,  an  exception  is 
provided  to  continue  existing  law  for  certain  decrees  or  agreements 
which  are  executed  before  January  1,  1985,  and  under  which  the 
custodial  parent  had  agreed  to  release  his  or  her  claim  to  the  de- 
pendency exemption  to  the  noncustodial  parent  .  Thus,  if  such  an 
agreement  exists,  the  noncustodial  parent  may  claim  the  dependen- 
cy exemption  if  he  or  she  provides  at  least  $600  for  the  support  of 
the  child  during  the  year.  The  parties  may  modify  the  decree  or 
agreement  to  make  this  rule  inapplicable  by  expressly  so  providing. 

The  bill  also  provides  that  the  support  by  the  spouse  of  a  remar- 
ried parent  will  be  treated  as  support  provided  by  that  parent  in 
applying  these  rules. 

For  purposes  of  the  medical  expense  deduction,  any  child  subject 
to  the  rules  described  above  will  be  treated  as  a  dependent  of  both 
parents.  Thus,  a  parent  can  deduct  medical  expenses  paid  by  that 
parent  for  the  child  even  though  a  dependency  exemption  for  the 
child  may  be  allowed  to  the  other  parent. 

Under  the  bill,  certain  provisions  are  amended  to  provide  consist- 
ent rules  among  various  inter-related  sections  concerning  family 
status  of  individuals  living  apart.  The  basic  rule  adopted  is  that  in 
the  present  child  and  dependent  care  credit  (sec.  44A)).  An  amend- 
ment is  made  to  section  143(b)  to  provide  that  for  an  otherwise 
married  individual  living  with  a  child  to  be  considered  not  married, 
his  spouse  may  not  be  a  member  of  the  household  for  the  last  six 
months  of  the  year,  rather  than  the  entire  year  as  under  present 
law.  The  definition  of  head  of  household  status  (sec.  2)  is  amended 
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to  provide  that  the  household  must  be  maintained  as  the  principal 
place  of  abode  for  the  child  for  more  than  one-half  of  the  year, 
rather  than  for  the  entire  year  as  under  present  law.  Further,  the 
definitions  of  marital  and  head  of  household  status,  the  earned 
income  credit  (sec.  43),  and  the  child  and  dependent  care  credit 
(sec.  44A)  are  amended  to  provide  that  any  custodial  parent  who 
releases  a  claim  to  a  dependency  exemption  under  the  above  rules 
will  be  treated  as  entitled  to  the  dependency  exemption  for  the 
purposes  of  these  sections.  Thus,  such  a  custodial  parent  could  be 
eligible  for  unmarried  status,  head  of  household  status,  or  the  cred- 
its if  the  other  conditions  of  those  provisions  are  met. 

Finally,  the  bill  provides  that  the  $1,000  dependency  exemption 
is  to  be  determined  without  regard  to  any  income  received  by  an 
individual  who  is  permanently  and  totally  disabled  for  services  per- 
formed at  a  sheltered  workshop  school  operated  by  a  charity  or 
government. 

Effective  Date 

These  provisions  will  be  effective  for  taxable  years  beginning 
after  December  31,  1984. 

Revenue  Effect 
These  provisions  will  have  a  negligible  revenue  effect. 


4.  Innocent  Spouse  Relieved  of  Liability  in  Certain  Cases  (sec.  425 
of  the  bill  and  sees.  66  and  6013  of  the  Code) 

Present  Law 
Tax  liability  of  spouses  who  file  joint  returns 

In  general,  a  husband  and  wife  are  permitted  to  file  a  joint 
income  tax  return,  even  if  one  spouse  has  no  income  or  deductions. 
Spouses  who  file  a  joint  return  have  joint  and  several  liability  for 
the  tax  computed  on  their  aggregate  income. 

Under  limited  circumstances,  a  spouse  may  be  relieved  of  liabili- 
ty for  tax  (including  interest  and  penalties)  on  a  joint  return  (sec. 
6013(e)).  The  application  of  this  so-called  innocent  spouse  rule  is 
limited  to  cases  in  which  the  liability  for  tax  results  from  an  omis- 
sion from  gross  income  that  exceeds  25  percent  of  the  gross  income 
stated  in  the  return.  In  such  cases,  the  person  seeking  relief  must 
establish  that  the  unreported  income  is  attributable  to  the  other 
spouse,  and  that  he  or  she  had  no  knowledge  of  (or  reason  to  know 
of)  the  omission.  The  determination  of  the  spouse  to  whom  the  un- 
reported income  is  attributable  is  made  without  regard  to  commu- 
nity property  laws.  In  addition,  taking  into  account  whether  the  in- 
nocent spouse  significantly  benefitted  from  the  omission  from 
income,  a  determination  is  required  as  to  whether  it  would  be  in- 
equitable to  hold  such  spouse  liable  for  the  tax.  In  determining 
whether  there  was  an  omission  of  more  than  25  percent  of  the 
income  disclosed  on  the  return,  amounts  as  to  which  adequate  in- 
formation was  provided  on  the  return  are  not  taken  into  account. 

Community  income  of  spouses  who  live  apart 

In  general,  if  a  husband  and  wife  file  separate  returns,  each  is 
required  to  report  one-half  of  the  income  attributable  to  communi- 
ty property  under  State  law.  However,  if  certain  requirements  are 
met,  relief  from  tax  liability  is  provided  for  an  abandoned  spouse 
(sec.  66).  To  qualify,  a  couple  must  be  married  at  some  time  during 
the  calendar  year,  but  live  apart  during  the  entire  calendar  year. 
The  spouse  seeking  relief  must  not  have  filed  a  joint  return,  and 
one  or  both  of  the  spouses  must  have  earned  income  {i.e.,  income 
attributable  to  the  performance  of  personal  services)  that  consti- 
tutes community  income.  In  addition,  no  portion  of  the  earned 
income  (other  than  de  minimis  amounts)  may  have  been  trans- 
ferred (directly  or  indirectly)  between  the  spouses  before  the  close 
of  the  calendar  year. 

If  all  of  the  above  requirements  are  met,  the  applicable  commu- 
nity property  law  with  respect  to  certain  types  of  income  will  be 
disregarded  for  Federal  income  tax  purposes.  Under  special  alloca- 
tion rules  (1)  earned  income  (other  than  income  from  a  trade  or 
business  or  a  partner's  distributive  share  of  a  partnership's  income) 

(1501) 


31-409  O  -  84  -  96  BK  1 

I  tj 


1502 


is  treated  as  the  income  of  the  spouse  who  rendered  the  personal 
services,  (2)  income  derived  from  a  trade  or  business  (other  than 
that  carried  on  by  a  partnership)  is  treated  as  the  income  of  the 
spouse  who  carries  on  the  trade  or  business,  unless  the  other 
spouse  exercises  substantially  all  of  the  management  and  control  of 
such  trade  or  business,  and  (3)  a  partner's  distributive  share  of  a 
partnership's  income  is  treated  as  the  income  of  the  partner.  All 
other  community  income  is  characterized  in  accordance  with  the 
applicable  community  property  laws. 

Reasons  for  Change 

The  committee  believes  that  the  present  law  rules  relieving  inno- 
cent spouses  from  liability  for  tax  on  a  joint  return  are  not  suffi- 
ciently broad  to  encompass  many  cases  where  the  innocent  spouse 
deserves  relief.  Relief  may  be  desirable,  for  example,  where  one 
spouse  claims  phony  business  deductions  in  order  to  avoid  paying 
tax  and  the  other  spouse  has  no  reason  to  know  that  the  deduc- 
tions are  phony  and  may  be  unaware  that  there  are  untaxed  prof- 
its from  the  business  which  the  other  spouse  has  squandered. 

Also  there  may  be  situations  in  community  property  states  when 
it  is  inequitable  to  tax  a  spouse  filing  a  separate  return  on  earn- 
ings of  the  other  spouse  where  the  innocent  spouse  received  no 
benefit  from  the  earnings. 

Explanation  of  Provision 

Overview 

The  bill  liberalizes  the  innocent  spouse  joint  return  relief  provi- 
sion by  expanding  the  circumstances  in  which  the  relief  may  be 
granted.  The  bill  also  provides  additional  relief  to  a  spouse  who  is 
liable  for  tax  on  community  income  that  is  attributable  to  the 
other  spouse. 

Joint  return  liability  of  innocent  spouse 

Under  the  bill,  the  innocent  spouse  (sec.  6013(e))  rule  will  apply 
to  cases  in  which  the  tax  liability  results  from  a  substantial  under- 
statement of  tax  that  is  attributable  to  grossly  erroneous  items  (in- 
cluding claims  for  deductions  or  credits,  as  well  as  omitted  income) 
of  the  other  spouse.  Grossly  erroneous  items  include  any  item  of 
income  that  is  omitted  from  gross  income,  regardless  of  the  basis 
for  omission.  A  claim  for  deduction  or  credit  will  be  treated  as  a 
grossly  erroneous  item  only  if  the  claim  had  no  basis  in  law  or  fact. 
The  bill  defines  a  substantial  understatement  as  any  understate- 
ment of  tax  that  exceeds  $500.  As  under  present  law,  relief  may  be 
granted  only  where  it  would  be  inequitable  to  hold  the  innocent 
spouse  liable. 

In  applying  these  rules,  community  property  laws  will  continue 
to  be  disregarded  in  determining  to  whom  an  item  is  attributable. 
The  bill  does  not  specifically  require  that  the  determination  of 
whether  it  would  be  inequitable  to  hold  the  innocent  spouse  liable 
include  the  consideration  of  whether  such  spouse  benefitted  from 
the  erroneous  item,  but  that  factor  should  continue  to  be  taken 
into  account.  The  omission  from  income  determination  may  apply 
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notwithstanding  that  adequate  information  about  the  erroneous 
items  was  provided  on  the  return. 

Relief  for  separate  return  liability  attributable  to  community  income 

The  bill  provides  a  new  rule  relating  to  the  treatment  of  certain 
community  income.  This  provision  applies  in  cases  where  a  spouse 
fails  to  include  in  gross  income  an  item  of  community  income  that 
would  be  treated  as  the  income  of  the  other  spouse  if  the  special 
allocation  rules  applicable  under  the  community-income  provision 
of  present  law  had  applied.  This  rule  will  apply  only  where  the 
spouse  seeking  relief  does  not  file  a  joint  return  for  the  taxable 
year,  and  establishes  that,  at  the  time  the  return  was  filed  (if  a 
return  is  filed),  he  or  she  had  no  knowledge  of  (or  reason  to  know 
of)  the  item  of  community  income.  The  bill  also  requires  that  a  de- 
termination be  made  that  it  would  be  inequitable  to  include  the 
unreported  income  in  the  gross  income  of  the  spouse  seeking  relief. 
This  determination  may  take  into  account  whether  the  spouse 
benefitted  from  the  untaxed  income  and  whether  the  defense  was 
promptly  raised  so  as  to  prevent  the  period  of  limitations  from  run- 
ning on  the  other  spouse. 

If  all  of  the  above  requirements  are  met,  then  the  unreported 
community  income  will  be  included  in  the  gross  income  of  the 
spouse  to  whom  the  income  is  attributable  under  the  special  rules 
of  allocation. 

Effective  Date 

The  bill  will  apply  to  all  taxable  years  to  which  the  Internal  Rev- 
enue Code  of  1954  applies.  Further,  the  bill  provides  that  corre- 
sponding provisions  will  be  deemed  to  be  included  in  the  Internal 
Revenue  Code  of  1939,  and  will  apply  to  all  taxable  years  to  which 
the  1939  Code  applied.  The  effective  date  provided  in  the  bill  is  not 
intended  to  open  a  year  that  has  been  closed  by  the  statute  of  limi- 
tations, res  judicata,  or  otherwise. 

Revenue  Effect 
This  provision  will  have  a  negligible  revenue  effect. 


5.  Gift  and  Estate  Tax  Treatment  of  Certain  Property  Settlements 
(sec.  426  of  the  bill  and  sees.  2043  and  2516  of  the  Code) 

Present  Law 

Under  present  law,  transfers  of  property  (other  than  certain  ter- 
minable interests)  between  spouses  are  not  subject  to  estate  or  gift 
taxes. 

With  several  exceptions,  transfers  of  property  to  a  former  spouse 
in  satisfaction  of  marital  or  property  rights  are  taxable  gifts.  A 
transfer  of  property  between  former  spouses  is  not  subject  to  gift 
tax  if  the  transfer  is  pursuant  to  a  written  agreement  entered  into 
not  more  than  two  years  prior  to  divorce  and  is  in  settlement  of 
marital  or  property  rights  or  to  provide  a  reasonable  allowance  for 
the  support  of  minor  children  (sec.  2516).  In  addition,  property 
transfers  ordered  by  a  divorce  court  having  the  power  to  order  the 
disposition  of  the  property  are  not  taxable  gifts.12  Finally,  the 
transfer  of  property  in  discharge  of  a  former  spouse's  right  to  sup- 
port is  not  a  taxable  gift. 

For  estate  tax  purposes,  a  claim  of  a  former  spouse  based  on  the 
release  of  marital  or  property  rights  is  not  deductible  in  computing 
the  taxable  estate  unless  the  claim  is  based  on  a  court  decree 
where  the  court  had  the  power  to  determine  the  marital  or  proper- 
ty rights  of  the  spouse. 1 3 

Reasons  for  Change 

The  committee  believes  that  the  estate  tax  treatment  of  transfers 
made  in  settlement  of  marital  or  property  rights  should  be  con- 
formed to  the  gift  tax  treatment.  This  will  allow  the  parties  to  rely 
on  a  written  agreement  even  though  the  payor  spouse  dies  before 
the  agreement  is  completely  executed.  The  committee  also  believes 
the  parties  should  have  additional  time  to  enter  into  the  written 
agreement. 

Explanation  of  Provision 

The  bill  allows  an  estate  tax  deduction  for  transfers  pursuant  to 
claims  arising  under  a  written  agreement  in  settlement  of  marital 
or  property  rights  where  the  agreement  would  have  qualified  those 
transfers  as  non-taxable  for  gift  tax  purposes  (under  sec.  2516). 
Thus,  where  the  transferor  dies  prior  to  completing  the  transfers 
under  the  written  agreement,  no  estate  tax  will  be  imposed  with 
respect  to  the  property  transferred  by  the  estate. 

The  bill  also  allows  the  parties  one  year  after  the  divorce  to 
enter  into  the  written  agreement. 


12  Harris  v.  Comm'r.,  340  U.S.  106  (1950). 

13  Id. 
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Effective  Date 

This  provision  will  apply  in  the  case  of  decedents  dying  after  the 
date  of  enactment  of  the  bill  and  to  lifetime  transfer  after  that 
date. 

Revenue  Effect 


This  provision  will  have  a  negligible  revenue  effect. 


C.  Revision  of  At-Risk  Rules  (Sees.  431  and  432  of  the  bill  and 
sees.  46,  48  and  465  of  the  Code) 

Present  Law 

Loss  limitation  rules 

Present  law  (sec.  465)  provides  an  at-risk  limitation  on  losses 
from  business  and  income-producing  activities  other  than  real 
estate  and  certain  corporate  leasing  transactions.14  The  rule  is  de- 
signed to  prevent  a  taxpayer  from  deducting  losses  in  excess  of  the 
taxpayer's  actual  economic  investment  in  an  activity. 

Under  the  loss  limitation  at-risk  rules,  a  taxpayer's  deductible 
losses  from  an  activity  for  any  taxable  year  are  limited  to  the 
amount  the  taxpayer  has  placed  at  risk  (i.e.,  the  amount  the  tax- 
payer could  actually  lose)  in  the  activity.  The  initial  amount  at  risk 
is  generally  the  sum  of  (1)  the  taxpayer's  cash  contributions  to  the 
activity,  (2)  the  adjusted  basis  of  other  property  contributed  to  the 
activity,  and  (3)  amounts  borrowed  for  use  in  the  activity  with  re- 
spect to  which  the  taxpayer  has  personal  liability  or  has  pledged 
security  for  repayment.  This  amount  is  generally  increased  by  the 
taxpayer's  share  of  income  and  is  decreased  by  the  taxpayer's 
share  of  losses  and  withdrawals  from  the  activity. 

A  taxpayer  is  generally  not  considered  at  risk  with  respect  to 
borrowed  amounts  if  (1)  the  taxpayer  is  not  personally  liable  for  re- 
payment of  the  debt  (nonrecourse  loans),  (2)  the  lender  has  an  in- 
terest (other  than  as  a  creditor)  in  the  activity,  or  (3)  the  lender  is  a 
related  party  to  the  taxpayer.  In  the  case  of  activities  other  than 
investments  in  motion  picture  films  or  video  tapes,  farms,  oil  and 
gas  property,  geothermal  property,  or  leased  personal  property 
(generally,  the  areas  covered  by  the  original  1976  at-risk  rules),  the 
interested  party  and  related  party  rules  apply  only  to  the  extent 
established  by  Treasury  regulations.  The  taxpayer  is  also  not  con- 
sidered at  risk  with  respect  to  amounts  for  which  the  taxpayer  is 
protected  against  loss  by  guarantees,  stop-loss  arrangements,  insur- 
ance (other  than  casualty  insurance)  or  similar  arrangments. 
Losses  which  may  not  be  deducted  for  any  taxable  year  because  of 
the  loss  limitation  at-risk  rule  may  be  deducted  in  any  subsequent 
year  in  which  the  rule  does  not  prevent  the  deduction. 

The  loss  limitation  at-risk  rule  is  applicable  to  individuals  and  to 
closely  held  corporations  more  than  50  percent  of  the  stock  in 
which  was  owned,  at  any  time  during  the  last  half  of  the  taxable 
year,  by  or  for  5  or  fewer  individuals.15  Stock  ownership  is  general- 


14  The  Tax  Reform  Act  of  1976,  P.L.  94-455,  applied  the  at-risk  rule  to  four  specific  activities: 
(1)  holding,  producing,  or  distributing  motion  picture  films  or  video  tapes;  (2)  farming;  (3)  leasing 
of  personal  property;  and  (4)  exploring  for,  or  exploiting,  oil  and  natural  gas  resources.  The  Rev- 
enue Act  of  1978,  P.L.  95-600,  extended  the  rule  to  all  activities  except  real  estate  and  certain 
equipment  leasing  engaged  in  by  closely  held  corporations. 

15  The  at-risk  rule  was  extended  to  closely  held  corporations  in  1978. 
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ly  determined  according  to  the  rules  applicable  for  purposes  of 
identifying  a  personal  holding  company  (sec.  542(a)(2)).  In  the  case 
of  a  partnership  or  S  corporation,  the  rules  apply  at  the  partner  or 
shareholder  level. 1 6 

The  loss  limitation  at-risk  rules  are  applied  on  an  activity-wide 
basis.  Present  law  provides  that  a  taxpayer's  activity  with  respect 
to  any  individual  film,  farm,  oil  and  gas  property,  geothermal  prop- 
erty, or  leased  personal  property  is  treated  as  a  separate  activity. 
Thus,  a  taxpayer  may  deduct  losses  from  an  oil  and  gas  property, 
for  example,  only  to  the  extent  he  is  at  risk  with  respect  to  that 
specific  property.17  With  respect  to  other  types  of  investment,  ac- 
tivities are  treated  as  one  activity  (i.e.,  aggregated)  if  the  activities 
constitute  a  trade  or  business  and  the  taxpayer  actively  partici- 
pates in  the  management  of  that  trade  or  business  (in  the  case  of 
partnerships  or  S  corporations,  if  65  percent  or  more  of  losses  is  al- 
locable to  persons  who  actively  participate  in  the  management  of 
the  trade  or  business).  A  taxpayer  may  thus  deduct  losses  from 
these  activities  based  on  the  extent  of  his  at-risk  investment  in  an 
entire  actively  managed  trade  or  business. 

Investment  tax  credit  rules 

The  Economic  Recovery  Tax  Act  of  1981  provided  that  the  allow- 
ance of  the  investment  tax  credit  is  subject  to  an  at-risk  limitation. 
The  limitation  applies  to  the  same  activities  and  the  same  category 
of  taxpayers  that  are  subject  to  the  at-risk  loss  limitation  rules. 
Thus,  the  investment  credit  at-risk  rules  applies  to  individuals  and 
closely  held  corporations  that  are  engaged  in  a  trade  or  business  or 
other  income-producing  activity  (other  than  real  estate  and  certain 
corporate  leasing). 

Under  the  investment  tax  credit  at-risk  rules,  the  credit  is  not 
allowed  for  amounts  invested  in  qualifying  property  to  the  extent 
the  invested  amounts  are  not  at  risk  within  the  meaning  of  the  loss 
limitation  provisions  (sec.  465(b)).  Amounts  generally  are  not  con- 
sidered at  risk  if  (1)  the  amount  was  borrowed  and  the  taxpayer  is 
not  personally  liable  for  repayment  of  the  debt  (nonrecourse  debt), 
(2)  the  lender  has  an  interest  (other  than  a  creditor)  in  the  business 
activity  in  which  the  property  is  used,  (3)  the  lender  is  a  related 
party  to  the  taxpayer,  or  (4)  the  taxpayer  is  protected  against  the 
loss  of  the  invested  amount. 

Present  law  provides  two  exceptions  to  the  investment  credit  at- 
risk  rules.  Under  the  first  exception,  amounts  borrowed  (other  than 
convertible  debt)  with  respect  to  qualifying  investment  tax  credit 
property  no  later  than  the  taxable  year  the  property  is  placed  in 
service  are  generally  considered  at  risk  if  (1)  the  taxpayer  at  all 
times  has  a  minimum  20-percent  at-risk  investment  in  the  property 
(determined  without  regard  to  the  exception)  and  (2)  the  amount 
borrowed  is  owed  to  either  a  qualified  lender  or  a  Federal,  State,  or 
local  government,  or  is  guaranteed  by  a  Federal,  State  or  local  gov- 
ernment. Qualified  lenders  include  banks,  savings  and  loan  institu- 


16  These  provisions  no  longer  apply  at  the  corporate  level  as  a  result  of  an  amendment  made 
by  the  Subchapter  S  Revision  Act  of  1982  (P.L.  97-354). 

17  Present  law  allows  aggregation,  under  certain  conditions,  of  films,  farms,  and  leasing  and 
oil  and  gas  properties  owned  by  a  partnership  or  S  corporation. 
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tions,  credit  unions,  insurance  companies,  qualified  pension  trusts, 
and  other  persons  actively  and  regularly  engaged  in  the  business  of 
lending  money. 

For  the  qualified  lender  exception  to  apply,  the  lender  must  not 
be  related  to  the  taxpayer.  The  qualified  lender  may  also  not  be  a 
person  who  receives  a  fee  with  respect  to  the  taxpayer's  investment 
in  the  qualifying  property  (e.g.,  a  promoter)  or  a  person  related  to 
such  person.  The  exception  also  does  not  apply  if  the  taxpayer  has 
acquired  the  property  from  (1)  the  qualified  lender  (or  a  person  re- 
lated to  the  lender)  or  (2)  a  person  related  to  the  taxpayer. 

Present  law  also  applies  a  safe  harbor  exception  for  certain  level 
payment  loans  related  to  qualified  energy  property. 

In  the  case  of  a  partnership  or  S  corporation,  the  investment 
credit  at-risk  rule  applies  at  the  partner  or  shareholder  level.  Thus, 
the  calculation  of  amounts  at-risk  is  made  by  each  partner  or 
shareholder  to  whom  the  at-risk  rules  apply.  Amounts  for  which  a 
partnership  or  S  corporation  are  considered  at  risk  under  the  quali- 
fied lender  exception  are  allocated  among  the  partners  or  share- 
holders according  to  the  rules  for  allocation  of  the  investment  tax 
credit.  However,  this  allocation  rule  does  not  apply  for  purposes  of 
determining  whether  each  partner  or  shareholder  has  a  minimum 
20-percent  at-risk  investment  in  the  property.  Thus,  to  benefit  from 
the  qualified  lender  exception,  each  partner  or  shareholder  must 
have  an  individual  20-percent  at-risk  investment  in  the  property, 
determined  under  the  general  rule  (i.e.,  the  partner  or  shareholder 
must  contribute  cash  or  be  personally  liable  for  borrowed  funds  in 
this  amount). 

The  at-risk  limitation  on  the  investment  tax  credit  applies  to 
property  placed  in  service  on  or  after  February  19,  1981.  An  excep- 
tion is  provided  for  property  placed  in  service  on  or  after  that  date 
if  the  property  was  acquired  by  the  taxpayer  under  a  binding  con- 
tract entered  into  before  February  19,  1981. 

Credit  pass-through  leases 

Present  law  (sec.  48(d))  allows  a  lessor  of  new  investment  tax 
credit  property  to  elect  to  transfer  ("pass  through")  the  credit  to 
the  lessee,  subject  to  certain  conditions.  For  certain  short-term 
leases,  only  a  portion  of  the  credit  may  be  transferred. 

The  present  law  at-risk  rules  do  not  specifically  indicate  how  the 
rules  apply  in  the  case  of  a  pass-through  lease.  Some  lessees  have 
apparently  taken  the  position  that  the  rules  do  not  apply  to  a 
lessee,  thus  effectively  rendering  the  rules  inapplicable  to  certain 
lease  transactions.  These  lessees  appear  to  have  claimed  the  credit 
although  the  lessee  (and  in  some  cases,  the  lessor)  has  little  or  no 
at-risk  investment  in  the  property. 

Legislative  background 

The  loss  limitation  at-risk  rule  was  first  adopted  by  Congress  in 
1976,  and  later  expanded  in  1978,  in  order  to  limit  the  incentives 
for  taxpayers  to  reduce  their  tax  liability  by  investing  in  tax  shel- 
ter activities  in  which  they  were  not  subject  to  real  economic  risk. 
The  investment  tax  credit  at-risk  rule  was  adopted  for  similar  rea- 
sons in  1981. 
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In  general,  the  at-risk  rules  limit  a  taxpayer's  tax  benefits  from 
an  activity  to  those  benefits  attributable  to  funds  which  the  tax- 
payer has  personally  invested  in  an  activity  (in  the  case  of  the  loss 
limitation  rule)  or  a  property  (in  the  case  of  the  investment  tax 
credit  rule),  including  funds  which  the  taxpayer  borrowed  and  is 
personally  liable  to  repay.  In  the  case  of  property  which  is  seller- 
financed  (or  financed  by  a  party  related  to  the  seller),  this  reduces 
the  incentive  for  the  parties  to  inflate  the  purchase  price  in  order 
to  give  the  purchaser  additional  tax  deductions  (for  depreciation  or 
accrued  interest)  or  an  inflated  investment  tax  credit.  In  these  situ- 
ations, the  buyer  may  otherwise  be  unconcerned  about  the  higher 
price,  since  the  property  may  simply  be  repossessed  by  the  seller 
after  the  buyer  has  benefited  from  the  inflated  deductions  or  cred- 
its. The  at-risk  rules  also  prevent  tax  benefits  from  accruing  to  a 
purchaser  who  has  no  real  equity  in  a  property  because  the  proper- 
ty's value  is,  or  may  become,  less  than  the  face  amount  of  a  nonre- 
course loan  on  the  property.  In  these  situations,  the  purchaser  may 
be  receiving  tax  benefits  without  bearing  the  economic  burden  of 
any  corresponding  decline  in  the  property's  value.  In  addition,  the 
at-risk  rules  reduce  the  situations  in  which  taxpayers  may  fail  to 
"recapture"  income  or  credits  from  the  disposition  of  tax  shelter 
property  since,  under  the  at-risk  rules,  the  deductions  would  not 
originally  have  been  allowed. 

Reasons  for  Change 

The  committee  is  concerned  that  the  investment  tax  credit  at- 
risk  rules  contained  in  ERTA  have  generated  significant  confusion 
among  taxpayers  and  inhibited  certain  non-tax  shelter  transac- 
tions. It  appears  that  the  interdependence  of  the  loss  limitation  at- 
risk  rules  (which  are  applied  on  an  activity-wide  basis)  and  the  in- 
vestment tax  credit  rule  (which  must  be  applied  on  a  property-by- 
property  basis)  is  largely  responsible  for  this  confusion.  By  fashion- 
ing an  independent  rule  for  the  investment  tax  credit,  and  adjust- 
ing the  application  of  the  qualified  lender  rule,  the  committee  be- 
lieves it  has  created  a  workable  and  fair  new  provision.  In  order  to 
avoid  any  inequities  which  may  result  from  application  of  the 
ERTA  rules,  the  committee  has  made  the  new  provisions  applicable 
(at  the  taxpayer's  election)  as  if  included  in  ERTA. 

With  regard  to  the  pass-through  of  the  investment  tax  credit  to  a 
lessee,  the  committee  is  concerned  that  taxpayers  have  taken  posi- 
tions effectively  avoiding  the  application  of  the  at-risk  rules  to  tax 
shelter  lease  transactions.  To  prevent  persons  from  taking  these 
positions,  the  bill  specifically  applies  the  at-risk  rule  to  the  lessee 
based  on  the  minimum  rent  for  which  the  lessee  is  personally 
liable  under  the  lease.  This  is  consistent  with  the  general  principle 
that  a  credit  (or  deduction)  should  be  allowed  only  where  a  taxpay- 
er bears  a  real  economic  risk. 

The  committee  believes  that  the  at-risk  rules  generally  (includ- 
ing the  loss  limitation  and  investment  tax  credit  at-risk  rules) 
should  continue  to  apply  in  those  situations  where  tax  shelter  pos- 
sibilities (i.e.,  overvaluation  of  assets  or  transfer  of  tax  benefits  to  a 
party  with  no  real  equity  in  the  property)  present  themselves. 
However,  where  non-recourse  financing  constitutes  bona  fide  fi- 
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nancing  in  which  the  debtor  has  a  real  equity  interest  in  the  prop- 
erty and  is  likely  to  make  all  payments  for  the  property,  and 
where  repossession  is  unlikely,  these  tax  shelter  elements  are  not 
present  and  the  at-risk  rules  are  not  needed.  The  bill  identifies 
these  situations  by  excluding  from  the  at-risk  rules  active  closely 
held  corporate  businesses,  subject  to  certain  minimum  activity  re- 
quirements. This  change  will  eliminate  the  competitive  disadvan- 
tage encountered  by  certain  closely  held  businesses  which  have 
been  prevented  from  utilitizing  legitimate  nonrecourse  financing 
(or  recourse  financing  by  active  subsidiaries)  by  the  at-risk  rules. 

In  addition  to  the  changes  above,  the  committee's  bill  makes  cer- 
tain adjustments  regarding  the  aggregation  of  activities  for  at-risk 
purposes  and  borrowing  from  related  parties,  consistent  with  the 
underlying  policy  of  the  at-risk  rules. 

Explanation  of  Provision 
Revision  of  investment  tax  credit  at-risk  rules 

Under  the  bill,  the  investment  tax  credit  at-risk  rules  are  re- 
vised. Instead  of  applying  the  loss  limitation  (sec.  465)  at-risk  rules 
directly,  the  bill  reduces  the  credit  base  for  the  investment  tax 
credit  by  the  amount  of  nonrecourse  financing,  other  than  certain 
commercial  financing,  with  respect  to  a  property.  However,  the 
general  concepts  of  the  at-risk  rules  will  continue  to  apply. 

Under  the  bill,  the  basis  (or  cost,  in  the  case  of  used  property)  of 
property  for  purposes  of  determining  the  investment  tax  credit  is 
to  be  reduced  by  the  amount  of  nonrecourse  financing  (other  than 
qualified  commercial  financing)  with  respect  to  the  property.  The 
provision  applies  to  the  same  taxpayers  and  the  same  activities 
that  are  currently  subject  to  the  at-risk  rules.  Nonrecourse  financ- 
ing includes  amounts  with  respect  to  which  the  taxpayer  is  protect- 
ed against  loss  through  guarantees,  stop-loss  agreements,  or  other 
similar  agreements.  Except  to  the  extent  otherwise  provided  by 
regulations,  nonrecourse  financing  also  includes  amounts  borrowed 
from  a  person  who  has  an  interest  (other  than  as  a  creditor)  in  the 
activity  in  which  the  property  is  used  or  a  person  related  to  such 
person  (other  than  the  taxpayer).  Nonrecourse  financing  does  not 
include  financing  with  the  taxpayer's  own  funds  which  did  not 
result  from  borrowing.  It  is  expected  that  the  Treasury  regulations 
may  except  "arms-length"  recourse  borrowing  from  otherwise  un- 
related commercial  lenders  from  the  prohibition  against  borrowing 
from  a  person  with  an  interest  in  the  activity  (or  a  related  person). 

The  bill  provides  an  exception  for  qualified  commercial  financing 
similar  to  that  under  present  law.  Qualified  commercial  financing 
includes  financing  (other  than  convertible  debt)  provided  or  guar- 
anteed by  any  Federal,  State  or  local  government,  or  borrowed 
from  a  qualified  person.  Qualified  persons  include  any  person  ac- 
tively and  regularly  engaged  in  the  business  of  lending  money. 
However,  qualified  persons  do  not  include  (1)  any  person  related  to 
the  taxpayer,  (2)  any  person  from  which  the  taxpayer  acquired  the 
property  (or  a  person  related  to  such  person),  or  (3)  any  person  who 
receives  a  fee  (e.g.,  a  promoter)  with  respect  to  the  taxpayer's  in- 
vestment in  the  property  (or  a  person  related  to  such  person).  For 
these  purposes,  the  bill  adopts  the  definition  of  related  person  con- 
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tained  in  section  168(e)(4)  (relating  to  accelerated  cost  recovery). 
Under  this  rule,  related  persons  generally  include  family  members, 
fiduciaries  and  corporations  or  partnerships  in  which  a  person  has 
at  least  a  10-percent  interest. 

In  order  for  the  exception  for  qualified  commercial  financing  to 
apply,  the  amount  of  nonrecourse  financing  with  respect  to  the 
property  cannot  exceed  80  percent  of  the  credit  base.  Additionally, 
the  exception  does  not  apply  where  property  was  acquired  by  the 
taxpayer  from  a  related  person. 

The  present  law  safe  harbor  rule  for  certain  energy  property  is 
continued  under  the  bill. 

The  bill  provides  that,  in  the  case  of  partnerships  or  S  corpora- 
tions, the  determination  of  whether  financing  is  nonqualified  non- 
recourse financing  is  to  be  made  at  the  partner  or  shareholder 
level.  However,  a  special  rule  is  provided  for  financing  provided  by 
a  qualified  person  to  an  S  corporation.  Under  this  rule,  an  alloca- 
ble share  of  such  financing  is  treated  as  recourse  to  an  S  share- 
holder if  the  financing  is  recourse  at  the  corporate  level  and  is  pro- 
vided with  respect  to  qualified  business  property.  Such  financing 
will  therefore  not  count  as  nonqualified  nonrecourse  financing  and 
will  not  reduce  the  credit  base,  regardless  of  whether  the  share- 
holder is  personally  liable  for  repayment.  Qualified  business  prop- 
erty includes  property  used  by  the  S  corporation  in  an  active  trade 
or  business  which  during  the  entire  1 2-month  period  ending  on  the 
last  day  of  the  taxable  year  has  at  least  three  full-time  non-owner 
employees  (as  defined  for  purposes  of  the  exemption  for  active 
closely  held  businesses)  substantially  all  of  whose  services  are  di- 
rectly related  to  the  business.  One  full-time  employee  must  also  be 
involved  in  the  active  management  of  the  business.  Qualified  prop- 
erty does  not  include  master  sound  recordings  or  other  tangible  or 
intangible  assets  associated  with  literary,  artistic  or  musical  prop- 
erties. The  amount  of  any  partner's  or  shareholder's  allocable 
share  of  any  financing  will  be  determined  according  to  the  rules  for 
allocation  of  the  investment  tax  credit. 

The  bill  also  includes  rules  for  the  treatment  of  subsequent  in- 
creases and  decreases  in  nonqualified  nonrecourse  financing.  These 
provisions  are  generally  consistent  with  the  treatment  of  changes 
in  the  at-risk  amount  under  present  law. 

Credit  pass-through  leases 

The  bill  provides  specific  at-risk  rules  applicable  to  credit  pass- 
through  leases.  These  rules  apply  to  the  same  types  of  taxpayers 
and  the  same  activities  as  the  at-risk  rules  generally. 

Under  the  pass-through  at-risk  rules,  the  lessee  initially  is  al- 
lowed the  full  investment  tax  credit  only  if  the  lessee  is  at  risk  for 
(i.e.,  is  obligated  to  make)  rental  payments  the  present  value  of 
which  is  equal  to  at  least  30  percent  of  the  the  lessee  acquisition 
amount  (18  percent  in  the  case  of  3-year  property).  The  lessee  ac- 
quisition amount  is  the  amount  for  which  the  lessee  is  treated  as 
having  acquired  the  property  under  the  general  pass-through  rules 
(i.e.,  without  regard  to  the  amount  at  risk).  In  addition,  the  amount 
of  the  lessee's  credit  cannot  exceed  the  amount  of  the  credit  which 
would  have  been  allowed  to  the  lessor  had  the  lessor's  basis  in  the 
property  been  the  lessee  acquisition  amount  and  had  the  lessor  not 
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made  the  pass-through  election.  Thus,  the  lessee  will  receive  the 
full  credit  only  if  the  lessor  is  at  risk  with  respect  to  the  property 
(assuming  the  lessor  is  a  taxpayer  subject  to  the  at-risk  rules). 

For  purposes  of  the  pass-through  rules,  the  lessee  is  considered  to 
be  at  risk  with  respect  to  rental  payments  which  the  lessee  is  re- 
quired to  make  under  the  lease  in  all  events,  and  for  which  the 
lessee  is  not  protected  against  loss  through  guarantees,  stop-loss  ar- 
rangements, or  other  similar  arrangements.  The  present  value  of 
at-risk  rental  payments  is  to  be  determined  by  discounting  all 
future  minimum  required  payments  by  the  rate  in  effect  (as  of  the 
time  the  lease  is  entered  into)  for  determining  interest  on  under- 
payments of  tax  (sec.  6621). 

Where  the  lessee  is  at  risk  for  rental  payments  the  present  value 
of  which  is  less  than  30  percent  of  the  lessee  acquisition  amount 
(18  percent  in  the  case  of  3-year  property),  the  lessee  is  allowed 
only  a  portion  of  the  credit.  The  portion  of  the  full  credit  allowed 
for  any  taxable  year  is  that  portion  equal  to  the  ratio  of  (1)  the  ag- 
gregate rental  payments  actually  made  during  the  taxable  year  to 
(2)  the  lessee  acquisition  amount.  The  full  remaining  amount  of  the 
credit  is  allowed  in  the  first  year  in  which  the  lessee  has  made  ag- 
gregate rental  payments  equal  to  30  percent  or  more  of  the  lessee 
acquisition  amount.  For  example,  a  lessee  who  makes  rental  pay- 
ments equal  to  10  percent  of  the  lessee  acquisition  amount  in  each 
of  years  1  and  2  (and  who  is  not  otherwise  at  risk  for  rental  pay- 
ments equal  to  at  least  30  percent  of  the  lessee  acquisition  amount) 
will  be  allowed  one-tenth  of  the  credit  in  each  of  those  years.  If  the 
lessee  makes  a  further  10  percent  payment  in  year  3  (resulting  in 
aggregate  payments  of  30  percent  of  the  lessee  acquisition  amount), 
the  lessee  will  be  allowed  the  full  remaining  amount  of  the  credit. 
(In  the  case  of  3-year  property,  the  percentage  is  18  rather  than  30 
percent.) 

The  bill  provides  that,  for  purposes  of  applying  the  lessee  at-risk 
rule  to  partnerships  and  S  corporations,  rules  similar  to  those  in 
effect  under  the  general  investment  tax  credit  at-risk  rules  shall 
apply  (i.e.,  the  partners  and  shareholders  must  individually  be  at 
risk  for  their  share  of  the  minimum  lease  payments).  Additionally, 
the  treatment  of  subsequent  reductions  in  the  lessee's  at-risk 
amount  (e.g.,  by  entering  into  guarantees  or  stop-loss  arrangements 
with  respect  to  future  rental  payments)  are  to  be  based  on  the  prin- 
ciples applied  under  the  general  rule  (sec.  47(d)).  For  purposes  of 
the  recapture  rule,  where  the  lessee  actually  made  a  rental  pay- 
ment, the  determination  of  the  lessee's  at-risk  amount  is  to  be  de- 
termined as  if  he  were  still  at  risk  to  make  that  payment. 

The  bill  provides  the  Treasury  Department  with  authority  to  pre- 
scribe regulations  necessary  to  carry  out  the  purposes  of  the  lessee 
at-risk  rules.  Specifically,  the  Treasury  is  provided  with  authority 
to  prescribe  regulations  providing  appropriate  adjustments  to  re- 
quired rental  payments  where  the  lessor  bears  expenses  connected 
with  the  lease  which  a  lessee  normally  would  bear,18  and  specify- 
ing the  extent  to  which  contingencies  in  the  lease  will  be  disregard- 
ed for  at-risk  purposes.  It  is  expected  that  these  regulations  will 


18  No  inference  is  intended  that  the  Treasury  would  not  have  this  authority  without  specific 
statutory  authorization. 
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take  into  account  the  normal  business  practices  associated  with 
lease  transactions,  such  as  forgiveness  of  rental  payments  where 
the  property  is  destroyed  or  damaged.  The  option  of  the  lessee  to 
unilaterally  terminate  a  lease  is  not  a  contingency  to  be  disregard- 
ed for  at-risk  purposes.  However,  the  regulations  may  provide  that 
if  termination  of  a  lease  is  permitted  upon  payment  of  a  fixed 
amount,  the  lessee  is  to  be  considered  at-risk  for  the  lesser  of  the 
present  value  of  the  noncontingent  amount  or  the  present  value  of 
future  rental  payments  that  would  be  due  after  the  date  on  which 
the  lease  could  be  terminated.  The  lessee's  right  to  substitute  other 
leased  property  in  the  future  (e.g.,  a  newer  model  of  a  leased  com- 
puter) is  a  contingency  which  may  be  disregarded  if  the  minimum 
rental  payments  under  the  lease  are  not  reduced  upon  such  substi- 
tution; 

Exclusion  for  active  closely  held  businesses 

Under  the  bill,  certain  active  businesses  conducted  by  closely 
held  subchapter  C  corporations  are  exempted  from  the  at-risk 
rules,  both  the  loss  limitation  and  investment  tax  credit  at-risk 
rules.  (Non-closely  held  corporations  are  exempt  from  at  risk  under 
present  law.)  The  exemption  does  not  apply  to  personal  holding 
companies  (as  defined  in  sec.  542(a)),  foreign  personal  holding  com- 
panies (as  defined  in  sec.  552(a))  or  personal  service  corporations  (as 
defined  in  sec.  269A(b)(l),  using  a  5-percent  shareholder  test).  Addi- 
tionally, the  exemption  does  not  apply  to  (1)  equipment  leasing 
businesses  19  or  (2)  any  business  involving  the  exploitation,  sale,  or 
lease  of  master  sound  recordings,  motion  picture  films,  video  tapes 
or  other  literary,  artistic  or  musical  assets,  except  to  the  extent  the 
taxpayer  is  completely  at  risk  with  respect  to  all  amounts  paid  or 
incurred  in  connection  with  the  acquisition  or  creation  of  the  prop- 
erties used  in  the  business.  For  this  purpose,  the  provision  of  radio, 
television,  cable  television,  or  similar  services  pursuant  to  a  license 
or  franchise  granted  by  the  Federal  Communications  Commission 
or  other  Federal,  State  or  local  authority  shall  not  be  treated  as  an 
excluded  business. 

Under  the  bill,  the  exemption  applies  to  active  corporate  busi- 
nesses only  if,  during  the  entire  12-month  period  ending  on  the  last 
date  of  the  corporation's  taxable  year,  the  corporation  had  at  least 
three  full-time  non-owner  employees  substantially  all  of  whose 
services  were  directly  related  to  such  business.  Also,  at  least  one 
full-time  employee  of  the  corporation  must  perform  services  sub- 
stantially all  of  which  are  in  the  active  management  of  the  busi- 
ness. In  addition,  the  deductions  for  business  expenses  allowable  to 
the  corporation  for  the  taxable  year  under  sections  162  (relating  to 
trade  or  business  expenses)  and  404  (relating  to  contributions  to 
certain  employee  benefit  plans)  must  exceed  15  percent  of  the  gross 
income  from  the  business. 

For  purposes  of  the  15-percent  requirement,  deductions  for  com- 
pensation for  personal  services  rendered  by  certain  shareholders  of 
the  corporation,  or  a  member  of  a  shareholder's  family,  are  ex- 
cluded from  the  computation  amount.  In  the  case  of  a  bank  or 
other  financial  institution,  gross  income  includes  tax-exempt  inter- 


19  Certain  corporate  equipment  leasing  businesses  are  presently  exempt  from  the  at-risk  rules. 
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est,  and  amounts  paid  to  depositors  as  interest  or  dividends  are 
treated  as  business  expenses.  The  15-percent  test  will  not  apply  to 
a  qualified  life  insurance  company  (i.e.,  a  company  which  would  be 
a  life  insurance  company  determined  without  regard  to  its  un- 
earned premiums). 

For  purposes  of  the  three-employee  requirement,  non-owner  em- 
ployees include  any  employee  owning  (directly  or  indirectly)  less 
than  5  percent  of  the  outstanding  stock  of  the  corporation.  In  the 
case  of  a  general  partner,  the  taxpayer's  share  of  the  partnership 
activities  shall  be  treated  as  activities  of  the  taxpayer. 

For  purposes  of  the  exemption  for  active  closely  held  businesses, 
members  of  an  affiliated  group  of  corporations  (sec.  1504(a))  are 
treated  as  a  single  taxpayer,  except  that  the  income  of  a  personal 
holding  company  may  not  be  offset  by  losses  allowed  by  reason  of 
the  new  trade  or  business  exception  to  the  at-risk  rules. 

Aggregation  of  activities 

For  purposes  of  the  loss  limitation  at-risk  rule,  the  bill  provides 
that  a  taxpayer's  activities  with  respect  to  separate  films  or  video 
tapes,  farms,  oil  and  gas  properties,  geothermal  properties,  or 
leased  personal  property  are  to  be  treated  as  one  activity  (i.e.,  ag- 
gregated) if  the  activities  constitute  all  or  part  of  a  trade  or  busi- 
ness and  the  taxpayer  actively  participates  in  the  management  of 
each  activity  (in  the  case  of  partnership  or  S  corporation,  if  65  per- 
cent or  more  of  losses  for  the  taxable  year  are  allocable  to  persons 
who  actively  participate  in  management  of  the  activity.)  This  is 
similar  to  the  rule  applicable  under  present  law  to  other  forms  of 
investment.  However,  for  purposes  of  the  covered  activities,  the 
taxpayer  may  aggregate  activities  only  if  the  taxpayer  actively  par- 
ticipates in  the  management  of  each  separate  activity  to  be  aggre- 
gated. For  example,  a  taxpayer  may  treat  two  or  more  oil  proper- 
ties as  one  activity  only  if  the  taxpayer  actively  participates  in  the 
management  of  each  individual  property.  Such  a  taxpayer  would 
then  be  entitled  to  deduct  losses  from  the  oil  properties  based  on 
the  amount  of  at-risk  investment  (including  undistributed  profits) 
in  the  aggregated  properties. 

The  determination  of  whether  a  person  actively  participates  in 
the  management  of  an  activity  depends  upon  the  facts  and  circum- 
stances. Factors  which  tend  to  indicate  active  participation  include 
participating  in  the  decisions  involving  the  operation  or  manage- 
ment of  the  activity,  actually  performing  services  for  the  activity, 
or  hiring  and  discharging  employees.  Factors  which  tend  to  indi- 
cate a  lack  of  active  participation  include  lack  of  involvement  in 
management  and  operation  of  the  activity,  having  authority  only 
to  discharge  the  manager  of  the  activity,  or  having  a  manager  of 
the  activity  who  is  an  independent  contractor  rather  than  an  em- 
ployee. 

Borrowing  from  related  parties 

The  bill  provides  that  recourse  borrowing  from  related  parties 
(including  family  members  and  entities  controlled  by  the  taxpayer) 
may  be  considered  at  risk  for  purposes  of  the  loss  limitation  and 
investment  tax  credit  at-risk  rules.  Except  as  otherwise  provided  by 
regulations,  recourse  borrowing  will  be  considered  not  at  risk  when 
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the  related  party  has  an  interest  (other  than  as  a  creditor)  in  the 
activity  or  when  the  taxpayer  is  otherwise  protected  against  loss. 
The  bill  also  specifies  that  a  corporation  may  be  considered  at  risk 
with  respect  to  amounts  borrowed  from  its  shareholders  to  finance 
participation  in  an  activity. 

Effective  Date 

The  provisions  applicable  to  the  at-risk  rules  generally  (including 
both  the  loss  limitation  and  investment  tax  credit  rules)  will  apply 
to  taxable  years  beginning  after  December  31,  1983.  The  revision  of 
the  investment  tax  credit  at-risk  rules  will  apply  to  property  placed 
in  service  after  the  date  of  enactment  in  taxable  years  ending  after 
such  date.  However,  at  the  election  of  the  taxpayer,  the  investment 
tax  credit  provisions  will  apply  as  if  included  in  the  Economic  Re- 
covery Tax  Act  of  1981  (ERTA).  Any  such  election  will  apply  to  all 
property  of  the  taxpayer  to  which  the  ERTA  rules  applied. 

Revenue  Effect 
This  provision  will  have  a  negligible  revenue  effect. 


D.  Estate  Tax  Revisions 


1.  Permanent  Rules  for  Reforming  Governing  Instruments  Creat- 
ing Charitable  Remainder  Trusts  and  Other  Charitable  Interests 
(sec.  441  of  the  bill  and  sec.  2055  of  the  Code) 

Present  Law 

The  Tax  Reform  Act  of  1969  imposed  new  requirements  that 
must  be  met  in  order  for  a  charitable  deduction  to  be  allowed  for 
income,  gift,  and  estate  tax  purposes  for  the  transfer  of  a  split  in- 
terest to  charity  (i.e.,  part  charitable  and  part  non-charitable).  In 
the  case  of  a  remainder  interest  in  trust,  the  interest  passing  to 
charity  must  be  in  either  a  charitable  remainder  annuity  trust,  a 
charitable  remainder  unitrust,  or  a  pooled  income  fund.  In  addi- 
tion, a  deduction  is  allowed  for  a  remainder  interest  in  a  farm  or 
personal  residence.  In  the  case  of  an  "income"  interest  passing  to 
charity  (i.e.,  a  charitable  lead  trust),  the  "income"  interest  must  be 
either  a  guaranteed  annuity  or  a  fixed  percentage  of  the  fair 
market  value  of  the  trust  (determined  at  least  annually). 

Present  law  also  allows  the  governing  instruments  of  charitable 
split-interest  trusts  which  where  executed  before  December  31,  i 
1979,  to  be  amended  to  conform  the  governing  instruments  to  the 
new  requirements  if  the  amendment  is  completed,  or  judicial  pro- 
ceedings necessary  to  amend  the  governing  instrument  are  begun, 
by  December  31,  1981. 

Reasons  for  Change 

Congress  first  permitted  reformation  of  charitable  remainder 
trusts  in  1974  and  since  that  time,  the  Congress  has  extended  the 
period  for  reformations  several  times  and  extended  the  procedure  | 
to  other  types  of  split-interest  charitable  contributions.  Even  so,  it  j 
has  come  to  the  attention  of  the  committee  that  there  are  still  | 
many  instruments  providing  for  split-interest  charitable  contribu-  j 
tions  which  do  not  meet  the  requirements  for  qualification  under 
the  rules  of  the  Tax  Reform  Act  of  1969.  In  many  of  these  cases, 
disqualification  results  in  reduced  amounts  passing  to  charity.  In 
light  of  the  repeated  need  to  extend  the  period  to  reform  such  gov- 
erning instruments  and  the  fact  that  failure  to  meet  the  1969  Act  j 
rules  often  results  in  reduced  amounts  passing  to  charity,  the  Com- 
mittee believes  that  a  permanent  rule  permitting  reformation  of 
split-interest  charitable  contributions  should  be  permitted  so  long 
as  there  are  adequate  safeguards  to  avoid  abuse. 

Specifically,  the  committee  is  concerned  that  governing  instru-  j 
ments  of  charitable  split-interest  trusts  which  evidenced  no  at-  ! 
tempt  to  comply  with  the  1969  Act  rules  would  be  reformed  only 
when  the  defects  are  found  upon  audit  by  the  Internal  Revenue  j 
Service.  In  order  to  prevent  this  from  occurring,  the  committee  be- 
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lieves  that,  in  order  for  a  governing  instrument  of  a  charitable 
split-interest  contribution  to  be  reformable,  either  (1)  the  creator 

!     had  to  make  a  bona  fide  attempt  to  comply  with  the  1969  Act  rules 

j  or  (2)  the  taxpayer  must  initiate  reformation  proceedings  before 
the  Internal  Revenue  Service  could  reasonably  be  expected  to  begin 

I  audit.  The  committee  believes  that  these  rules  will  permit  the  cor- 
rection of  major,  obvious  defects  (such  as  where  the  "income"  inter- 
est  is  not  expressed  as  an  annuity  interest  or  a  unitrust  interest)  so 

i  long  as  the  taxpayer  initiates  reformation  proceedings  before  audit, 
while  allowing  the  correction  of  minor  defects  (such  as  defects  in 

j     determining  the  correct  payout  in  short  taxable  years,  in  years  of 

!  additional  contributions,  etc.)  upon  audit  so  long  as  there  was  a 
good  faith  attempt  to  comply  with  the  1969  Act  rules  (i.e.,  the 
payout  is  basically  expressed  as  an  annuity  interest  or  a  unitrust 

!  interest). 

Secondly,  the  committee  believes  that  any  reformation  proceed- 
ings necessary  to  cure  defective  governing  instruments  should  not 
be  an  opportunity  to  significantly  revise  the  substance  of  the  split 
interest  transfer,  especially  where  the  change  reduces  charity's 
!     share  of  the  trust.  Accordingly,  the  committee  believes  that  the  rel- 
!     ative  actuarial  values  of  the  interests  of  each  beneficiary  before 
and  after  the  reformation  should  not  differ  by  more  than  that  5 
percent  and  that  the  durations  of  the  interests  before  and  after  the 
reformation  should  be  the  same.  In  addition,  to  insure  that  the  ref- 
ormation not  be  used  to  increase  the  amount  of  any  charitable  con- 
tribution deduction  allowed  with  respect  to  the  original  transfer, 
I     the  committee  believes  that  the  deduction  under  the  reformed  gov- 
erning instrument  not  exceed  the  actuarial  value  of  the  charitable 
interest  before  the  reformation. 


In  general 

The  bill  provides  a  permanent  rule  permitting  reformation  of 
governing  instruments  of  charitable  split  interest  trusts  which  do 
not  meet  the  requirements  of  the  1969  Act  rules.  In  general,  such 
reformations  will  be  allowed  where  either  the  instrument  evi- 
dences an  intent  to  comply  with  the  1969  Act  rules  or  the  reforma- 
tion proceedings  are  begun  before  there  is  an  opportunity  by  the 
Internal  Revenue  Service  to  audit  the  matter.  In  addition,  the  bill 
requires  that  the  actuarial  values  and  durations  of  the  charitable 
and  noncharitable  interest  in  the  trust  generally  must  remain  the 
same  before  and  after  the  reformation.  These  results  are  achieved 
under  the  bill  by  allowing  an  income,  gift,  or  estate  tax  charitable 
'  deduction  for  property  passing  to  charity  in  respect  of  any  qualified 
|     reformation  of  a  reformable  interest  into  a  qualified  interest. 

i     Qualified  reformation 

A  qualified  reformation  is  a  change  in  the  governing  instrument 
of  a  trust  which  changes  a  reformable  interest  into  a  qualified  in- 
j     terest  if  two  requirements  are  met.  As  under  present  law,  the  ref- 
|     ormation  must  be  retroactive  to  the  date  of  death  in  the  case  of  tes- 
tamentary trusts  or  the  date  of  creation  in  the  case  of  inter  vivos 
trusts  and  should  provide  for  correction  of  any  overpayments  or 
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underpayments  prior  to  reformation.  In  order  to  insure  the  proper 
taxation  of  the  trust  and  its  beneficiaries,  the  bill  provides  that  the 
period  for  assessing  any  deficiency  of  any  tax  shall  not  expire 
before  the  date  which  is  one  year  after  the  Secretary  of  the  Treas- 
ury is  notified  that  the  reformation  had  occurred. 

Under  the  first  requirement,  the  difference  between  the  actuar- 
ial value  of  the  charitable  interests  of  the  reformed  trust  and  the 
unreformed  trust  cannot  exceed  5  percent  of  the  actuarial  value  of 
the  charitable  interest  before  the  reformation.20 

The  second  requirement  limits  changes  in  the  length  of  the 
charitable  and  noncharitable  interests  in  the  trust.  In  the  case  of  a 
charitable  remainder  trust,  the  noncharitable  interests  must  termi- 
nate at  the  same  time  both  before  and  after  the  reformation.21  An 
exception  is  made  to  this  rule  to  permit  a  noncharitable  interest 
which  is  for  a  term  of  years  in  excess  of  20  years  to  be  reduced  to 
20  years.22  In  the  case  of  other  interests  (e.g.,  charitable  lead 
trusts),  the  charitable  interest  must  be  the  same  duration  under 
both  the  reformed  and  unreformed  trusts. 

Reformable  interest 

In  order  for  an  interest  to  be  a  reformable  interest,  it  must  meet 
two  requirements.  First,  the  charitable  interest  prior  to  the  refor- 
mation must  have  been  in  a  form  for  which  a  deduction  would 
have  been  allowable  for  that  interest  under  the  rules  applicable  to 
split  interest  transfers  prior  to  the  Tax  Reform  Act  of  1969. 

Second,  either  the  reformation  must  be  commenced  23  within  a 
specified  period  or,  in  the  case  of  wills  executed  after  December  31, 
1978,  the  will  creating  the  trust  must  have  evidenced  an  intent  to 
comply  with  the  1969  Act.  The  specified  period  generally  is  the 
period  that  ends  90  days  after  the  filing  date  (including  extensions) 
of  the  estate  tax  return  on  which  a  charitable  deduction  for  the 
transfer  to  the  trust  is  claimed.  If  no  estate  tax  return  is  required 
to  be  filed  for  such  a  transfer,  the  period  terminates  90  days  after 
the  due  date  (with  extensions)  for  the  first  required  income  tax 
return  for  the  trust.  The  committee  intends  that,  in  order  for  the 
commencement  a  judicial  proceeding  to  be  timely,  the  pleading 
must  describe  the  nature  of  the  defect  that  must  be  cured.  The 
filing  of  a  general  protective  pleading  is  not  sufficient. 

The  governing  instrument  evidences  an  intent  to  comply  with 
the  1969  Act  rules  if  all  current  payouts  from  the  trust  are  ex- 
pressed as  a  fixed  dollar  amount  or  a  fixed  percentage  of  the  value 
of  the  trust's  assets.  Thus,  a  trust  does  not  meet  this  requirement  if 


20  Under  the  bill,  a  reformation  that  changes  the  relative  interests  of  noncharitable  benefici- 
aries may  be  a  qualified  rright  to  substitute  other  leased  property  in  the  future  (e.g.,  a  newer 
model  of  a  leased  computer)  is  a  contingency  which  may  be  disregarded  if  the  minimum  rental 
payments  under  the  lease  are  not  reduced  upon  such  substitution. 

21  Where  the  unreformed  trust  contains  a  contingency  which  accelerates  the  charitable  re- 
mainder interest,  the  actuarial  value  of  the  charitable  and  noncharitable  interests  before  the 
reformation  is  to  be  determined,  for  this  purpose,  without  regard  to  the  contingency. 

22  In  such  a  case,  the  amount  of  the  annual  noncharitable  distributions  must  be  increased  to 
insure  that  the  actuarial  value  of  the  charitable  and  noncharitable  interests  are  the  same  before 
and  after  the  reformation. 

23  Where  a  judicial  proceeding  is  begun  in  one  court,  but  it  is  later  determined  that  the  pro- 
ceeding should  have  been  commenced  in  a  different  court  (for  example,  where  it  is  determined 
that  jurisdiction  over  the  trust  lies  in  a  different  State),  then  the  proceeding  will  be  treated  as 
timely  filed  if  the  first  proceeding  was  timely  filed. 
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the  governing  instrument  provides  for  powers  of  invasion  for  a  non- 
charitable  beneficiary  of  any  sort.  However,  the  failure  to  have  de- 
tailed rules  relating  to  the  computation  of  the  fixed  dollar  amount 
or  the  fixed  percentage  of  the  value  of  the  trust's  assets  in  special 
circumstances  (e.g.,  short  taxable  years,  years  where  there  are  ad- 
ditional contributions,  year  when  interests  terminate,  etc.)  will  not 
cause  the  interests  to  not  be  reformable  interests.  In  addition,  an 
interest  will  be  treated  as  expressed  as  a  fixed  percentage  of  the 
value  of  the  trust's  assets  if  the  current  payout  is  expressed  as  the 
lesser  of  trust  income  or  a  fixed  percentage  of  the  value  of  the 
trust's  assets  or  the  current  payout  is  expressed  in  any  other  for- 
mulation which  indicates  an  intent  to  create  a  trust  described  in 
section  664(d)(3). 

Method  of  reformation 

The  bill  provides  that  the  qualified  reformation  can  be  achieved 
in  any  method  permitted  under  applicable  local  law  so  long  as  that 
change  is  binding  on  all  relevant  parties  under  applicable  local 
law.  Thus,  changes  can  be  accomplished  by  reformation,  amend- 
ment, construction,  or  otherwise,  so  long  as  those  changes  are  bind- 
ing on  all  parties  under  applicable  local  law. 

In  addition,  the  bill  provides  the  the  death  of  all  of  the  nonchari- 
table  "income"  beneficiaries  of  a  charitable  remainder  trust  before 
the  filing  of  the  estate  tax  return  (including  any  extensions)  on 
which  the  charitable  deduction  for  the  transfer  to  the  trust  is 
claimed  is  to  be  treated  as  a  reformation  of  the  governing  instru- 
ment of  the  trust.  In  such  a  case,  the  charitable  deduction  is  the 
actuarial  value  of  the  remainder  interest  before  the  reformation, 
adjusted  for  any  payments  made  to  those  "income"  beneficiaries. 

Amount  of  deduction  allowed 

If  there  is  a  qualified  reformation,  a  deduction  is  allowed  for  the 
lesser  of  (1)  the  actuarial  value  of  the  charitable  interest  after  the 
reformation  or  (2)  the  amount  of  the  actuarial  value  of  the  charita- 
ble interests  prior  to  the  reformation  for  which  a  deduction  would 
have  been  allowable  but  for  the  disallowance  rules  of  section 
2055(e)(2).24 

Effect  of  reformation  for  other  purposes 

The  bill  provides  that  the  Secretary  of  the  Treasury  shall  pre- 
scribe regulations  concerning  the  taxation  of  trust  and  the  applica- 
tion of  the  rule  relating  to  exempt  organizations  and  private  foun- 
dations to  trusts  which  are  reformed  pursuant  to  the  provisions  of 
the  bill.  The  committee  intends  that  those  regulations  continue  the 
present  law  rule  that,  in  the  case  of  a  reformation  of  a  charitable 
remainder  trust,  the  exemption  from  tax  and  the  income  character- 
ization of  payments  provided  by  section  664  will  be  retroactive  to 
the  creation  of  the  trust. 


24  In  determining  the  actuarial  value  of  the  charitable  interest  of  the  unreformed  trust,  the 
committee  intends  that  trust  to  which  Rev.  Proc.  73-9,  1973-1  C.B.  758,  apply  are  to  be  treated  as 
if  they  had  complied  with  that  revenue  procedure. 


1520 


Pooled  income  funds,  farms,  and  personal  residences 

The  bill  provides  that  the  Secretary  of  the  Teasury  is  to  pre- 
scribe rules  permitting  the  reformation  of  charitable  transfers  in- 
volving remainder  interests  in  pooled  income  funds,  farms,  and 
personal  residences.  The  rules  to  be  prescribed  are  to  be  consistent 
with  the  rules  provided  by  the  bill  for  reformations  of  charitable 
remainder  annuity  trusts  and  charitable  remainder  unitrusts. 

Special  rule  for  contingencies  in  charitable  remainder  trusts 

The  bill  provides  a  special  exception  to  the  present  law  rule  that 
the  noncharitable  interests  in  a  charitable  remainder  annuity  trust 
or  a  charitable  remainder  unitrust  must  terminate  at  the  end  of 
lives  in  being  or  a  term  of  years  (not  to  exceed  20  years).  Under  the 
special  exception,  contingencies  in  the  time  that  annuity  trust  in- 
terest or  unitrust  interest  payments  are  to  be  made,  are  permitted 
where  a  trust  provides  for  annuity  trust  interests  or  unitrust  inter- 
ests which  terminate  at  times  permitted  by  present  law,  but  pro- 
vides that  those  annuity  trust  interests  or  unitrust  interests  termi- 
nate at  some  earlier  time  such  that  the  charitable  remainder  inter- 
est is  accelerated.  For  example,  under  the  bill,  the  annuity  trust 
interest  or  unitrust  interest  may  be  paid  for  the  earlier  of  death  or 
remarriage  of  a  named  individual.  In  such  a  case,  the  value  of  the 
charitable  remainder  is  determined  without  regard  to  the  contin- 
gency (i.e.,  the  value  of  the  charitable  remainder  is  determined  as 
if  the  payments  of  the  annuity  trust  interest  or  unitrust  interests 
did  not  terminate  until  the  periods  permitted  by  present  law).  For 
example,  where  the  annuity  trust  interest  or  unitrust  interest  lasts 
until  the  earlier  of  the  death  or  remarriage  of  a  named  individual, 
the  value  of  the  remainder  interest  is  determined  as  if  the  annuity 
trust  interest  or  unitrust  interests  terminated  at  the  death  of  the 
named  individual. 

Effective  Date 

The  amendments  made  by  this  section  apply  to  reformations 
made  after  December  31,  1978,  other  than  reformations  to  which 
present  law  (as  in  effect  prior  to  this  bill)  applies).  The  bill  also  pro- 
vides a  special  rule  which  opens  the  statute  of  limitations  for  one 
year  after  the  date  of  enactment.  Thus,  in  the  case  of  a  reformation 
in  1979  of  a  trust  created  pursuant  to  a  will  executed  in  1979,  the 
statute  of  limitations  with  respect  to  the  estate  tax  deduction  with 
respect  to  transfers  to  the  trust  or  with  respect  to  the  income  tax- 
ation of  the  trust  shall  not  expire  later  than  one  year  after  the 
date  of  enactment.  However,  where  a  credit  or  refund  is  made 
which  is  allowed  by  reason  of  the  extension  of  the  statute  of  limita- 
tions, no  interest  is  allowable  on  such  claim  or  refund  for  the 
period  before  180  days  after  the  Secretary  of  the  Treasury  is  noti- 
fied of  the  reformation. 

Revenue  Effect 

This  provision  will  decrease  revenues  by  less  than  $5  million  per 
year. 


2.  Alternate  Valuation  Date  Election  (sees.  442  and  443  of  the  bill 
and  sec.  2032  of  the  Code) 

Present  Law 

Under  present  law,  the  value  of  property  included  in  the  dece- 
dent's gross  estate  for  Federal  estate  tax  purposes  generally  is  de- 
termined on  the  date  of  the  decedent's  death.  However,  the  execu- 
tor of  the  decedent's  estate  may  elect  to  have  the  value  of  all  prop- 
erty included  in  the  gross  estate  determined  as  of  the  alternate  val- 
uation date,  which  generally  is  the  date  six  months  after  the  date 
of  the  decedent's  death.  The  election  to  use  the  alternate  valuation 
date  may  be  made  only  on  a  timely  filed  Federal  estate  tax  return. 
The  election  may  be  made  whether  or  not  the  Federal  estate  tax 
liability  of  the  estate  is  reduced. 

Also  under  present  law,  the  basis  of  property  acquired  from  a  de- 
cedent in  the  hands  of  the  decedent's  estate  or  his  heirs  generally 
is  the  value  of  that  property  determined  for  Federal  estate  tax  pur- 
poses (i.e.,  basis  is  "stepped  up"  or  "stepped  down"  to  fair  market 
value  at  death  or  alternate  valuation  date). 

Reasons  for  Change 

The  purpose  in  providing  an  election  to  use  the  alternative  valu- 
ation date  was  to  provide  relief  for  estate  tax  purposes  where  the 
value  of  the  property  decreased  after  death  so  that  estate  taxes  are 
not  inordinate.  However,  the  committee  believes  that  election  to 
use  the  alternate  valuation  date  has  been  abused. 

Where  property  has  appreciated  in  value  since  the  date  of  the  de- 
cedent's death,  it  is  possible  under  present  law  to  elect  the  alter- 
nate valuation  date  to  increase  the  income  tax  basis  of  the  proper- 
ty even  though  there  is  no  additional  Federal  estate  tax  arising 
from  the  election.  No  estate  tax  may  be  due  either  because  the 
estate  is  not  sufficiently  high  in  value  or  because  the  appreciated 
property  is  transferred  to  the  decedent's  surviving  spouse. 

Because  the  purpose  of  the  election  to  use  the  alternate  valua- 
tion date  was  to  provide  estate  tax  relief  and  not  as  a  general 
method  of  avoiding  income  taxes  the  committee  believes  that  the 
election  to  use  the  alternate  valuation  date  should  be  restricted  to 
cases  where  estate  tax  consequences  are  affected. 

In  addition,  the  committee  believes  that  there  is  no  reason  for  re- 
quiring that  the  election  be  made  on  a  timely  fixed  estate  tax 
return  so  long  as  the  Internal  Revenue  Service  is  given  an  ade- 
quate opportunity  to  determine  correct  tax  liabilities  after  the  elec- 
tion is  made. 
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Explanation  of  Provision 

The  bill  provides  that  the  election  to  use  the  alternate  valuation 
date  may  be  made  only  where  both  the  total  value  of  all  property 
in  the  gross  estate  and  the  Federal  estate  tax  liability  of  the  estate 
are  both  reduced. 

The  bill  also  provides  that  the  election  to  use  of  the  alternate 
valuation  date  may  be  made  on  the  first  estate  tax  filed  (whether 
filed  timely  or  late).  Once  an  election  is  made,  it  is  irrevocable. 
Where  the  election  to  use  the  alternate  valuation  date  is  made  on  a 
late  estate  tax  return,  the  period  for  assessing  any  deficiency  shall 
not  expire  before  the  date  which  is  one  year  after  the  date  the  elec- 
tion is  made. 

Effective  Date 

These  provisions  will  be  effective  with  respect  to  decedents  dying 
after  the  date  of  enactment  of  the  bill. 

Revenue  Effect 

The  provision  allowing  the  election  only  where  it  results  in  a  re- 
duction in  gross  estate  and  estate  tax  will  increase  revenues  by  less 
than  $10  million  annually.  The  provision  relating  to  time  for  filing 
the  election  will  reduce  revenues  by  less  than  $1  million  annually. 


E.  Foreign  Tax  Provisions 


1.  Resident  Aliens  (sec.  451  of  the  bill  and  sec.  7701(b)  of  the 

Code) 

Present  Law 

Resident  aliens,  like  U.S.  citizens,  are  subject  to  U.S.  income  tax 
on  their  worldwide  income  at  the  regular  graduated  rates.  Nonresi- 
dent aliens  are  subject  to  U.S.  tax  only  to  the  extent  their  income 
is  from  U.S.  sources  or  is  effectively  connected  with  the  conduct  of 
a  trade  or  business  within  the  United  States.  Certain  passive  U.S. 
source  income  of  nonresident  aliens  is  subject  to  tax  at  a  flat  30- 
percent  rate,  while  effectively  connected  income  is  generally  sub- 
ject to  taxation  on  a  net  basis  at  graduated  rates.  Bilateral  income 
tax  treaties  may  modify  the  U.S.  taxation  of  a  nonresident  alien. 

The  Internal  Revenue  Code  does  not  define  the  terms  "resident 
alien"  or  ' 'nonresident  alien."  Treasury  Regulations  generally 
apply  a  subjective  test  and  define  the  terms  on  the  basis  of  an 
alien's  intentions  with  regard  to  the  length  and  nature  of  his  or 
her  stay  (Treas.  Reg.  sec.  1.871-2).  In  general,  under  the  regula- 
tions, residence  depends  on  whether  an  alien  is  "a  mere  transient 
or  sojourner"  in  the  United  States.  Living  in  the  United  States 
with  no  definite  intention  as  to  the  length  and  nature  of  his  or  her 
stay  makes  an  alien  a  resident  under  the  regulations.  A  visa  that 
limits  the  alien's  stay  to  a  definite  period  makes  him  or  her  a  non- 
resident absent  "exceptional  circumstances."  An  alien  may  be  a 
resident  for  tax  purposes  although  neither  a  resident  for  immigra- 
tion purposes  nor  present  in  the  United  States  for  half  the  year 
(Tongsun  Park  v.  Commissioner,  79  T.C.  No.  17,  August  10,  1982). 
An  individual  may  be  a  resident  of  more  than  one  country. 

An  alien  may  be  taxable  as  a  resident  for  part  of  a  year  and  tax- 
able as  a  nonresident  for  the  balance  of  the  year. 

In  certain  cases,  individuals  who  earn  U.S.-source  income  may 
seek  to  minimize  their  U.S.  tax  by  claiming  that  they  are  taxable 
on  a  fiscal  year  basis  rather  than  on  a  calendar  year  basis  and 
thereby  allocating  their  U.S.  income  into  more  than  one  fiscal  year 
if  such  an  allocation  is  beneficial  (e.g.,  if  they  have  income  for  only 
a  part  of  some  fiscal  year). 

Reasons  for  Change 

The  committee  believes  that  the  tax  law  should  provide  a  more 
objective  definition  of  residence  for  income  tax  purposes.  The  com- 
mittee believes  that  present  law  does  not  provide  adequate  guid- 
ance with  respect  to  residence  status.  The  committee  understands 
that  an  objective  definition  may  allow  some  aliens  who  should  be 
taxable  as  residents  to  avoid  resident  status,  and  would  impose 
resident  status  on  some  aliens  who  are  not  residents  under  the  cur- 
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rent  rules.  On  balance,  however,  the  committee  finds  that  the  cer- 
tainty that  the  bill's  objective  definition  provides  outweighs  other 
considerations. 

The  committee  believes  that  aliens  who  have  entered  the  United 
States  as  permanent  residents  and  who  have  not  officially  lost  or 
surrendered  the  right  to  permanent  U.S.  residence  should  be  tax- 
able as  U.S.  residents.  These  persons  have  rights  that  are  similar 
to  those  afforded  citizens  (including  the  right  to  enter  the  United 
States  at  will);  equity  demands  that  they  contribute  to  the  cost  of 
running  the  government  as  much  as  citizens. 

It  is  just  as  clearly  appropriate  to  treat  as  residents  individuals 
who  spend  significant  time  in  the  United  States.  While  there  is  no 
single  system  that  is  perfect,  the  committee  believes  that  a  regime 
that  depends  on  length  of  stay  meets  the  criteria  of  objectivity  and 
establishing  nexus  to  the  United  States  and  is  appropriate.  Almost 
all  individuals  present  in  the  United  States  for  more  than  half  a 
year  should  be  taxable  as  U.S.  residents.  Moreover,  individuals  who 
repeatedly  spend  significant  amounts  of  time  in  the  United  States 
should  have  to  note  their  presence  with  the  Internal  Revenue  Serv- 
ice; if  they  do  not  have  a  closer  connection  with  a  foreign  country 
than  with  the  United  States  and  a  tax  home  in  that  foreign  coun- 
try, they,  too,  should  be  taxable  as  U.S.  residents.  The  committee 
believes  that  an  average  of  122  days  of  presence  over  a  three  year 
period  is  a  significant  amount  of  time  for  the  purpose  of  imposing 
U.S.  tax  in  such  circumstances,  but  that  an  individual  who  is 
present  for  fewer  than  31  days  in  a  year  should  not  be  subject  to 
this  rule  for  that  year.  The  committee  believes  that  the  Tax  Court 
reached  the  proper  result  in  the  Park  case,  and  believes  that  a  resi- 
dence definition  based  solely  on  183  (or  some  other  number  of)  days 
of  presence  in  one  year  would  be  inadequate. 

The  committee  recognizes  that  there  are  cases  in  which,  because 
of  the  reason  for  the  alien's  stay  in  the  United  States,  full  U.S.  tax- 
ation is  inappropriate.  Accordingly,  the  bill  provides  exceptions 
when  aliens  come  to  the  United  States  to  teach  or  to  learn  rather 
than  for  employment,  for  business,  for  economic  opportunity,  for 
pleasure,  for  personal  or  family  reasons,  for  political  stability,  or 
for  other  reasons.  Exceptions  to  the  general  rules  for  some  stu- 
dents, teachers,  and  trainees  will  allow  the  United  States  to  main- 
tain its  paramount  position  in  the  field  of  education.  Exceptions 
also  seem  appropriate  for  diplomats  and  for  some  persons  unable  to 
leave  the  United  States. 

The  committee  believes  that  alien  taxpayers  who  spend  brief 
amounts  of  time  in  the  United  States  before  moving  here  or  after 
moving  away  should  generally  not  be  taxable  as  residents  during 
those  brief  periods,  or  during  the  time  between  the  brief  stays  and 
the  time  the  taxpayer  moves.  The  committee  also  believes  that 
aliens  should  not  be  able  to  switch  back  and  forth  between  resident 
status  and  nonresident  status  for  short  periods,  and  that  there 
should  be  no  gap  in  resident  status  when  an  alien  is  a  resident  for 
part  of  two  consecutive  years. 

The  committee  believes  that  the  bill's  definition  of  residence  im- 
poses U.S.  tax  on  aliens  only  when  their  relationship  with  the 
United  States  is  so  close  that  U.S.  inclusion  of  worldwide  income  in 
the  tax  base  is  appropriate.  (Resident  aliens,  like  U.S.  citizens,  will 
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continue  to  credit  foreign  taxes  on  foreign  income  or  taxes  in  lieu 
thereof.)  Special  rules  to  exempt  foreign  passive  income  of  some 
(but  not  all)  resident  aliens  are  therefore  not  appropriate.  The  com- 
mittee believes  that  some  wealthy  aliens  spend  much  time  in  the 
United  States  because  of  the  political  stability  or  economic  opportu- 
nities our  country  affords.  The  committee  believes  that  these  aliens 
should  share  with  other  U.S.  persons  in  the  financial  responsibility 
for  the  operations  of  the  Federal  Government,  even  if  most  of  their 
income  is  foreign.  For  reasons  of  simplicity,  too,  the  committee  does 
not  believe  that  there  should  be  two  classes  of  residents  for  tax 
purposes. 

The  committee  believes  that  aliens  who  cannot  leave  the  United 
States  because  of  a  medical  condition  that  arose  during  their  stay 
here  should  not  automatically  be  subject  to  U.S.  taxation  as  resi- 
dents if  here  for  183  days.  The  committee  also  believes,  however, 
that  the  Federal  Government  has  contributed  to  the  creation  of 
medical  facilities  in  the  United  States  that  are  second  to  none  in 
the  world,  and  that  aliens  who  come  to  the  United  States  for  medi- 
cal treatment  and  stay  for  extended  periods  of  time  should  be  sub- 
ject to  the  bill's  regular  rules. 

Explanation  of  Provision 
Definition  of  resident  alien —  general  rules 

The  bill  provides  a  definition  of  resident  alien  for  U.S.  income 
tax  purposes.  (The  bill  does  not  affect  the  definition  of  resident  for 
Federal  estate  or  gift  tax  purposes.)  Aliens  who  do  not  meet  this 
definition  will  be  nonresident  aliens.  For  income  tax  purposes,  an 
individual  will  be  considered  a  resident  if  the  individual: 

(1)  has  entered  the  United  States  as  a  lawful  permanent  U.S. 
resident  (the  "green  card  test");  or 

(2)  is  present  in  the  United  States  for  31  or  more  days  during  the 
current  calendar  year  and  has  been  present  in  the  United  States 
for  a  substantial  period  of  time — as  many  as  183  days  during  a  3- 
year  period  weighted  toward  the  present  year  (the  "substantial 
presence  test").25 

If  an  individual  is  present  in  the  United  States  for  fewer  than 
183  days  during  the  calendar  year,  and  if  the  individual  establishes 
that  he  or  she  has  a  closer  connection  with  a  foreign  country  than 
with  the  United  States  and  a  tax  home  in  that  country  for  the 
year,  the  individual  will  generally  not  be  subject  to  tax  as  a  resi- 
dent on  account  of  the  substantial  presence  test.  For  this  purpose, 
tax  home  means  the  individual's  home  for  purposes  of  section 
162(a)(2)  (relating  to  traveling  expenses  while  away  from  home)  (see 
sec.  911(d)(3)).  Thus,  maintenance  of  a  U.S.  abode  will  not  automati- 
cally prevent  an  individual  from  establishing  a  tax  home  in  a  for- 
eign country.  If  an  individual  is  present  for  as  many  as  183  days 
during  a  year,  this  closer  connections/tax  home  exception  will  not 
be  available. 


2*This  substantial  presence  test  will  compare  183  days  to  the  sum  of  (1)  the  days  present 
during  the  current  calendar  year,  (2)  one-third  of  the  days  present  during  the  preceding  calen- 
dar year,  and  (3)  one-sixth  of  the  days  present  during  the  second  preceding  calendar  year.  An 
average  of  122  days  of  presence  over  three  years  will  trigger  the  test. 
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An  alien  who  has  an  application  pending  to  change  his  or  her 
status  to  permanent  resident  or  who  has  taken  other  steps  to  apply 
for  status  as  a  lawful  permanent  U.S.  resident  will  not  be  eligible 
for  the  closer  connections/tax  home  exception.  Under  current  im- 
migration rules,  a  relative  of  an  alien  may  apply  for  the  alien  to 
become  a  lawful  permanent  U.S.  resident.  An  application  by  an- 
other person  will  not  be  relevant  under  the  bill.  The  closer  connec- 
tions/tax home  exception  will  become  unavailable  only  when  an 
alien  takes  an  affirmative  step  to  seek  permanent  resident  status. 
Under  current  procedures,  the  filing  of  a  Biographic  Information 
form  (now  Immigration  and  Naturalization  form  G-325A)  will  con- 
stitute an  affirmative  step  to  seek  permanent  resident  status  when 
another  individual  has  begun  the  immigration  procedure  for  the 
alien. 

In  addition,  days  present  as  an  "exempt  individual,"  a  term  that 
includes  certain  foreign  government  related  individuals,  teachers, 
trainees,  and  students  will  not  count  as  days  of  U.S.  presence  for 
the  substantial  presence  test. 

The  bill  defines  the  term  "foreign  government-related  individu- 
al" to  mean  any  individual  temporarily  present  in  the  United 
States  by  reason  of  (1)  diplomatic  status,  or  a  visa  which  the  Secre- 
tary of  the  Treasury  (after  consultation  with  the  Secretary  of  State) 
determines  represents  full-time  diplomatic  or  consular  status;  (2) 
being  a  full-time  employee  of  an  international  organization;  or  (3) 
being  a  member  of  the  immediate  family  of  such  a  diplomat  or  in- 
ternational organization  employee.  For  this  purpose,  international 
organizations  are  those  entitled  to  the  benefits  of  the  International 
Organizations  Immunities  Act  (see  Code  sec.  7701(a)(18)). 

The  term  "teacher  or  trainee"  means  any  individual  who  is  tem- 
porarily present  in  the  United  States  under  subparagraph  (J)  of 
section  101(15)  of  the  Immigration  and  Nationality  Act26  (other 
than  as  a  student),  and  who  substantially  complies  with  the  re- 
quirements for  being  so  present.  An  individual  will  not  be  able  to 
establish  substantial  compliance  with  this  or  any  visa  requirement 
relevant  to  residence  for  tax  purposes  merely  by  showing  that  his 
or  her  visa  had  not  been  revoked.  That  is,  there  is  to  be  an  inde- 
pendent redetermination,  for  tax  purposes,  of  whether  an  alien  has 
substantially  complied  with  visa  requirements. 

A  "student"  is  any  individual  who  is  temporarily  present  in  the 
United  States  either  under  subparagraph  (F)  of  section  101(15)  of 
the  Immigration  and  Nationality  Act,27  or  as  a  student  under  sub- 


26  Subparagraph  (J)  of  section  101(15)  of  the  Immigration  and  Nationality  Act  now  applies  to 
"an  alien  having  a  residence  in  a  foreign  country  which  he  has  no  intention  of  abandoning  who 
is  a  bona  fide  student,  scholar,  trainee,  teacher,  professor,  research  assistant,  specialist,  or 
leader  in  a  field  of  specialized  knowledge  or  skill,  or  other  person  of  similar  description,  who  is 
coming  temporarily  to  the  United  States  as  a  participant  in  a  program  designated  by  the  Secre- 
tary of  State,  for  the  purpose  of  teaching,  instructing  or  lecturing,  studying,  observing,  conduct- 
ing research,  consulting,  demonstrating  special  skills,  or  receiving  training  and  who,  if  he  is 
coming  to  the  United  States  to  participate  in  a  program  under  which  he  will  receive  graduate 
medical  education  or  training,  also  meets  the  requirements  of  section  1182  of  this  title,  and  the 
alien  spouse  and  minor  children  of  any  such  alien  if  accompanying  him  or  following  to  join 
him."  The  definition  for  purposes  of  this  tax  legislation  will  change  from  time  to  time  as  the 
definition  in  the  Immigration  and  Nationality  Act  changes. 

27  Subparagraph  (F)  of  section  101(15)  of  the  Immigration  and  Nationality  Act  now  applies  to 
"(i)  an  alien  having  a  residence  in  a  foreign  country  which  he  has  no  intention  of  abandoning, 
who  is  a  bona  fide  student  qualified  to  pursue  a  full  course  of  study  and  who  seeks  to  enter  the 

Continued 
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paragraph  (J)  of  such  section  101(15),  and  who  substantially  com- 
plies with  the  requirements  for  being  so  present. 

An  individual  cannot  be  exempt  from  the  substantial  presence 
test  as  a  teacher  or  trainee  if  he  or  she  has  been  exempt  as  a 

i  teacher,  trainee,  or  student  for  any  part  of  two  of  the  six  preceding 
calendar  years.  An  individual  cannot  be  exempt  from  the  substan- 

!  tial  presence  test  as  a  student  if  he  or  she  has  been  exempt  as  a 
teacher,  trainee,  or  student  for  more  than  five  calendar  years, 
unless  that  individual  establishes  to  the  satisfaction  of  the  Secre- 
tary of  the  Treasury  that  he  or  she  does  not  intend  to  reside  per- 

!  manently  in  the  United  States  and  that  he  or  she  has  substantially 
complied  with  the  requirements  of  the  student  visa  providing  for 
the  individual's  temporary  presence  into  the  United  States. 

An  individual  who  cannot  physically  leave  the  United  States  be- 
cause of  a  medical  condition  that  arose  during  the  individual's 
presence  here  is  eligible  for  the  closer  connections/tax  home  excep- 
tion to  the  substantial  presence  test  even  if  present  here  for  more 
than  182  days  during  the  year.  The  committee  anticipates  that  few 
individuals  will  be  physically  unable  to  leave  the  United  States. 

I  For  example,  an  individual  who  is  in  a  serious  automobile  accident 
shortly  before  a  planned  departure  date  could  come  within  this  cat- 
egory. These  individuals  will  have  to  establish  to  the  satisfaction  of 
the  Secretary  of  the  Treasury  that  they  qualify  for  this  special 
medical  exception. 

The  bill  defines  lawful  permanent  resident  to  mean  an  individual 
who  has  the  status  of  having  been  lawfully  accorded  the  privilege 
of  residing  permanently  in  the  United  States  as  an  immigrant  in 
accordance  with  the  immigration  laws,  if  such  status  has  not  been 
revoked  or  administratively  or  judicially  determined  to  have  been 
abandoned.  Therefore,  an  alien  who  comes  to  the  United  States  so 
infrequently  that,  on  scrutiny,  he  or  she  is  no  longer  legally  enti- 
tled to  permanent  resident  status,  but  who  has  not  officially  lost  or 
abandoned  that  status,  will  be  a  resident  for  tax  purposes. 

Presence  during  a  day  will  be  presence  at  any  time  during  the 
day.  Regular  commuters  to  employment  or  self  employment  in  the 
United  States  from  a  place  of  residence  in  Canada  or  Mexico  will 
not  be  treated  as  present  in  the  United  States  on  days  when  they 
so  commute. 

The  Secretary  of  the  Treasury  is  authorized  to  require  aliens 
who  claim  exemption  from  the  substantial  presence  test  (whether 
under  the  closer  connection/tax  home  exception  or  any  other  ex- 
ception) to  file  statements  explaining  the  basis  for  their  exemption. 
It  will  be  within  the  discretion  of  the  Secretary  to  impose  such  re- 
!     quirements  by  regulation. 


United  States  temporarily  and  solely  for  the  purpose  of  pursuing  such  a  course  of  study  at  a 
college,  university,  seminary,  conservatory,  academic  high  school,  elementary  school,  or  other 
academic  institution  or  in  a  language  training  program  in  the  United  States,  particularly  desig- 
nated by  him  and  approved  by  the  Attorney  General  after  consultation  with  the  Secretary  of 
Education,  which  institution  or  place  of  study  shall  have  agreed  to  report  to  the  Attorney  Gen- 
eral the  termination  of  attendance  of  each  nonimmigrant  student,  and  if  any  such  institution  of 
learning  or  place  of  study  fails  to  make  reports  promptly  the  approval  shall  be  withdrawn  and 
(ii)  the  alien  spouse  and  minor  children  of  any  such  alien  if  accompanying  him  or  following  to 
join  him."  The  definition  for  purposes  of  this  tax  legislation  will  change  from  time  to  time  as 
the  definition  in  the  Immigration  and  Nationality  Act  changes. 
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A  taxpayer  who  has  not  established  a  taxable  year  for  any  prior 
period  will  be  taxed  on  a  calendar  year  basis.  A  taxpayer  who  es- 
tablishes a  fiscal  year  will  determine  residence  on  a  calendar  year 
basis,  and  will  be  subject  to  tax  as  a  resident  for  any  portion  of  his 
fiscal  year  within  a  calendar  year  of  residence. 

The  definition  of  resident  alien  contained  in  the  bill  could  con- 
flict with  existing  treaty  obligations  of  the  United  States.  That  is, 
the  definition  in  the  bill  could  cause  an  alien  to  be  a  U.S.  resident, 
while  '  'tie-breaker"  rules  in  an  income  tax  treaty  could  indicate 
that  the  alien  is  a  resident  of  the  treaty  partner  (see,  e.g.,  Article  4 
of  the  U.S.  Model  Income  Tax  Treaty,  and  Article  4(2)  of  the  U.S.- 
United  Kingdom  Income  Tax  Treaty).  The  committee  does  not 
intend  to  override  treaties  on  this  point;  therefore,  in  such  a  case, 
the  treaty  definition  will  prevail,  and  such  an  alien  will  not  be  tax- 
able as  a  resident  of  the  United  States. 

The  committee,  in  changing  the  definition  of  U.S.  residence  for 
U.S.  tax  purposes,  is  not  changing  the  definition  of  foreign  resi- 
dence for  U.S.  tax  purposes.  Therefore,  the  term  "bona  fide  resi- 
dent of  a  foreign  country"  for  the  purposes  of  the  tax  benefits  for 
foreign  earned  income  will  retain  its  current  meaning  (sec. 
911(d)(1)(A)).  Therefore,  a  U.S.  citizen  who  is  present  in  a  foreign 
country  for  183  days  during  a  calendar  year  will  not  automatically 
be  a  "bona  fide  resident"  of  that  country. 

Time  of  residence 
Beginning  of  residence 

An  alien  who  was  a  U.S.  resident  during  the  preceding  calendar 
year  and  who  is  a  U.S.  resident  for  the  current  year  will  continue 
to  be  taxable  as  a  resident  at  the  beginning  of  the  current  year. 
That  is,  residence  for  tax  purposes  will  not  lapse,  but  will  continue 
throughout  both  years.  For  example,  an  alien  who  is  present  in  the 
United  States  from  January  1  to  August  1  in  1985  and  from  June  1 
to  December  31  in  1986  will  be  a  U.S.  resident  for  all  of  1985  and 
1986.  Similarly,  an  alien  who  is  present  in  the  United  States  from 
January  1  to  August  1  in  1985,  who  first  arrives  in  the  United 
States  in  1986  on  December  1,  and  who  becomes  a  lawful  perma- 
nent U.S.  resident  on  December  1,  1986,  will  be  a  U.S.  resident  for 
all  of  1985  and  1986. 

An  alien  who  was  not  a  U.S.  resident  during  the  preceding  calen- 
dar year  but  who  is  a  U.S.  resident  for  the  current  year  will  begin 
to  be  a  resident  for  tax  purposes  on  his  or  her  residency  starting 
date,  which  may  not  be  the  beginning  of  the  current  year. 

An  alien  who  first  becomes  a  lawful  permanent  resident  (and 
thus  first  satisfies  the  "green  card"  test)  during  the  year  will  ordi- 
narily begin  to  be  a  U.S.  resident  for  tax  purposes  on  the  first  day 
he  or  she  was  present  in  the  United  States  while  a  lawful  perma- 
nent resident  of  the  United  States.  If  the  alien  was  a  U.S.  resident 
during  the  preceding  year,  however,  residence  for  tax  purposes  will 
not  lapse,  but  will  continue  throughout  both  years.  If  an  individual 
was  a  lawful  permanent  U.S.  resident  during  all  of  1984,  he  or  she 
will  generally  be  a  U.S.  resident  during  all  of  1985,  whether  or  not 
he  or  she  is  present  in  the  United  States  during  1985. 
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An  alien  who  was  not  a  resident  during  the  preceding  year  but 
who  satisfies  the  substantial  presence  test  for  the  current  year  will 
ordinarily  begin  to  be  a  U.S.  resident  for  tax  purposes  on  the  first 
day  during  the  year  when  he  or  she  is  physically  present  in  the 
United  States.  The  bill  creates  an  exception,  however,  for  certain 
nominal  presence  during  the  year.  (This  nominal  presence  excep- 
tion does  not  postpone  the  beginning  of  residence  under  the  "green 
card"  test.)  If  an  alien  meets  only  the  substantial  presence  test  for 
the  year,  but  spends  time  when  he  or  she  has  a  closer  connection  to 
a  foreign  country  than  to  the  United  States,  the  alien  may  not 
begin  to  be  a  resident  for  tax  purposes  during  a  period  of  ten  or 
fewer  days  during  that  time.  The  purpose  of  this  nominal  presence 
exception  is  to  allow  brief  presence  in  the  United  States  (for  exam- 
ple, for  business  or  for  house-hunting)  before  moving  to  the  United 
States  without  triggering  residence  status. 

For  example,  an  alien  (who  has  never  before  been  a  U.S.  resident 
for  tax  purposes)  who  lives  in  Spain  until  May  15,  who  moves  to 
the  United  States  on  May  15  and  who  remains  in  the  United  States 
through  the  end  of  the  year  will  begin  to  be  a  U.S.  resident  for  tax 
purposes  on  May  15.  Similarly,  an  alien  (who  has  never  before  been 
a  U.S.  resident  for  tax  purposes)  who  lives  in  Spain  until  May  15, 
who  comes  to  a  business  meeting  in  the  United  States  on  February 
2  through  8,  who  moves  to  the  United  States  on  May  15  and  who 
remains  in  the  United  States  through  the  end  of  the  year  will 
begin  to  be  a  U.S.  resident  for  tax  purposes  on  May  15,  if  he  or  she 
can  establish  a  closer  connection  to  a  foreign  country  (presumably 
Spain  in  this  example)  than  to  the  United  States  for  the  period  of 
U.S.  presence  in  February.  However,  the  committee  does  not  be- 
lieve that  an  alien  will  end  (or  begin)  a  closer  connection  with  a 
foreign  country  while  physically  present  in  the  United  States.  For 
example,  an  alien  continuously  present  in  the  United  States  from 
May  1  to  December  31  only,  during  a  year,  will  not  be  eligible  for 
this  nominal  presence  rule  for  any  part  of  the  first  ten  days  of 
May. 

If  an  alien  was  not  a  resident  during  the  preceding  year  but  sat- 
isfies the  substantial  presence  test  as  well  as  the  "green  card"  test 
for  the  current  year,  his  or  her  residence  for  tax  purposes  will 
begin  on  the  earlier  of  (1)  the  first  day  he  or  she  was  present  in  the 
United  States  while  a  lawful  permanent  resident  of  the  United 
States  or  (2)  his  or  her  residency  starting  date  under  the  substan- 
tial presence  test.  For  example,  if  such  an  alien  (1)  is  present  in  the 
United  States  from  January  1  to  May  1  and  from  October  1  to  De- 
cember 31  and  (2)  first  meets  the  "green  card"  test  on  November  1, 
his  or  her  residence  for  tax  purposes  will  begin  on  January  1. 

Termination  of  residence. — An  alien  who  is  a  U.S.  resident 
during  the  current  year  and  who  is  also  a  U.S.  resident  during  the 
following  year  will  be  taxable  as  a  resident  through  the  end  of  the 
current  year.  That  is,  residence  for  tax  purposes  will  not  lapse,  but 
will  continue  throughout  both  years.  An  alien  who  is  a  U.S.  resi- 
dent during  the  current  year  but  who  is  not  a  U.S.  resident  for  the 
following  year  may  or  may  not  be  taxable  as  a  U.S.  resident 
through  the  end  of  the  current  year. 

An  alien  who  ceases  to  be  a  lawful  permanent  resident  (and  thus 
ceases  to  satisfy  the  "green  card"  test)  during  the  year  will  typical- 
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ly  cease  to  be  a  U.S.  resident  for  tax  purposes  on  the  first  day  he  or 
she  is  no  longer  a  lawful  permanent  resident  of  the  United  States. 
If  the  alien  is  a  U.S.  resident  (under  either  the  "green  card"  test  or 
the  substantial  presence  test)  during  the  following  year,  however, 
residence  for  tax  purposes  will  not  lapse,  but  will  continue 
throughout  both  years. 

An  alien  who  is  not  a  resident  during  the  following  year  but  who 
satisfies  the  substantial  presence  test  for  the  current  year  will  ordi- 
narily cease  to  be  a  U.S.  resident  for  tax  purposes  on  the  last  day 
during  the  year  when  he  or  she  is  physically  present  in  the  United 
States.  The  bill  creates  an  exception,  however,  for  certain  nominal 
presence  during  the  year.  If  an  alien  meets  the  substantial  pres- 
ence test  for  the  year,  but  spends  ten  or  fewer  days  in  the  United 
States  at  a  time  when  he  or  she  has  a  closer  connection  to  a  for- 
eign country  than  to  the  United  States,  the  alien  will  not  be  a  resi- 
dent for  tax  purposes  during  that  period  of  ten  or  fewer  days.  The 
purpose  of  this  nominal  presence  exception  is  to  allow  brief  pres- 
ence in  the  United  States  (for  example,  for  business  or  for  dispos- 
ing of  a  U.S.  residence)  without  extending  residence  status.  Again, 
this  nominal  presence  exception  does  not  apply  to  aliens  meeting 
the  '  'green  card"  test. 

For  example,  an  alien  (who  is  not  during  the  following  year  a 
U.S.  resident  for  tax  purposes)  who  lives  in  the  United  States  until 
September  15,  who  moves  to  Brazil  on  September  15,  and  who  does 
not  return  to  the  United  States  during  the  year  will  cease  to  be  a 
U.S.  resident  for  tax  purposes  on  September  15.  Similarly,  an  alien 
(who  is  not  during  the  following  year  a  U.S.  resident  for  tax  pur- 
poses) who  lives  in  the  United  States  until  September  15,  who 
moves  to  Brazil  on  September  15,  and  who  comes  to  a  business 
meeting  in  the  United  States  on  November  2  through  8  will  cease 
to  be  a  U.S.  resident  for  tax  purposes  on  September  15,  if  he  or  she 
can  establish  a  closer  connection  to  a  foreign  country  (presumably 
Brazil,  in  this  example)  than  to  the  United  States  for  the  period  of 
U.S.  presence  in  November. 

If  an  alien  is  not  a  resident  during  the  following  year  but  satis- 
fies the  substantial  presence  test  as  well  as  the  '  'green  card"  test 
for  the  current  year,  his  or  her  residence  for  tax  purposes  will  end 
on  the  later  of  (1)  the  first  day  he  or  she  is  no  longer  a  lawful  per- 
manent resident  of  the  United  States  or  (2)  the  last  day  he  or  she 
was  a  resident  under  the  substantial  presence  test.  For  example,  if 
an  alien  who  is  not  a  resident  during  the  following  year  (1)  is 
present  in  the  United  States  from  January  1  to  August  1  and  from 
October  1  to  October  5,  (2)  can  establish  a  closer  connection  to  a 
foreign  country  than  to  the  United  States  for  the  period  of  U.S. 
presence  in  October,  and  (3)  suffers  revocation  of  his  or  her  "green 
card"  on  November  1,  his  or  her  residence  for  tax  purposes  will 
end  on  November  1.  If  "green  card"  revocation  occurred  on  Sep- 
tember  15  in  this  example,  however,  residence  would  end  on  Sep- 
tember 15.  If  "green  card"  revocation  occurred  on  October  3,  resi- 
dence would  end  on  October  3.  If  "green  card"  revocation  occurred 
on  March  5,  residence  would  end  on  August  1. 
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Effective  Date 

These  provisions  will  apply  to  taxable  years  beginning  after  De- 
cember 31,  1984.  However,  pre-1985  presence  of  an  alien  who  was 
not  a  resident  (under  current  law)  at  the  close  of  1984  will  not 
count  in  the  substantial  presence  test;  pre-1984  presence  of  an  alien 
will  count  only  if  that  individual  was  a  resident  (under  current 
law)  at  the  end  of  both  1983  and  1984. 

Revenue  Effect 

The  provisions  will  increase  budget  receipts  by  less  than  $10  mil- 
lion annually. 


2.  Treatment  of  Community  Property  Income  of  Nonresident 
Aliens  (sec.  452  of  the  bill  and  sec.  879  of  the  Code) 

Present  Law 

Nonresident  aliens  are  subject  to  U.S.  tax  at  the  regular  gradu- 
ated rates  on  income  that  is  effectively  connected  with  the  conduct 
of  a  trade  or  business  within  the  United  States.  If  one  spouse  is  a 
U.S.  citizen  or  resident  while  the  other  is  a  nonresident  alien,  the 
earned  income  of  one  spouse,  the  trade  or  business  income  of  one 
spouse,  the  partnership  share  of  trade  or  business  income  of  one 
spouse,  or  the  community  income  from  the  separate  property  of 
one  spouse  is  generally  treated  as  the  income  of  that  spouse  (sec. 
879).  Therefore,  if  that  income  is  effectively  connected  income,  the 
couple  generally  may  not  split  that  income  for  U.S.  tax  purposes  by 
use  of  community  property  laws.  However,  if  both  spouses  are  non- 
resident aliens  from  a  community  property  country,  they  may  be 
able  to  split  the  effectively  connected  income  of  one  spouse  to 
reduce  their  U.S.  tax  liability.  A  comparable  couple  from  a 
common  law  country  cannot  split  income  in  this  way. 

Reasons  for  Change 

The  committee  believes  that  the  U.S.  income  tax  treatment  of 
nonresident  aliens  from  community  property  countries  should  be 
the  same  as  the  U.S.  income  tax  treatment  of  nonresident  aliens 
from  common  law  countries.  A  graduated  income  tax  like  that  of 
the  United  States  imposes  less  tax  on  a  given  amount  of  income  if 
the  income  belongs  to  more  than  one  person.  Therefore,  when  mar- 
ried taxpayers  split  their  income,  they  generally  reduce  their  com- 
bined tax  liability.  The  committee  does  not  believe  that  nonresi- 
dent aliens  who  earn  income  that  is  effectively  connected  with  a 
U.S.  trade  or  business  should  be  able  to  split  that  income  for  U.S. 
tax  purposes  by  virtue  of  foreign  community  property  laws.  Fur- 
thermore, it  does  not  believe  that  such  a  couple  should  be  taxed 
more  favorably  than  a  similarly  situated  U.S.  couple. 

Explanation  of  Provision 

The  bill  provides  that,  for  U.S.  income  tax  purposes,  a  married 
couple  both  of  whom  are  nonresident  alien  individuals  would  treat 
the  earned  income  of  one  spouse,  the  trade  or  business  income  of 
one  spouse,  the  partnership  share  of  trade  or  business  income  of 
one  spouse,  or  the  community  income  from  the  separate  property 
of  one  spouse  as  the  income  of  that  spouse,  regardless  of  any  com- 
munity property  laws.  That  spouse  will  be  subject  to  U.S.  tax  at 
the  regular  graduated  rates  applicable  to  married  persons  filing 
separate  returns  when  such  income  is  effectively  connected  with 
the  conduct  of  a  U.S.  trade  or  business. 
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Effective  Date 

This  provision  will  apply  to  taxable  years  beginning  after  Decem- 
ber 31, 1984. 

Revenue  Effect 

This  provision  will  reduce  budget  receipts  by  less  than  $1  million 
annually. 
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3.  Foreign  Personal  Holding  Company  Attribution  Rules  (sec.  453 
of  the  bill  and  sees.  551  and  554  of  the  Code) 

Present  Law 

In  general 

Congress  enacted  the  foreign  personal  holding  company  rules  to 
prevent  U.S.  taxpayers  from  accumulating  income  tax-free  in  for- 
eign ' 'incorporated  pocketbooks."  If  five  or  fewer  U.S.  citizens  or 
residents  own,  directly  or  indirectly,  more  than  half  of  the  out- 
standing stock  (in  value)  of  a  foreign  corporation  that  has  primar- 
ily foreign  personal  holding  company  income  (generally  passive 
income  such  as  dividends,  interest,  royalties,  and  rents  (if  rental 
income  does  not  amount  to  50  percent  of  gross  income)),  that  corpo- 
ration will  be  a  foreign  personal  holding  company.  In  that  case,  the 
foreign  corporation's  U.S.  shareholders,  including  U.S.  citizens, 
residents  and  corporations,  are  subject  to  U.S.  tax  on  their  pro  rata 
share  of  the  corporation's  undistributed  foreign  personal  holding 
company  income.  That  is,  though  only  individuals  count  in  the  de- 
termination of  foreign  personal  holding  company  status,  persons 
other  than  individuals  may  be  subject  to  foreign  personal  holding 
company  tax. 

Family  attribution  for  characterization  as  a  foreign  personal  hold- 
ing company 

The  foreign  personal  holding  company  provisions  contain  con- 
structive ownership  rules  that  determine  whether  a  foreign  corpo- 
ration is  more  than  50  percent  owned  by  five  or  fewer  United 
States  citizens  or  residents.  These  rules  treat  an  individual  as 
owning  stock  owned,  directly  or  indirectly,  by  or  for  his  or  her 
partners,  brothers  and  sisters  (whether  by  the  whole  or  half  blood), 
spouse,  ancestors,  and  lineal  descendants.  One  case,  however,  casts 
doubt  on  the  operation  of  these  constructive  ownership  rules  when 
nonresident  aliens  are  the  only  family  members  who  own  stock  in 
a  foreign  corporation.28 

These  constructive  ownership  rules  also  apply  to  deem  income  to 
be  foreign  personal  holding  company  income  in  two  cases:  (1)  when 
a  foreign  corporation  has  contracted  to  furnish  personal  services 
that  an  individual  who  owns,  directly  or  indirectly,  25  percent  or 
more  in  value  of  the  outstanding  stock  of  the  corporation  has  per- 
formed, is  to  perform,  or  may  be  designated  to  perform;  and  (2) 
when  an  individual  who  owns,  directly  or  indirectly,  25  percent  or 


28  In  Estate  of  Nettie  S.  Miller  v.  Commissioner,  43  T.C.  760  (1965),  nonacq.,  1966-1  C.B.  4,  two 
Canadian  sisters  owned  over  half  the  stock  of  a  Canadian  corporation.  A  divided  Tax  Court,  de- 
spite the  language  of  the  statute,  declined  to  attribute  their  stock  to  their  brother,  a  U.S.  citizen 
and  resident,  who  owned  none  of  the  stock.  Therefore,  the  corporation  was  not  a  foreign  person- 
al holding  company,  so  its  U.S.  shareholders,  who  were  unrelated  to  the  Canadian  sisters,  were 
not  subject  to  tax. 
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more  in  value  of  the  outstanding  stock  of  the  corporation  is  enti- 
tled to  use  corporate  property  and  when  the  corporation  in  any 
way  receives  compensation  for  use  of  that  property.  This  latter  rule 
prevents  foreign  corporations  from  avoiding  foreign  personal  hold- 
ing company  status  by  generating  what  appears  to  be  large 
amounts  of  rental  income. 

Income  inclusion  through  foreign  entity 

Shareholders  in  a  foreign  personal  holding  company  who  are 
U.S.  citizens  or  residents,  U.S.  corporations,  U.S.  partnerships,  or 
estates  and  trusts  (other  than  estates  and  trusts  whose  gross 
income  includes  only  income  from  sources  within  the  United 
States)29  must  include  their  share  of  undistributed  foreign  person- 
al holding  company  income  in  their  gross  income.  These  sharehold- 
ers are  called  "United  States  shareholders".  If  a  foreign  personal 
holding  company  is  a  shareholder  in  another  foreign  personal  hold- 
ing company,  the  first  company  includes  in  its  gross  income,  as  a 
dividend,  its  share  of  the  undistributed  foreign  personal  holding 
company  income  of  the  second  foreign  personal  holding  company. 

Interposition  of  a  foreign  partnership,  a  foreign  corporation  other 
than  a  foreign  personal  holding  company,  or  an  estate  or  a  trust 
whose  gross  income  includes  only  income  from  sources  within  the 
United  States  between  a  taxpayer  and  a  foreign  personal  holding 
company,  however,  arguably  may  allow  avoidance  of  the  foreign 
personal  holding  company  rules.  Although  stock  owned,  directly  or 
indirectly,  by  or  for  a  corporation,  partnership,  estate,  or  trust  is 
considered  as  being  owned  proportionately  by  its  shareholders, 
partners,  or  beneficiaries  for  the  purpose  of  determining  whether  a 
corporation  is  a  foreign  personal  holding  company,  some  taxpayers 
have  taken  the  position  that  these  tracing  rules  do  not  necessarily 
apply  to  impose  a  tax  on  the  ultimate  owners  of  a  foreign  personal 
holding  company. 

Reasons  for  Change 

The  foreign  personal  holding  company  provisions  have  been  in 
the  law  since  1937  and  serve  an  important  purpose  in  removing  the 
tax  incentive  to  shift  assets  offshore  often  to  tax  havens.  Two  tech- 
nical problems  have  come  to  the  committee's  attention.  First,  the 
committee  believes  that  attribution  of  ownership  from  a  nonresi- 
dent blood  relative  for  the  purpose  of  determining  whether  a  for- 
eign corporation  is  a  foreign  personal  holding  company  is  generally 
inappropriate,  particularly  where  the  U.  S.  person  to  whom  the 
stock  is  attributed  owns  no  stock.  Second,  the  committee  is  aware 
that  the  present  rules  have  allowed  taxpayers  to  take  the  position 
that  they  can  circumvent  the  foreign  personal  holding  company 
rules  by  interposing  foreign  entities  between  themselves  and  for- 
eign personal  holding  companies.  This  abuse  of  the  system  was  not 
intended  and  should  be  stopped. 


29  This  excluded  category  of  estates  and  trusts  corresponds  generally  to  the  definition  of  "for- 
eign estate  or  trust"  in  Internal  Revenue  Code  section  7701(aX31).  Therefore,  in  general,  estates 
or  trusts  that  are  United  States  persons  are  subject  to  the  same  treatment  as  U.S.  citizens  or 
corporations. 
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Explanation  of  Provisions 

Family  attribution  for  characterization  as  a  foreign  personal  hold- 
ing company 

The  bill  repeals,  for  the  purpose  of  determining  whether  five  or 
fewer  U.S.  citizens  or  residents  own,  directly  or  indirectly,  more 
than  half  of  the  outstanding  stock  (in  value)  of  a  foreign  corpora- 
tion, the  rules  that  attribute  ownership  of  stock  actually  owned  by 
a  nonresident  alien  to  the  alien's  U.S.  brothers  and  sisters  (wheth- 
er by  the  whole  or  half  blood),  ancestors,  and  lineal  descendants. 
The  bill  will  not  affect  the  current  attribution  rules  that  operate  to 
treat  certain  income  from  personal  services  and  income  from  cer- 
tain use  of  corporate  property  as  foreign  personal  holding  company 
income. 

Income  inclusion  through  foreign  entity 

The  bill  adds  a  tracing  rule  that  makes  it  clear  that  taxpayers 
cannot  interpose  foreign  corporations  (other  than  foreign  personal 
holding  companies),  foreign  partnerships,  estates  or  trusts  whose 
gross  income  includes  only  income  from  sources  within  the  United 
States,  or  other  entities  between  themselves  and  the  foreign  corpo- 
ration to  avoid  the  foreign  personal  holding  company  rules.  The 
bill  provides  that  stock  of  a  foreign  personal  holding  company  that 
is  owned  by  a  partnership,  estate,  or  trust  that  is  not  a  U.S.  share- 
holder, or  by  a  foreign  corporation  that  is  not  a  foreign  personal 
holding  company,  will  be  considered  (for  income  inclusion  purposes) 
as  being  owned  proportionately  by  its  partners,  beneficiaries,  or 
shareholders.  This  rule  will  apply  to  trace  ownership  and  attribute 
income  through  tiers  of  such  entities.  The  bill  grants  regulatory  au- 
thority to  the  Secretary  of  the  Treasury  to  provide  for  such  adjust- 
ments in  the  foreign  personal  holding  company  rules  as  may  be 
necessary  to  carry  out  the  purposes  of  this  rule.  Such  an  adjust- 
ment could  be  necessary,  for  example,  to  prevent  double  taxation  of 
foreign  personal  holding  company  income. 

This  situation  could  arise  in  a  case  where  a  U.S.  person  owns 
shares  in  a  foreign  corporation  which  is  not  a  foreign  personal 
holding  company  which  in  turn  owns  stock  in  a  foreign  corporation 
that  is  a  foreign  personal  holding  company.  Under  the  bill,  the  U.S. 
person  could  be  subject  to  tax  on  his  pro  rata  share  of  the  income 
of  the  foreign  personal  holding  company  and,  unless  an  adjustment 
were  made,  could  be  subject  to  tax  again  upon  a  dividend  distribu- 
tion from  the  same  earnings  from  the  foreign  personal  holding 
company  which,  in  turn,  is  redistributed  as  a  dividend  by  the  for- 
eign corporation  to  the  U.S.  shareholder.  The  committee  intends 
that  rules  similar  to  those  contained  in  section  959  apply. 

Effective  Date 

The  provisions  will  generally  apply  to  taxable  years  of  foreign 
corporations  beginning  after  December  31,  1983.  However,  the  rules 
relating  to  interposed  foreign  entities  will  apply  to  taxable  years  of 
foreign  corporations  beginning  after  December  31,  1984,  with  re- 
spect to  certain  stock  of  foreign  corporations  owned  by  certain  pre- 
1954  trusts  none  of  whose  beneficiaries  were  U.S.  citizens  or  resi- 
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dents  at  the  time  of  creation  or  for  ten  years  thereafter  and  that 
make  only  formal  changes  in  their  holdings  after  July  1,  1983. 

Revenue  Effect 
These  provisions  will  have  a  negligible  revenue  effect. 


4.  Ordinary  Income  Treatment  on  Disposition  of  Stock  of  Certain 
Foreign  Corporations  (sec.  454  of  the  bill  and  sees.  959  and  1248 
of  the  Code) 

Present  Law 

• 

When  a  U.S.  person  sells  or  exchanges  stock  of  a  controlled  for- 
eign corporation  (generally,  a  foreign  corporation  of  which  more 
than  half  of  the  combined  voting  power  of  all  classes  of  stock  enti- 
tled to  vote  is  owned  directly,  indirectly,  or  constructively  by  U.S. 
persons  who  own  10  percent  or  more  of  that  voting  power),  some  of 
the  gain  may  be  taxed  as  ordinary  income,  not  as  a  capital  gain 
(Code  sec.  1248(a)).  The  purpose  of  this  rule  is  to  deny  capital  gains 
treatment  to  income  accumulated  in  foreign  corporate  solution  that 
has  not  been  taxed  by  the  United  States.  The  gain  is  ordinary  (divi- 
dend) income  rather  than  capital  gain  only  to  the  extent  of  post- 
1962  earnings  and  profits  (E&P)  accumulated  while  the  shareholder 
held  the  shares  and  that  were  not  previously  taxed  by  the  United 
States. 

The  Internal  Revenue  Code  also  imposes  tax  at  ordinary  income 
rates  in  certain  cases  upon  certain  distributions  by  a  domestic  cor- 
poration, or  the  liquidation  of  a  U.S.  corporation,  that  owns  stock 
of  a  controlled  foreign  corporation  (sec.  1248(f)).  This  rule  requires 
inclusion  as  a  dividend  in  the  income  of  the  U.S.  corporation  an 
amount  equal  to  the  difference  between  the  value  of  the  domestic 
corporation's  stock  in  the  controlled  foreign  corporation  and  its  ad- 
justed basis  in  that  stock  to  the  extent  of  untaxed  post-1962  E&P 
accumulated  while  the  liquidating  corporation  held  the  shares. 

Double  counting. — If  a  U.S.  person  owns  stock  in  a  controlled  for- 
eign corporation  and  disposes  of  such  stock  at  a  gain  to  another 
U.S.  person,  the  U.S.  person's  gain  is  recharacterized  as  dividend 
income  in  an  amount  equivalent  to  the  accumulated  E&P  of  the 
controlled  foreign  corporation,  but  the  Internal  Revenue  Service 
took  the  position  that  such  income  inclusion  does  not  reduce  the 
E&P  of  the  controlled  foreign  corporation  by  the  amount  of  that 
income  inclusion  (Rev.  Rul.  71-388,  1971-2  C.B.  314;  cf.  Rev.  Rul.  83- 
182,  1983-51  I.R.B.  (Dec.  19,  1983),  suspending  that  ruling).  That  is, 
the  taint  of  the  previously  untaxed  E&P  would  remain  even  though 
the  E&P  has  borne  tax.  A  subsequent  distribution  by  the  controlled 
foreign  corporation  could  therefore  cause  dividend  treatment  on  ac- 
count of  E&P  that  had  already  caused  a  dividend  inclusion.  In  ad- 
dition, the  new  owner  may  take  the  position  that  it  is  entitled  to 
foreign  tax  credits  for  taxes  imposed  on  the  controlled  foreign  cor- 
poration that  the  first  owner  (the  selling  corporation)  has  already 
credited.  This  double  credit,  if  current  law  allows  it,  could  reduce 
U.S.  tax  on  other  foreign  income  twice. 

Similarly,  when  a  U.S.  corporation  in  a  section  311,  336  or  337 
transaction  disposes  of  an  interest  in  a  controlled  foreign  corpora- 
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tion,  it  recognizes  dividend  income  in  an  amount  equivalent  to  the 
difference  between  the  fair  market  value  and  its  cost  basis  in  the 
shares  distributed,  to  the  extent  of  the  accumulated  E&P  of  the 
controlled  foreign  corporation.  It  is  not  entirely  clear  whether  the 
E&P  of  the  controlled  foreign  corporation  is  reduced  in  the  hands 
of  the  distributee.  If  the  distributee  receives  a  distribution  from  the 
controlled  foreign  corporation,  it  may  be  subject  to  tax  at  ordinary 
income  rates  on  account  of  the  E&P  accumulated  while  the  distri- 
butee owned  the  stock  if  E&P  is  not  reduced.  Taxpayers  could  at- 
tempt to  credit  the  same  taxes  twice  in  this  case  also. 

Indirect  ownership. — Some  taxpayers  take  the  position  that  they 
may  avoid  ordinary  income  treatment  on  E&P  of  a  controlled  for- 
eign corporation  by  a  series  of  transactions  between  related  parties. 
The  first  step  in  this  series  is  the  contribution  of  the  stock  in  the 
corporation  (a  first-tier  foreign  subsidiary  of  a  U.S.  parent)  to  the 
capital  of  a  second  controlled  foreign  corporation  (also  a  first-tier 
subsidiary  of  the  U.S.  parent).  The  second  step  is  the  sale  or  ex- 
change of  the  stock  of  the  second  controlled  foreign  corporation 
(which  now  owns  the  first  controlled  foreign  corporation).  Taxpay- 
ers contend  that  the  E&P  that  the  first  foreign  corporation  accu- 
mulated before  the  contribution  of  its  stock  to  the  second  corpora- 
tion is  not  subject  to  ordinary  income  treatment.  They  take  the  po- 
sition that  a  cross-reference  in  the  Code  (sec.  1248(c)(2)(D)(ii))  indi- 
cates that  E&P  accumulated  during  direct  ownership  does  not 
count  when  a  U.S.  person  disposes  of  an  interest  held  indirectly  (as 
a  second-tier  subsidiary). 

Reasons  for  Change 

Section  1248  of  the  Code  was  intended  to  recapture  at  ordinary 
income  rates  the  income  of  active  foreign  corporations  the  U.S.  tax 
on  which  has  been  deferred.  While  the  section  has  generally  car- 
ried out  this  policy  certain  technical  problems  have  come  to  the 
committee's  attention.  In  one  case  the  technical  problem  relates  to 
the  changes  made  in  the  Tax  Reform  Act  of  1976,  which  generally 
closed  unintended  loopholes.  The  committee  believes  that  the 
present  law  rules  described  above  are  unclear,  at  times  possibly 
causing  hardship  in  the  form  of  a  double  tax  and  at  times  possibly 
giving  taxpayers  unintended  benefits.  The  technical  changes  con- 
tained in  the  bill  will  clarify  the  operation  of  those  rules.  The  com- 
mittee is  aware  that  the  present  rules  are  unclear,  and  intends  no 
inference  that  they  work  as  described. 

Explanation  of  Provisions 

Double  counting. — The  bill  provides  that  to  the  extent  that  accu- 
mulated E&P  has  previously  characterized  income  as  ordinary 
income,  that  same  E&P  will  not  again  characterize  income  as  ordi- 
nary income.  Therefore,  if  a  a  U.S.  corporation  owns  stock  in  a  con- 
trolled foreign  corporation  and  that  U.S.  corporation  liquidates,  the 
dividend  income  generated  on  account  of  the  accumulated  E&P  of 
the  controlled  foreign  corporation  will  reduce  the  E&P  of  the  con- 
trolled foreign  corporation  by  the  amount  of  that  income  inclusion. 
Similarly,  if  a  U.S.  person  sells  its  interest  in  a  controlled  foreign 
corporation  and  recognizes  dividend  income  on  account  of  accumu- 
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lated  E&P,  that  income  inclusion  will,  in  effect,  reduce  the  E&P  of 
the  controlled  foreign  corporation.  The  bill  further  clarifies  present 
law  to  provide  that,  in  any  case,  the  new  owner  will  not  be  entitled 
to  foreign  tax  credits  for  taxes  imposed  on  the  controlled  foreign 
corporation  that  the  first  owner  had  already  credited. 

Indirect  ownership. — The  bill  clarifies  current  law  to  provide  that 
E&P  that  a  controlled  foreign  corporation  accumulated  while  con- 
trolled by  U.S.  owners  is  subject  to  ordinary  income  treatment 
whether  its  U.S.  owners  controlled  it  directly  or  indirectly. 

Effective  Date 

These  provisions  will  each  apply  to  sales  or  exchanges  of  stock  of 
controlled  foreign  corporations  that  occur  after  the  date  of  enact- 
ment. The  double-counting  provision  will  apply  (upon  an  election) 
to  transactions  occurring  after  October  9,  1975  (the  effective  date  of 
certain  changes  to  Code  section  1248).  In  the  case  of  sales  or  ex- 
changes of  foreign  corporate  shares,  the  foreign  corporation  (or  its 
successor  in  interest)  is  eligible  to  make  the  election.  If  a  foreign 
corporation  that  would  be  eligible  to  make  an  election  has  been  liq- 
uidated by  the  date  of  enactment  or  within  the  election  period,  its 
successors  in  interest  shall  be  determined  under  rules  similar  to 
rules  provided  under  section  964.  In  the  case  of  a  section  311,  336 
or  337  transaction  by  a  U.S.  corporation  that  owns  stock  of  a  con- 
trolled foreign  corporation,  the  distributing  U.S.  corporation  or  its 
successor  is  eligible  to  make  the  election.  In  either  event,  any  elec- 
tion applies  to  all  eligible  post-October  9,  1975  transactions  of  the 
electing  corporation.  The  corporation  is  to  make  the  election  within 
180  days  after  enactment. 

Revenue  Effect 
These  provisions  will  have  a  negligible  revenue  effect. 


5.  Coordination  of  Subpart  F  with  Foreign  Personal  Holding 
Company  Provisions  (sec.  455  of  the  bill  and  sec.  951  of  the  Code) 

Present  Law 

Congress  enacted  the  foreign  personal  holding  company  rules  in 
1937  to  prevent  U.S.  taxpayers  from  accumulating  investment 
income  tax-free  in  foreign  "incorporated  pocketbooks."  In  1962, 
Congress  imposed  tax  on  the  U.S.  shareholders  of  foreign  corpora- 
tions engaging  in  certain  tax-haven  type  activities  by  adding  the 
Subpart  F  rules  to  the  Internal  Revenue  Code.  The  Subpart  F 
rules,  as  amended,  impose  tax  when  a  controlled  foreign  corpora- 
tion has  "Subpart  F  income,"  and  in  other  circumstances. 

Subpart  F  income  includes  income  from  related  party  sales  and 
services  transactions  through  tax  haven-type  base  companies,  from 
insurance  of  U.S.  risks,  from  shipping  operations  (unless  the 
income  is  reinvested),  from  foreign  oil  related  activities,  and  from 
passive  investments.  Some  of  this  income  may  also  be  taxable 
under  the  1937  foreign  personal  holding  company  rules  as  amend- 
ed. Subpart  F  imposes  a  tax  (although  not  on  "Subpart  F  income") 
in  other  circumstances,  such  as  investment  by  a  controlled  foreign 
corporation  of  its  earnings  in  U.S.  property,  and  a  controlled  for- 
eign corporation's  withdrawal  of  its  previously  excluded  income 
from  shipping  operations. 

Where  the  foreign  personal  holding  company  rules  and  the  Sub- 
part F  rules  overlap,  the  foreign  personal  holding  company  rules 
generally  take  priority  (sec.  951(d)).  A  taxpayer  who  is  subject  to 
tax  under  the  foreign  personal  holding  company  rules  may  contend 
that  it  is  not  subject  to  the  Subpart  F  rules  that  year.  For  instance, 
taxpayers  (who  are  shareholders  in  a  foreign  corporation  that  is 
both  a  foreign  personal  holding  company  and  a  controlled  foreign 
corporation)  have  taken  the  position  that  being  subject  to  foreign 
personal  holding  company  tax  for  a  taxable  year  exempts  them 
from  taxation  under  Subpart  F  on  investment  that  year  in  U.S. 
property  of  earnings  of  the  foreign  corporation.  Because  historical 
earnings  invested  in  U.S.  property,  for  example,  might  be  substan- 
tially greater  than  current  income  taxed  under  the  foreign  person- 
al holding  company  rules,  such  a  position,  if  sustained,  could  un- 
dercut much  of  Subpart  F.  Courts  have  split  on  this  issue.  Compare 
Whitlock  v.  Commissioner,  494  F.2d  1297  (10th  Cir.  1974),  cert, 
denied,  419  U.S.  839  (holding  the  taxpayer  liable  for  tax  under  Sub- 
part F),  with  Lovett  v.  United  States,  621  F.2d  1130  (Ct.  CI.  1980) 
(holding  that  no  Subpart  F  tax  was  due). 

Reasons  for  Change 

The  Code  provision  governing  the  overlap  of  Subpart  F  and  the 
foreign  personal  holding  company  rules  has  produced  uncertainty 
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and  some  questionable  results.  The  committee  believes  that  U.S. 
taxpayers  should  be  subject  to  tax  on  the  full  amount  of  the  taint- 
ed earnings  of  their  foreign  corporations,  not  more  and  not  less. 
However,  no  inference  as  to  the  proper  result  under  present  law  is 
intended. 

Explanation  of  Provision 

The  bill  repeals  the  rule  of  section  951(c)  that  taxation  under  the 
foreign  personal  holding  company  rules  precludes  taxation  under 
the  Subpart  F  rules.  It  substitutes  a  new  mechanism  for  the  avoid- 
ance of  double  taxation  by  providing  that  a  controlled  foreign  cor- 
poration's Subpart  F  income  is  taxed  under  Subpart  F — but  not 
under  the  foreign  personal  holding  company  rules — to  the  extent 
that  it  would  otherwise  be  taxable  under  both  Subpart  F  and  the 
foreign  personal  holding  company  rules.  Therefore,  the  existence  of 
income  subject  to  tax  under  the  foreign  personal  holding  company 
rules  will  not  preclude  taxation  under  Subpart  F.  Income  includi- 
ble under  only  one  set  of  rules  (foreign  personal  holding  company 
rules  or  Subpart  F  rules)  will  be  includible  under  that  set  of  rules. 
A  taxpayer  taxable  under  Subpart  F  on  amounts  other  than  Sub- 
part F  income  (on  such  items  as  withdrawals  from  foreign  base 
company  shipping  income  and  investments  in  U.S.  property)  will  be 
taxable  under  Subpart  F  whether  or  not  its  foreign  corporation 
subjected  it  to  foreign  personal  holding  company  tax. 

Effective  Date 

This  provision  will  apply  to  taxable  years  of  U.S.  shareholders 
beginning  after  the  date  of  enactment. 

Revenue  Effect 

This  provision  will  result  in  a  revenue  gain  of  less  than  $5  mil- 
lion during  each  fiscal  year  during  the  period  1985-1989. 


6.  Stapled  Stock  (sec.  456  of  the  bill  and  new  sec.  269B  of  the 

Code) 


Present  Law 

Taxpayers  have  devised  schemes  for  tax  avoidance  wherein  the 
stock  of  two  (or  more)  entities  is  ' 'stapled' '  or  "paired"  so  that  a 
shareholder  cannot  trade  the  stock  separately.  Typically,  however, 
the  management  of  the  two  entities  is  the  same. 

Foreign  corporations  whose  shares  are  sufficiently  dispersed 
among  U.S.  persons  are  not  subject  to  certain  U.S.  tax  rules.  The 
anti-tax-haven  rules  of  Subpart  F  of  the  Code  and  the  anti-interna- 
tional boycott  rules  apply  to  foreign  corporations  only  if  more  than 
50  percent  of  the  total  combined  voting  power  of  their  stock  is 
owned  (directly  or  indirectly)  by  U.S.  shareholders  owning  at  least 
10  percent  of  the  stock  each.  The  foreign  personal  holding  company 
rules  apply  only  if  more  than  50  percent  of  a  corporation's  out- 
standing stock  (in  value)  is  owned  (directly  or  indirectly)  by  five  or 
fewer  U.S.  shareholders.  Widely  held  U.S.  corporations  have  at- 
tempted to  avoid  these  rules  by  splitting  off  their  foreign  oper- 
ations and  conducting  them  through  separate  corporations. 

The  stock  of  the  foreign  corporation  is  "stapled  to"  or  "paired 
with"  the  stock  of  the  original  U.S.  company  so  that  a  shareholder 
cannot  buy  or  sell  the  stock  of  one  corporation  without  buying  or 
selling  the  stock  of  the  other.  Assuming  the  U.S.  corporation,  and 
thus  the  new  foreign  corporation,  are  sufficiently  widely  held,  this 
device  arguably  reaches  the  result  that  the  new  foreign  corporation 
is  not  subject  to  the  subpart  F  and  anti-boycott  rules  because  the 
10-percent  shareholder  test  is  not  met.  This  device  may  similarly 
allow  avoidance  of  the  foreign  personal  holding  company  rules.  It  is 
not  clear,  however,  that  these  split-offs  have  the  tax  consequences 
that  these  U.S.  corporations  seek.  Although  there  is  authority  that 
would  tend  to  support  the  integrity  of  these  split-offs,  see,  e.g.,  Rev. 
Rul.  54-140,  1954-1  C.B.  116,  other  authority  indicates  that  the 
courts  will  not  respect  the  formation  of  such  a  "quasi-subsidiary." 
De  Coppet  v.  Helvering,  105  F.2d  787  (2d  Cir.  1940),  cert  denied,  310 
U.S.  646. 

Stapling  of  stock  of  two  or  more  U.S.  corporations  could  allow 
shareholders  to  benefit  from  multiple  surtax  exemptions  and  from 
multiple  accumulated  earnings  tax  credits.  In  addition,  one  stapled 
entity  may  qualify  for  special  tax  treatment  as  a  Real  Estate  In- 
vestment Trust  (REIT)  or  a  Regulated  Investment  Company  (RIC). 
This  special  treatment  would  not  be  available  if  the  operations  of 
the  companies  were  consolidated. 

In  these  examples,  and  potentially  in  other  cases  where  tax  bene- 
fits among  related  parties  are  limited  or  where  tax  penalties  may 
be  imposed  on  related  parties,  companies  may  use  stapled  stock  to 
appear  to  be  unrelated. 
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Reasons  for  Change 

The  committee  believes  that  the  stapling  of  corporate  stock  is  a 
simple  means  of  attempting  to  avoid  tax  rules  intended  to  limit 
abuse  of  the  U.S.  tax  system  or  to  limit  the  use  of  special  tax  bene- 
fits granted  by  Congress.  Stapling  of  a  taxable  entity  with  a  non- 
taxable entity  is  a  particularly  serious  problem.  In  such  a  case,  the 
shareholders  (who  are  the  same  for  both  corporations)  generally 
prefer  profits,  to  be  realized  in  the  nontaxable  entity  rather  than 
in  the  taxable  entity.  The  committee  believes  that  not  to  do  some- 
thing to  preclude  the  use  of  such  a  transparent  device  would  lead 
to  disrespect  for  the  tax  system. 

Transfer  pricing. — Shareholders  of  stapled  stock  may  have  no 
business  reason  to  complain  if  their  taxable  entity  undercharges 
their  nontaxable  entity  for  goods  or  services.30  If  stock  is  not  sta- 
pled, by  contrast,  the  shareholders  of  a  company  can  sue  its  man- 
agement (in  a  shareholders'  derivative  suit)  if  it  undercharges  an- 
other entity.  The  United  States  has  the  right  to  correct  improper 
transfer  prices  between  related  parties  (sec.  482),  but  has  found  it 
difficult  to  do  so  in  practice.31 

The  problem  of  transfer  pricing  arises  on  stapling  of  a  special- 
purpose  U.S.  entity  with  another  U.S.  corporation.  For  instance,  an 
ordinary  corporation  stapled  to  a  Real  Estate  Investment  Trust 
(REIT)  that  leases  real  property  from  the  REIT  may  not  object  to  a 
premium  rental  price,  because  the  non-REITs  profits  are  subject  to 
corporate  tax  while  the  REIT's  are  not.  The  problem  of  transfer 
pricing  also  arises  on  stapling  of  a  U.S.  corporation  with  a  foreign 
corporation  operating  in  a  low-tax  jurisdiction  or  in  a  tax  haven. 

Stapled  foreign  entities. — Stapling  may  also  allow  avoidance  of 
the  anti-tax-haven  rules  and  the  anti-boycott  rules.  Stapling  can 
allow  a  U.S.  company  establishing  foreign  operations  to  avoid  the 
U.S.  corporate  tax  on  dividends  received  from  a  subsidiary  by  es- 
tablishing a  stapled  sister  corporation  rather  than  a  subsidiary. 
Stapling  a  U.S.  corporation  with  a  foreign  corporation  could  also 
raise  issues  of  corporate  opportunity.  If  either  company  could  deal 
profitably  with  a  new  foreign  customer  or  supplier,  the  sharehold- 
ers may  prefer  that  the  foreign,  nontaxable  entity  do  so.  The  direc- 
tors may  not  owe  a  duty  to  U.S.  shareholders  to  seek  business  for 
the  U.S.  company. 

Stapled  U.S.  entities. — The  committee  believes  that  stapling  spe- 
cial purpose  U.S.  tax  entities  to  ordinary  U.S.  entities  threatens 
the  policy  that  led  Congress  to  create  those  special  purpose  U.S. 
tax  entities.  For  example,  Congress  granted  special  tax  status  to 
corporations  that  qualify  as  REITs  to  allow  small  investors  to 
invest  in  real  estate.  For  that  reason,  REITs  must  concentrate 
their  investments  in  real  estate.  If  small  investors  buy  shares  in 
another  corporation  stapled  to  REIT  shares,  their  investment  in 


30  If  a  U.S.  corporation  owns  equal  interests  in  a  U.S.  corporation  and  a  nontaxed  foreign  cor- 
poration, it  may  prefer  to  have  the  next  dollar  of  earnings  go  to  the  U.S.  corporation  (in  which 
it  owns  stock)  rather  than  the  foreign  corporation.  If  the  effective  U.S.  tax  rate  (on  the  income 
of  the  corporation  earning  the  marginal  income)  is  low,  the  85-percent  dividends  received  deduc- 
tion may  outweigh  the  benefits  of  deferral  for  the  U.S.  corporate  shareholder. 

31  See  Comptroller  General  of  the  United  States,  Report  to  the  Chairman,  House  Committee 
on  Ways  and  Means,  "IRS  Could  Better  Protect  U.S.  Tax  Interests  in  Determining  the  Income  of 
Multinational  Corporations,"  September  30,  1981. 
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qualified  real  estate  activities  is  diluted.  Congress  intended  no  such 
dilution  when  it  enacted  the  REIT  provisions. 

In  addition,  stapling  arguably  allows  taxpayers  multiple  surtax 
exemptions  and  multiple  accumulated  earnings  tax  exemptions. 
The  committee  believes  that  such  multiple  exemptions  are  inappro- 
priate. 

Unusual  circumstances. — The  committee  has  taken  notice  of 
some  unusual  circumstances  involving  stapled  stock.  The  commit- 
tee believes  that  the  United  States  should  not  tax  a  REIT  stapled 
at  the  time  of  introduction  of  H.R.  3475  because  the  Internal  Reve- 
nue Service,  in  several  private  letter  rulings,  explicitly  sanctioned 
stapling  of  REITs.  The  committee  also  believes  that  the  United 
States  should  not  tax  a  stapled  foreign  corporation  on  income  that 
was  exempt  from  U.S.  tax  on  income  under  a  treaty  at  the  time  of 
introduction,  because  such  taxation  could  violate  the  realistic  ex- 
pectations of  our  treaty  partners.  The  committee  also  believes  that 
the  United  States  should  not  tax  certain  pre-existing  stapled 
Puerto  Rican  corporations,  because  the  possessions  corporation 
rules  (sec.  936)  offer  tax  benefits  comparable  to  those  of  stapling. 
The  committee  believes  that  all  stapled  entities  should  have  ade- 
quate time  to  remove  the  requirement  that  shares  trade  in  tandem, 
and  that  adequate  time  in  the  case  of  foreign  stapled  entities  will 
typically  be  greater  than  adequate  time  in  the  case  of  domestic  en- 
tities. 

Explanation  of  Provision 

The  bill  provides  generally  that  where  a  foreign  and  a  domestic 
corporation  are  stapled  entities,  the  foreign  corporation  will  be 
treated  as  domestic.  Therefore,  the  stapled  foreign  corporation  will 
be  subject  to  U.S.  tax  on  its  worldwide  income.  The  characteriza- 
tion of  a  foreign  corporation  as  a  U.S.  corporation  will  not  be  sub- 
ject to  the  rules  of  section  367,  because  distributions  from  the 
newly  domestic  corporation  will  be  subject  to  U.S.  tax. 

If  a  foreign  corporation  and  a  U.S.  corporation  were  stapled  enti- 
ties on  June  30,  1983,  the  U.S.  corporation  may  elect  to  be  treated 
as  owning  all  interests  in  the  foreign  corporation  that  constitute 
stapled  interests  with  respect  to  stock  of  the  U.S.  corporation.  To 
the  extent  that  the  stock  of  both  companies  is  stapled,  the  U.S.  cor- 
poration will,  upon  this  election,  be  subject  to  tax  on  certain 
income  of  the  foreign  corporation,  including  its  Subpart  F  income, 
if  any.  Also,  if  some  of  the  stock  of  the  foreign  corporation  (1)  is  not 
stapled  to  stock  of  the  U.S.  corporation  and  (2)  belongs  to  non-U.S. 
shareholders,  then  (after  an  election  to  treat  the  foreign  corpora- 
tion as  a  foreign  subsidiary  of  the  U.S.  corporation)  earnings  attrib- 
utable to  that  stock  or  dividends  to  a  foreign  shareholder  will  not 
generally  be  subject  to  current  U.S.  tax.  An  election  to  treat  a  for- 
eign corporation  as  a  foreign  subsidiary  of  a  U.S.  corporation  must 
be  made  not  later  than  180  days  after  the  date  of  enactment,  and 
in  such  manner  as  the  Secretary  or  his  delegate  shall  prescribe. 
This  election  will  be  revocable  only  with  the  consent  of  the  Secre- 
tary or  his  delegate. 

The  stapled  stock  provision  generally  overrides  treaties.  Howev- 
er, the  bill  will  not  restrict  treaty  benefits  in  the  case  of  entities 
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stapled  on  June  30,  1983,  to  which  those  entities  were  entitled  on 
that  date,  so  long  as  those  entities  remain  entitled  to  those  benefits 
under  the  applicable  treaty.  If  treaties  are  renegotiated  to  elimi- 
nate benefits  for  stapled  companies  (a  result  that  would  be  consist- 
ent with  the  committee's  intent),  stapled  companies  would  lose  cur- 
rent treaty  benefits.  For  example,  the  bill  provides  that  a  foreign 
corporation  stapled  to  a  U.S.  corporation  is  taxable  as  a  U.S.  corpo- 
ration. A  treaty  may  provide,  for  example,  that  a  corporation  incor- 
porated under  the  laws  of  the  treaty  partner  is  not  taxable  in  the 
United  States  on  industrial  or  commercial  profits  unless  it  has  a 
U.S.  permanent  establishment  (see,  e.g.,  Article  III(l)  of  the  U.S.- 
Netherlands Income  Tax  Treaty).  In  such  a  case,  a  foreign  corpora- 
tion stapled  on  June  30,  1983  to  a  U.S.  corporation  will  be  entitled 
to  applicable  treaty  benefits. 

Stock  in  one  corporation  which  constitutes  a  stapled  interest 
with  respect  to  stock  of  a  second  corporation  will  generally  be 
treated  as  owned  by  the  second  corporation  for  purposes  of  Code 
section  1563;  the  effects  of  this  section  1563  treatment  include 
denial  of  multiple  surtax  exemptions  and  denial  of  multiple  accu- 
mulated earnings  tax  credits.  All  stapled  entities  will  generally  be 
treated  as  one  in  determining  whether  any  one  is  a  REIT  or  RIC. 
These  rules  will  be  subject  to  modification  by  the  Secretary  of  the 
Treasury  by  regulation.  In  addition,  the  Secretary  of  the  Treasury 
is  to  prescribe  such  regulations  as  will  be  necessary  to  prevent 
avoidance  or  evasion  of  Federal  income  tax  through  the  use  of  sta- 
pled entities.  Such  regulations  would  include,  but  will  not  be  limit- 
ed to,  regulations  providing  the  extent  to  which  one  stapled  entity 
will  be  treated  as  owning  another  stapled  entity  (to  the  extent  of 
the  stapled  interest). 

Under  the  standard  rules  governing  consolidated  returns,  stapled 
U.S.  corporations  generally  will  not  be  eligible  to  file  consolidated 
returns.  Under  the  same  rules,  a  foreign  corporation  that  is  stapled 
to  a  U.S.  corporation  will  not  be  eligible  to  file  a  consolidated 
return  with  its  U.S.  sister  (whether  or  not  an  election  to  treat  the 
foreign  sister  as  owned  by  the  U.S.  company  to  the  extent  of  the 
stapling  is  in  effect).  A  contiguous  country  stapled  corporation 
described  in  section  1504(d)  might  be  eligible  to  consolidate  under 
the  regular  rules,  however.  The  bill  defines  the  term  "entity"  to 
mean  any  corporation,  partnership,  trust,  association,  estate,  or 
other  form  of  carrying  on  a  business  or  activity.  The  bill  defines 
the  term  "stapled  entities"  to  mean  any  group  of  two  or  more  enti- 
ties if  more  than  50  percent  in  value  of  the  beneficial  ownership  in 
each  of  such  entities  consisted  of  stapled  interests.  Two  or  more  in- 
terests will  be  stapled  interests  if,  by  reason  of  form  of  ownership, 
restrictions  on  transfer,  or  other  terms  or  conditions,  in  connection 
with  the  transfer  of  one  of  such  interests  the  other  such  interests 
will  be  also  transferred  or  will  be  required  to  be  transferred. 

For  example,  assume  that  two  U.S.  citizens  each  own  50  percent 
of  a  U.S.  corporation  and  a  foreign  corporation.  Under  two  sepa- 
rate standard  death  redemption  agreements,  the  corporation  agrees 
to  buy,  and  each  shareholder  obligates  his  estate  to  sell,  all  of  the 
shares  of  the  first  shareholder  to  die.  These  shares  are  not  stapled 
for  purposes  of  the  bill,  so  long  as  each  shareholder  may  trade 
shares  of  the  two  corporations  freely  before  death. 
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Again  assume  that  two  U.S.  citizens  each  own  50  percent  of  a 
U.S.  corporation  and  a  foreign  corporation.  Under  two  separate 
standard  right  of  first  refusal  agreements,  neither  shareholder  may 
sell  or  exchange  any  of  the  shares  of  either  corporation  without  al- 
lowing the  other  shareholder  (or,  alternatively,  the  corporation)  the 
right  to  match  the  price  offered  for  his  or  her  shares.  These  shares 
are  not  stapled  for  the  purpose  of  the  bill,  so  long  as  either  share- 
holder may  dispose  of  his  interest  in  one  corporation  without  dis- 
posing of  his  interest  in  the  other. 

The  bill  would  not  apply  to  U.S.  corporations  stapled  to  Puerto 
Rican  corporations  as  of  June  30,  1983  if  the  Puerto  Rican  corpora- 
tion is  described  in  section  957(c)  of  the  Code  (or  would  be  described 
in  that  subsection  if  dividends  from  section  957(c)  corporations 
were  income  described  in  section  957(c)),  and  if  it  does  not  own 
stock  in  any  corporation  that  is  not  described  in  section  957(c).  To 
qualify  for  this  treatment,  the  stapled  Puerto  Rican  corporation 
must  also  meet  the  activity  test  of  section  957  (c)(2). 

Effective  Date 

In  general,  this  provision  will  take  effect  on  the  date  of  enact- 
ment of  the  bill.  However,  for  interests  stapled  on  or  before  June 
30,  1983,  the  amendment  will  not  apply  until  January  1,  1985.  In 
addition,  the  bill  will  not  apply  to  foreign  corporations  stapled  to 
U.S.  corporations  on  June  30,  1983,  until  January  1,  1987.  A  group 
of  stapled,  entities  that  included  a  REIT  on  June  30,  1983,  will  not 
be  subject  to  the  rules  of  the  bill  if  all  members  of  the  group  were 
stapled  on  that  date. 

Revenue  Effect 

The  provision  will  increase  budget  receipts  by  less  than  $5  mil- 
lion annually. 


F.  Miscellaneous  Treasury  Administrative  Provisions 

1.  Simplification  of  Certain  Reporting  Requirements  (sec.  461  of 

the  bill) 

Present  Law 

The  Department  of  the  Treasury  is  required  to  report  to  the  Con- 
gress regarding  specific  statutory  provisions  on  an  annual  or  other 
periodic  basis.  The  provisions  affected  by  the  bill  are  discussed 
below. 

DISC. — The  Treasury  Department  is  required  by  statute  to 
submit  an  annual  report  on  the  Domestic  International  Sales  Cor- 
poration (DISC)  provisions  of  the  Internal  Revenue  Code.32  This 
report  is  due  15V2  months  after  the  end  of  each  calendar  year. 

International  boycotts. — The  Treasury  Department  is  required  by 
statute  to  submit  an  annual  report  on  the  international  boycott 
provisions  of  the  Internal  Revenue  Code.33  This  report  is  to  set 
forth  the  number  of  boycott  reports  filed  for  taxable  years  ending 
with  or  within  that  year,  the  number  of  such  reports  on  which  the 
taxpayer  indicated  boycott  participation  or  cooperation,  and  a  de- 
tailed description  of  the  manner  in  which  the  boycott  provisions  of 
the  Code  have  been  administered  during  that  calendar  year.  The 
Secretary  is  to  transmit  this  report  as  soon  after  the  close  of  each 
calendar  year  as  the  data  become  available. 

Possessions  corporations. — The  committee  reports  on  the  Tax 
Reform  Act  of  1976  require  an  annual  report  to  the  House  Commit- 
tee on  Ways  and  Means  and  the  Senate  Committee  on  Finance  on 
possessions  corporations.  The  committee  reports  stated  that  "The 
Treasury  is  to  submit  an  annual  report  .  .  .  setting  forth  an  analy- 
sis of  the  operation  and  effect  of  the  possessions  corporation  system 
of  taxation.  Among  other  things,  the  report  is  to  include  an  analy- 
sis of  the  revenue  effects  of  the  provision  as  well  as  the  effects  on 
investment  and  employment  in  the  possessions."  34  The  committee 
reports  indicated  that  these  annual  reports  are  to  be  submitted 
within  18  months  following  the  close  of  each  calendar  year. 

High  income  taxpayers. — The  Tax  Reform  Act  of  1976  requires 
the  Department  of  the  Treasury  to  publish  information  annually 
on  the  amount  of  tax  paid  by  individual  taxpayers  with  high  total 
incomes.35  The  statute  presently  requires  calculation  of  total 
income  in  the  following  three  ways:  (1)  adjusted  gross  income  (AGI) 
plus  tax  preference  items  (which  are  exclusions  from  gross  income 
or  deductions  in  arriving  at  AGI),  (2)  AGI  less  investment  interest 
and  expense  (to  the  extent  that  it  does  not  exceed  investment 


32  Sec.  506  of  the  Revenue  Act  of  1971,  Public  Law  92-178,  imposes  this  requirement. 

33  Sec.  1067  of  the  Tax  Reform  Act  of  1976,  Public  Law  94-455,  imposes  this  requirement. 

34  H.  Rep.  No.  94-658,  94th  Cong.,  1st  Sess.  259;  S.  Rep.  No.  94-938,  94th  Cong.,  2d  Sess.  282. 

35  Sec.  2123  of  the  Tax  Reform  Act  of  1976,  Public  Law  94-455,  imposes  this  requirement. 
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income),  and  (3)  AGI  with  both  of  these  modifications.  The  statute 
also  requires  publication  of  the  number  of  individuals  with  total  in- 
comes of  over  $200,000  who  owe  no  Federal  income  tax  and  the  de- 
ductions, exclusions,  or  credits  they  used  to  avoid  tax. 

Reasons  for  Change 

The  committee  believes  that  the  Treasury  reporting  require- 
ments can  be  lessened  without  diminishing  the  usefulness  of  infor- 
mation supplied  in  the  reports.  The  committee  understands  that 
the  Treasury  will  make  current  the  statistics  of  income  reports  re- 
lating to  foreign  income. 

Explanation  of  Provision 

The  bill  modifies  several  of  the  statutory  Treasury  Department 
reporting  requirements. 

DISC. — The  Secretary  of  the  Treasury  will  be  required  to  submit 
a  report  setting  forth  an  analysis  of  the  operation  and  effect  of  the 
DISC  provisions  for  calendar  1981  and  for  each  second  calendar 
year  thereafter.  The  DISC  report  will  be  due  27V&  months  following  the 
close  of  each  such  second  year. 

International  boycotts. — The  bill  requires  the  Secretary  to  submit 
an  international  boycott  report  for  every  four-year  period.  The  first 
four-year  period  will  begin  with  calendar  year  1982.  The  data  re- 
quired would  be  the  data  required  under  current  law,  for  a  four- 
year  period  rather  than  a  one-year  period.  The  report  will  be  due 
as  soon  after  the  close  of  each  four-year  period  as  the  data  become 
available. 

Possessions  corporations. — The  Secretary  will  be  required  to 
submit  a  report  setting  forth  an  analysis  of  the  operation  and 
effect  of  the  possessions  corporations  provisions  for  calendar  1981 
and  for  each  second  calendar  year  thereafter.  The  possessions  cor- 
porations report  will  be  due  24  months  following  the  close  of  each 
such  second  year. 

High  income  taxpayers. — The  bill  requires  the  Secretary  of  the 
Treasury  to  publish  information  annually  on  the  amount  of  tax 
paid  by  individual  taxpayers  with  high  total  incomes.  Total  income 
could  be  calculated  and  set  forth  by  adding  to  adjusted  gross 
income  any  tax  preference  items  excluded  from  or  deducted  in  ar- 
riving at  AGI,  and  by  subtracting  any  investment  expenses  in- 
curred in  the  production  of  such  income  to  the  extent  of  the  invest- 
ment income.  The  bill  also  requires  publication  of  the  number  of 
individuals  with  total  incomes  of  over  $200,000  who  owe  no  Federal 
income  tax  and  the  deductions,  exclusions,  or  credits  that  they  used 
to  avoid  tax. 
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Effective  Dates 

The  new  rule  for  DISC  reports  and  possessions  reports  applies  to 
reports  for  calendar  years  after  1980.  The  new  rule  for  high  income 
taxpayer  reports  applies  to  information  published  after  the  date  of 
enactment.  The  new  rule  for  international  boycott  reports  applies 
to  reports  for  periods  after  December  31,  1981. 

Revenue  Effect 
This  provision  will  have  a  negligible  revenue  effect. 


2.  Removal  of  $1  Million  Limitation  on  Working  Capital  Fund 
(sec.  462  of  the  bill  and  sec.  322(a)  of  Title  31) 

Present  Law 

Under  present  law,  the  Treasury  Department's  Working  Capital 
Fund  provides  for  the  financing  of  centralized,  Department-wide 
services  such  as  printing  procurement,  reproduction,  telephone, 
and  teletype  functions  (31  U.S.C.  322(a)).  The  fund  is  limited  to  a 
capitalization  of  $1  million.  This  limitation  was  set  in  1970  when 
the  Fund  was  established. 

Reasons  for  Change 

The  committee  believes  the  ceiling  on  the  Working  Capital  Fund 
is  unnecessary  and  should  be  removed. 

Explanation  of  Provision 

Under  the  bill,  the  $1  million  limit  on  the  Working  Capital  Fund 
of  the  Department  of  Treasury  is  removed. 

Effective  Date 

This  provision  will  be  effective  upon  enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  have  a  negligible  revenue  effect. 
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3.  Increase  in  Limitation  on  Revolving  Fund  for  Redemption  of 
Real  Property  (sec.  463  of  the  bill  and  sec.  7810  of  the  Code) 

Present  Law 

Under  present  law,  if  real  property  on  which  the  United  States 
has  or  claims  a  lien  is  sold  to  satisfy  a  lien  prior  to  that  of  the 
United  States,  the  Internal  Revenue  Service  may  redeem  the  prop- 
erty generally  within  120  days  of  the  sale  date  (sec.  7425).  This  re- 
demption right  is  exercised,  however,  only  when  the  Service  con- 
cludes that  the  sale  price  of  such  real  property  is  significantly 
below  the  fair  market  value  and  if  the  sale  price  does  not  provide 
sufficient  receipts  to  cover  the  government's  lien. 

All  expenses  necessary  for  the  redemption  by  the  Service  of  such 
real  property  are  chargeable  to  a  revolving  fund.  The  fund  is 
repaid  upon  a  subsequent  sale  of  the  property.  Under  present  law, 
the  authorization  for  this  fund  may  not  exceed  $1  million.  This 
figure  was  established  in  1966.  Because  of  increases  in  the  numbers 
of  taxpayer  delinquencies,  escalating  real  property  values,  and  a 
greater  frequency  in  foreclosures,  the  present  $1  million  authoriza- 
tion for  the  revolving  fund  is  insufficient  to  provide  for  all  those 
cases  where  redemption  of  real  property  sold  to  satisfy  a  lien  prior 
to  that  of  the  United  States  would  be  prudent. 

Reason  for  Change 

The  committee  believes  that  the  monetary  interests  of  the 
United  States  would  be  better  protected  if  additional  funds  were 
authorized  for  the  revolving  fund  for  the  redemption  of  property. 

Explanation  of  Provision 

The  authorization  limitation  on  the  real  property  redemption  re- 
volving fund  will  be  increased  to  $10  million. 

Effective  Date 

The  provision  will  be  effective  upon  enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  not  have  a  direct  revenue  effect.  If  pursuant 
to  the  increased  authorization,  additional  funds  are  appropriated 
for  the  revolving  fund  and  redemption  rights  are  exercised  more 
frequently,  revenues  could  be  increased. 

(1552) 


4.  Removal  of  $1,000,000  Limitation  on  Authority  to  Dispose  of 
Obligations  (sec.  464  of  the  bill  and  sec.  324(b)  of  Title  31) 

Present  Law 

Under  present  law,  the  Secretary  of  the  Treasury  has  special  au- 
thority, outside  of  the  context  of  the  Federal  Property  and  Admin- 
istrative Services  Act  of  1949,  to  dispose  of  obligations  acquired  by 
the  Secretary  for  the  United  States  or  transferred  to  the  Secretary 
by  an  executive  agency.  The  Secretary  may  also  make  arrange- 
ments to  extend  the  maturity  of  such  obligations.  The  Secretary  is 
authorized  to  dispose  or  extend  the  maturity  of  obligations  "in  the 
way,  in  amounts,  at  prices,  and  on  conditions  the  Secretary  consid- 
ers advisable  and  in  the  public  interest." 

The  provision  was  enacted  in  1945,  as  part  of  the  Public  Debt  Act 
of  1945.  It  was  designed,  among  other  things,  to  allow  for  the  expe- 
ditious disposition  of  obligations  without  the  market  disruption  and 
loss  that  might  be  attendant  on  lengthy  disposal  procedures,  in- 
cluding a  three-month  advertising  requirement  then  applicable. 
Since  its  enactment  in  1945,  it  has  contained  a  limitation  of 
$1,000,000  on  the  maximum  par  value  of  obligations  of  one  issuer 
that  could  be  held  for  such  disposition.  If  no-par  obligations  are  in- 
volved, the  $1,000,000  limitation  applies  to  the  stated  or  book  value 
of  such  obligations. 

Reasons  for  Change 

Because  of  inflation  and  changes  in  the  capitalization  of  entities 
in  which  the  United  States  has  acquired  an  interest,  the  committee 
believes  that  the  $1  million  limitation  is  no  longer  appropriate.  It 
has  restricted  the  ability  of  the  Secretary  to  obtain  the  best  value 
for  the  United  States  in  disposition  transactions. 

Explanation  of  Provision 

The  bill  repeals  the  $1,000,000  limitation  of  the  Secretary's  spe- 
cial authority  to  dispose  of  obligations. 

Effective  Date 
The  provision  will  be  effective  on  date  of  enactment. 

Revenue  Effect 
The  provision  will  have  a  negligible  revenue  effect. 
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5.  Secretary  of  Treasury  Authorized  to  Accept  Gifts  and  Bequests 
(sec.  465  of  the  bill  and  sec.  322(a)  of  Title  31) 

Present  Law 

At  present,  the  Treasury  Department  has  authority  to  accept  vol- 
untary services  in  connection  with  the  sale  of  public  debt  obliga- 
tions (31  U.S.C.  21).  Also,  the  Department  has  joint  authority  with 
the  General  Services  Administration  to  accept  gifts  for  the  purpose 
of  reducing  the  national  debt  (31  U.S.C.  3113)  and  for  defense  pur- 
poses (50  U.S.C.  1151).  However,  the  Secretary  of  the  Treasury  does 
not  have  general  authority  to  accept  gifts  and  bequests  on  a  depart- 
ment-wide basis  to  carry  out  departmental  functions.  The  Comp- 
troller General  has  ruled  that  agencies  may  not  accept  gifts  and  be- 
quests for  assisting  them  in  carrying  out  governmental  functions  in 
the  absence  of  specific  authorization  (36  Comp.  Gen.  268).  At 
present,  there  are  numerous  statutes  authorizing  various  agencies 
to  accept  gifts  in  connection  with  their  operations,  e.g.,  the  Depart- 
ment of  Commerce  (15  U.S.C.  1522),  the  Department  of  Transporta- 
tion (49  U.S.C.  1657  (m)),  and  the  Department  of  Housing  and 
Urban  Development  (42  U.S.C.  3535(k)).  In  addition,  department- 
wide  gift  authority  is  possessed  by  the  Departments  of  Agriculture 
and  State  and  numerous  other  agencies  for  the  conduct  of  agency 
activities. 

Reasons  for  Change 

The  committee  believes  that  the  Treasury  Department  should  be 
authorized  to  accept  departmental  gifts  in  the  same  way  as  other 
departments  are  authorized. 

Explanation  of  Provision 

The  bill  authorizes  the  Secretary  of  the  Treasury  to  accept  gifts 
and  bequests  of  property  for  the  purpose  of  aiding  or  facilitating 
the  work  of  the  Department  of  Treasury.  Gifts  and  bequests  of 
money  and  the  proceeds  from  sales  of  other  property  so  received 
will  be  deposited  in  a  separate  fund  of  the  Treasury  to  be  disbursed 
upon  the  Secretary's  order. 

The  Secretary  annually  must  publicly  disclose  the  source  of  the 
gifts  and  bequests  and  the  purposes  for  which  any  expenditures  are 
made. 

Effective  Date 

The  provision  will  be  effective  upon  enactment. 

Revenue  Effect 

The  provision  will  have  a  negligible  revenue  effect. 
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6.  Extension  of  time  for  Court  Review  of  Jeopardy  Assessment 
Where  Prompt  Service  Not  Made  on  United  States  (sec.  466  of 
the  bill  and  sec.  7429  of  the  Code) 

Present  Law 

Generally,  the  Internal  Revenue  Service  may  not  assess  any 
income  tax  without  sending  a  written  notice  of  deficiency  allowing 
the  taxpayer  90  days  in  which  to  petition  the  Tax  Court  for  review 
of  the  Service's  determination. 

No  assessment  may  be  made  until  after  the  90-day  period  has  ex- 
pired or,  if  a  petition  is  filed,  until  after  a  decision  of  the  Tax  Court 
is  final. 

These  deficiency  procedures  need  not  be  followed,  however,  when 
the  I.R.S.  reasonably  believes  that  collection  of  an  alleged  deficien- 
cy would  be  jeopardized  by  delay.  In  such  a  case,  the  Service  may 
immediately  assess  and  collect  the  tax  (sees.  6851  and  6861). 

In  jeopardy  assessment  cases,  the  taxpayer  is  entitled  to  an  expe- 
dited review  by  the  Secretary,  through  the  district  director,  of 
whether  the  determination  of  jeopardy  was  reasonable  under  the 
circumstances  and  whether  the  amount  assessed  and  demanded 
was  appropriate  under  the  circumstances  (sec.  7429).  After 
review  by  the  district  director,  the  taxpayer  is  also  entitled  to  a 
review  by  the  appropriate  United  States  District  Court.  Under 
present  law,  the  District  Court  must  decide  whether  the  determina- 
tion of  jeopardy  was  reasonable  under  the  circumstances  and 
whether  amount  of  the  assessment  was  appropriate  under  the  cir- 
cumstances. This  decision  must  be  made  within  20  days  after  an 
action  by  a  taxpayer  for  review  of  the  Secretary's  determination  is 
commenced.  This  action  is  a  suit  against  the  United  States  and, 
therefore,  requires  that  the  United  States  be  given  notice.  Howev- 
er, neither  the  applicable  statute  (sec.  7429)  nor  the  Federal  Rules 
of  Civil  Procedure  require  service  of  notice  of  the  action  to  be 
served  on  the  United  States  within  the  20-day  period. 

Reasons  for  Change 

The  committee  wishes  to  assure  adequate  time  for  the  United 
States  to  respond  before  a  decision  must  be  entered  in  any  suit 
brought  by  a  taxpayer  for  a  review  of  a  jeopardy  action. 

Explanation  of  Provision 

Under  the  bill,  if  the  District  Court  determines  that  proper  serv- 
ice was  not  made  on  the  United  States  within  5  days  of  the  date  on 
which  the  action  is  commenced,  the  20-day  period  for  action  by  the 
District  Court  will  not  begin  to  run  until  the  day  proper  service 
was  made  on  the  United  States. 
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Effective  Date 

This  provision  will  apply  to  actions  commenced  after  the  date  of 
enactment. 

Revenue  Effect 
The  provision  will  have  a  negligible  revenue  effect. 


7.  Extension  of  Period  to  Assess  Unpaid  Taxes  (sec.  467  of  the  bill 
and  sec.  6501  of  the  Code) 

Present  Law 

Present  law  generally  limits  the  period  for  assessing  taxes  to 
three  years  beginning  with  the  date  the  return  is  filed  or  the  due 
date  of  the  return,  whichever  is  later.  This  general  rule  is  modified 
for  fraudulent  returns,  returns  involving  a  substantial  omission  of 
income  and  in  several  other  appropriate  circumstances.  There  is  no 
provision,  however,  which  permits  extending  the  period  for  assess- 
ment solely  for  purposes  of  processing  an  amendment  to  an  origi- 
nal return  and  assessing  additional  taxes  due. 

Reason  for  Change 

Under  present  law  it  is  very  difficult  for  the  Internal  Revenue 
Service  to  assess  additional  tax  reported  on  amended  returns  filed 
on,  or  just  prior  to,  the  expiration  of  the  period  for  assessment  of 
taxes  on  the  original  return.  The  committee's  bill  therefore  extends 
the  time  for  assessment  of  amounts  shown  on  certain  amended  re- 
turns. 

Explanation  of  Provision 

Section  6501  is  amended  to  provide  that  if  a  taxpayer  amends  an 
original  return  to  show  an  increase  in  tax  liability  within  60  days 
of  the  expiration  of  the  period  for  assessment  of  tax,  the  period  for 
assessment  will  be  extended  solely  to  allow  the  IRS  60  days  from 
the  date  the  amendment  is  received  to  process  the  amendment  and 
assess  the  additional  tax  shown  thereon.  This  change  will  assure 
that  additional  tax  due  as  reported  by  a  taxpayer  on  an  amended 
return  may  be  assessed  and  collected. 

Effective  Date 

The  provision  is  effective  for  amended  returns  received  after  date 
of  enactment  of  the  bill. 

Revenue  Effect 

This  provision  will  increase  revenues  by  less  than  $5  million  an- 
nually. 
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8.  Lien  on  Assets  of  Financial  Institutions  for  Unpaid  Drafts  (sec. 
468  of  the  bill  and  sec.  6311(d)  of  the  Code) 

Present  Law 

Under  present  law  (sec.  6311(b)(2)),  if  a  certified,  treasurer's  or 
cashier's  check  received  in  payment  of  taxes  is  not  duly  paid,  the 
United  States  has  a  lien  upon  all  assets  of  the  bank  or  trust  compa- 
ny on  which  drawn.  This  rule  also  provides  a  lien  against  the 
assets  of  the  issuer  of  a  money  order.  The  lien  is  a  preferred  claim 
and  consequently  permits  the  Service  to  treat  such  payments  as 
the  equivalent  of  cash  for  the  purposes  of  releasing  a  Federal  tax 
lien  encumbering  a  taxpayer's  property.  The  taxpayer  retains  ulti- 
mate liability  if  the  IRS  is  unable  to  collect  from  the  bank  or  trust 
company. 

Reasons  for  Change 

There  have  been  many  changes  in  the  activities  of  financial  insti- 
tutions during  the  past  few  years.  Mutual  savings  banks,  credit 
unions  and  savings  and  loan  associations  generally  provide  check- 
ing account  services  that  were  not  anticipated  when  the  provisions 
of  present  law  were  enacted.  In  addition,  these  institutions  may 
certify  checks  and  issue  instruments  that  are  viewed  by  the  gener- 
al public  as  equivalent  to  the  traditional  cashier's  check  issued  by 
a  commercial  bank,  and  should  be  so  treated  for  purposes  of  collect- 
ing from  the  issuers. 

Explanation  of  Provision 

The  bill  extends  the  provision  of  section  6311(b)(2)  to  include 
guaranteed  drafts  of  financial  institutions  other  than  banks  and 
trust  companies.  It  is  expected  that  the  regulations  issued  under 
this  provision  would  define  "financial  institution"  to  include  do- 
mestic building  and  loan  associations,  mutual  savings  banks,  and 
credit  unions. 

Effective  Date 
This  provision  will  be  effective  upon  date  of  enactment. 

Revenue  Effect 
This  provision  will  have  a  negligible  revenue  effect. 
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9.  Disclosure  of  Windfall  Profit  Tax  to  State  Tax  Agencies  (sec. 
469  of  the  bill  and  sec.  6103(d)  of  the  Code) 

Present  Law 

Present  law  (sec.  6103(d)(1))  authorizes  the  disclosure  of  returns 
and  return  information  with  respect  to  taxes  imposed  by  chapters 
1,  2,  6,  11,  12,  21,  23,  24,  31,  32,  44,  51,  and  52  and  subchapter  D  of 
chapter  36  to  the  State  tax  agencies  which  are  principally  charged 
with  the  primary  responsibility  for  the  administration  of  State  tax 
laws.  Present  law  does  not  authorize  the  Service  to  disclose  wind- 
fall profit  tax  (chapter  45)  information  to  State  tax  agencies. 

Reasons  for  Change 

The  provision  will  provide  States  with  a  means  of  verifying  infor- 
mation reported  by  oil  producers  and  purchasers,  in  compliance 
with  State  severance  tax  laws,  with  information  provided  by  the 
producers  and  purchasers  to  the  Internal  Revenue  Service  with  re- 
spect to  the  windfall  profit  tax. 

Explanation  of  Provision 

The  bill  adds  the  windfall  profit  tax  to  the  list  of  tax  returns  and 
return  information  which  the  Internal  Revenue  Service  may  dis- 
close to  State  tax  agencies  for  purposes  of  administering  State  tax 
laws. 

Effective  Date 
This  provision  will  be  effective  on  date  of  enactment. 

Revenue  Effect 

This  provision  will  have  no  revenue  effect. 
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10.  Provisions  Relating  to  Distilled  Spirits 

a.  Repeal  of  occupational  tax  on  manufacturers  of  stills  and  con- 
densers (sec.  470  of  the  bill  and  sees.  5101,  5105  and  5179  of  the 
Code) 

Present  Law 

Present  law  (sec.  5101)  imposes  an  occupational  tax  of  $55  per 
year  on  manufacturers  of  stills.  In  addition,  a  tax  of  $22  is  imposed 
on  each  still  (or  condenser  to  be  used  in  distilling)  manufactured. 
An  exemption  from  these  taxes  is  provided  for  stills  manufactured 
by  a  proprietor  of  a  distilled  spirits  plant  exclusively  for  use  in  the 
proprietor's  plant. 

Under  present  law,  a  manufacturer  of  stills  is  required  to  notify 
the  Treasury  Department,  in  writing,  of  the  removal  of  a  still, 
boiler,  or  other  distilling  vessel  from  the  place  of  manufacture  and 
the  person  and  place  to  which  it  is  being  delivered  (sec.  5105).  The 
still  (or  other  distilling  apparatus)  may  be  set  up  only  upon  receipt 
of  a  written  permit  from  the  Treasury.  Further,  every  person 
having  possession  or  control  over  a  still  is  required  to  register  with 
the  Treasury  immediately  after  setting  up  the  still  (sec.  5179).  The 
registration  must  set  forth  the  name  and  address  of  the  owner  and 
the  location,  capacity  and  purpose  of  the  still. 

Reasons  for  Change 

The  costs  to  administer  the  taxes  on  still  manufacturers  substan- 
tially outweigh  the  revenues  derived  from  these  taxes  (less  than 
$10,000  per  year).  The  bill  therefore  repeals  these  taxes. 

The  committee  has  considered  the  notice  requirement  for  remov- 
al of  stills  and  other  distilling  apparatus  and  believes  that  this  re- 
quirement serves  a  valid  administrative  purpose  relating  to  the  col- 
lection of  alcohol  taxes  generally.  However,  in  recognition  of  the 
costs  to  both  the  Treasury  and  private  businesses  of  administering 
these  provisions,  the  committee  believes  that  the  Treasury  should 
be  entitled  to  apply  this  requirement  at  its  own  discretion.  Accord- 
ingly, the  bill  replaces  the  existing  statutory  notice  requirement 
with  a  provision  allowing  the  Treasury  to  require  notice  pursuant 
to  regulations. 

The  committee  understands  that,  because  the  excise  tax  liability 
for  distilled  spirits  attaches  upon  production,  the  Treasury  must  be 
aware  of  the  location  of  stills  and  other  distilling  apparatus  in 
order  to  properly  administer  these  taxes.  The  committee  has  there- 
fore retained  the  mandatory  requirement  of  registration  immedi- 
ately after  setting  up  a  still. 
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Explanation  of  Provision 

The  bill  repeals  both  the  $55  per  year  occupational  tax  on  manu- 
facturers of  stills  and  the  additional  $22  tax  for  each  still. 

The  bill  repeals  the  mandatory  requirement  of  notice  of  manu- 
facture and  removal  of  a  still  and  the  requirement  of  permission 
prior  to  set  up  of  a  still.  In  their  place,  the  bill  provides  that  the 
!     Treasury  Department  may,  pursuant  to  regulations,  require  manu- 
j     facturers  of  stills,  boilers,  or  other  distilling  vessels  to  give  notice 
before  removal  of  the  facility.  This  notice  (if  required)  would  set 
j     forth  the  capacity  of  the  facility,  the  time  of  removal,  and  the 
I     person  by  whom  the  facility  is  to  be  used.  However,  the  bill  retains 
the  requirement  of  registration  by  the  still  user  after  setting  up 
the  facility. 

Effective  Date 

The  provision  is  effective  on  the  first  day  of  the  first  month  be- 
ginning more  than  90  days  after  the  date  of  enactment. 

Revenue  Effect 
This  provision  will  have  a  negligible  revenue  effect. 

b.  Return  of  taxes  on  spirits  used  for  food  or  medicinal  purposes 
(sec.  471  of  the  bill  and  sec.  5134  of  the  Code) 

Present  Law 

Present  law  imposes  an  excise  tax  of  $10.50  per  proof  gallon  of 
distilled  spirits  (sec.  5001).  The  law  provides  for  the  return  (draw- 
back) of  the  major  portion  of  taxes  on  distilled  spirits  used  in  the 
manufacture  of  food  products,  flavorings,  or  medicines  which  are 
unfit  for  beverage  purposes  (sec.  5134).  A  drawback  is  claimed  by 
submission  of  a  properly  executed  claim  by  a  qualifying  user  of  the 
spirits. 

Taxpayers  claiming  a  drawback  of  distilled  spirits  taxes  are  re- 
quired to  keep  the  necessary  books  and  records  to  establish  that 
the  spirits  were  used  for  food,  medicinal  or  other  nonbeverage  pur- 
poses (sec.  5132).  Treasury  regulations  require  that  supporting  data 
be  maintained  by  the  manufacturer,  including  quantitative  formu- 
lae which  must  be  filed  prior  to  or  at  the  time  of  manufacture  (27 
CFR  Part  197.95).  Failure  to  comply  with  these  requirements  re- 
sults in  a  denial  of  the  claim.  For  example,  any  deviation  from  a 
previously  filed  formula  may  result  in  denial  of  a  substantial  draw- 
1     back  claim. 

Reasons  for  Change 

The  committee  believes  that  failure  to  comply  with  various  tech- 
j     nical  aspects  of  the  drawback  provisions  should  not  result  in  denial 

of  the  taxpayer's  claim.  Accordingly,  the  bill  provides  that  a  penal- 
j     ty  be  imposed  for  such  violations,  in  lieu  of  denying  the  claim.  This 

is  consistent  with  the  treatment  of  other  nonfraudulent  regulatory 

violations  under  the  Internal  Revenue  Code. 


! 
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Explanation  of  Provision 

The  bill  provides  that  the  Treasury  Department  shall  not  deny  a 
drawback  claim  because  of  failure  to  comply  with  laws  or  regula- 
tions, if  it  is  established  to  the  Department's  satisfaction  that  the 
distilled  spirits  have  been  used  for  food,  medicinal  or  other  nonbev- 
erage  purposes.  In  lieu  of  denial,  the  claimant  will  be  liable  for  a 
$1,000  penalty  for  each  failure  to  comply  with  the  applicable  laws 
or  regulations  (unless  it  is  shown  that  the  failure  was  due  to  rea- 
sonable cause).  The  aggregate  amount  of  the  penalties  may  not 
exceed  the  amount  of  the  taxpayer's  claim. 

The  committee  intends  that,  if  nonbeverage  products  deviate 
from  previously  filed  formulas,  the  determination  of  a  failure  to 
comply  with  the  regulations  would  be  made  with  respect  to  each 
separate  product  reflected  in  a  drawback  claim.  For  example,  if  a 
manufacturer  of  two  distinct  flavors  or  extracts  were  to  submit  a 
drawback  claim,  and  some  portion  of  each  flavor  deviated  from  the 
previously  filed  formula,  the  claimant  would  be  liable  for  a  penalty 
of  $2,000  (unless  the  failure  to  comply  was  due  to  reasonable 
cause). 

Effective  Date 

The  provision  is  effective  on  the  first  day  of  the  first  calendar 
month  beginning  more  than  90  days  after  the  date  of  enactment. 

Revenue  Effect 

This  provision  will  reduce  revenues  by  less  than  $1  million  annu- 
ally. 

c.  Disclosure  of  alcohol  fuel  producers  to  administrators  of  State 
alcohol  laws  (sec.  472  of  the  bill  and  sec.  6103  of  the  Code) 

Present  Law 

Present  law  (sec.  6103)  prohibits  the  Treasury  Department  from 
disclosing  individual  tax  return  information  (including  the  identity 
of  taxpayers),  without  the  taxpayer's  consent,  except  under  certain 
specified  circumstances.  In  general,  disclosure  is  permitted  where 
necessary  for  the  enforcement  or  administration  of  the  tax  laws 
(including  tax  legislation),  in  connection  with  criminal  investiga- 
tions, and  in  certain  cases  including  an  overriding  public  policy  in- 
terest (e.g.,  disclosure  to  state  child  support  enforcement  agencies). 
Disclosure  may  also  be  made  to  other  Federal  agencies  for  certain 
specified  purposes. 

Under  present  law  (sec.  6103(d)),  tax  return  information  may  be 
disclosed  to  State  agencies  charged  with  responsibility  for  adminis- 
tration of  State  tax  laws.  Such  disclosure  may  be  only  to  the  extent 
necessary  for  the  administration  of  State  tax  laws. 

The  names  and  addresses  of  distillers  who  produce  alcohol  for 
fuel  use  qualify  as  tax  return  information  under  present  law.  Ac- 
cordingly, this  information  may  be  disclosed  only  under  the  circum- 
stances specified  by  the  Code  (e.g.,  to  State  tax  agencies). 
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Reasons  for  Change 

The  committee  believes  that  disclosure  of  the  identity  of  alcohol 
fuel  producers  will  be  useful  to  State  governments  in  monitoring 
the  production  of  alcohol  fuels.  Such  disclosure  is  consistent  with 
the  general  Federal  policy  of  encouraging  the  development  and  use 
of  these  fuels.  However,  the  committee  believes  that  this  disclosure 
should  be  subject  to  reasonable  safeguards  to  preserve  the  confiden- 
tiality of  the  information. 

Explanation  of  Provision 

The  bill  allows  the  Treasury  Department  to  disclose  the  names, 
addresses,  and  business  locations  of  persons  producing  alcohol  for 
fuel  use  to  State  agencies  (or  their  legal  representatives)  charged 
with  responsibility  for  the  administration  of  State  alcohol  laws. 
The  information  is  to  be  disclosed  solely  for  use  in  the  administra- 
tion of  State  alcohol  laws. 

The  disclosure  allowed  by  the  bill  is  subject  to  the  safeguards  es- 
tablished by  present  law  (sec.  6103(p)(4))  for  disclosure  to  other  Fed- 
eral and  State  agencies.  These  safeguards  are  designed  to  preserve 
the  confidentiality  of  information  once  it  has  been  provided  to  an- 
other agency.36 

Effective  Date 

The  provision  is  effective  on  the  first  day  of  the  first  calendar 
month  beginning  more  than  90  days  after  the  date  of  enactment. 

Revenue  Effect 
The  provision  will  have  no  revenue  effect. 

d.  Elimination  of  Government-supplied  strip  stamps  for  distilled 
spirits  containers  (sec.  473  of  the  bill  and  sees.  5205,  5604,  and 
new  sec.  5301(d)  of  the  Code) 

Present  Law 

Present  law  (sec.  5205)  requires  distilled  spirits  containers  trans- 
ported or  sold  in  the  United  States  to  bear  a  stamp  indicating  that 
the  Federal  excise  tax  on  the  spirits  has  been  paid.  Strip  stamps 
which  satisfy  this  requirement  are  printed  by  the  Bureau  of  En- 
graving and  Printing  at  an  estimated  cost  of  $1.7  million  per  year 
and  are  distributed  to  distillers  and  bottlers  free  of  charge.37  Al- 
though regulations  first  effective  in  1980  38  authorize  the  use  of  al- 
ternate methods  of  indicating  payment  of  tax,  most  distillers  have 
continued  to  use  the  Government-supplied  strip  stamps  on  distilled 
spirits  containers. 


36  Sec.  6103(pX4)  requires,  inter  alia,  that  an  agency  receiving  return  information  must  (1)  es- 
tablish and  maintain  a  permanent  system  of  standardized  records  with  respect  to  requests  for 
information  made  or  received  by  the  agency,  (2)  restrict  access  to  tax  return  information  to 
those  who  require  it,  and  (3)  provide  such  other  safeguards  as  Treasury  may  deem  appropriate. 
The  agency  is  further  required  to  report  to  the  Treasury  concerning  its  procedures  for  preserv- 
ing confidentiality. 

37  U.S.  General  Accounting  Office,  "The  Federal  Government  Can  Save  $1.7  Million  Annually 
by  Eliminating  Strip  Stamps*  (GAO  Report  GGD-82-60,  May  7,  1982). 

38  27  CFRPart  19.663. 


1564 


Government-supplied  strip  stamps  must  generally  be  broken  in 
order  to  open  a  distilled  spirits  container.  Thus,  the  stamps  act  as 
closure  devices  for  the  containers. 

For  many  years,  strip  stamps  were  numbered  and  generally  con- 
trolled by  employees  of  the  Treasury  Department's  Bureau  of  Alco- 
hol, Tobacco,  and  Firearms.  The  stamps  were  applied  after  these 
employees  had  determined  the  appropriate  tax  and  had  been  satis- 
fied that  the  spirits  had  been  bottled  in  conformance  with  Federal 
laws.  However,  the  Distilled  Spirits  Tax  Revision  Act  of  1979  (P.L. 
96-39)  significantly  modified  the  determination  of  tax  on  distilled 
spirits.  The  new  method  of  determining  tax  when  spirits  are  with- 
drawn from  bond  eliminated  the  need  for  Federal  employees  to  be 
present  at  distilled  spirits  plants  to  regulate  operations  and  to  de- 
termine the  tax  before  bottling.  Consequently,  strip  stamps  are 
now  provided  to  distillers  and,  in  most  cases,  are  placed  on  distilled 
spirits  containers  before  the  tax  has  been  determined. 

Reasons  for  Change 

The  committee  understands  that,  pursuant  to  the  Distilled  Spir- 
its Tax  Revision  Act  of  1979,  the  Treasury  Department  is  eliminat- 
ing regular  on-site  supervision  of  distilled  spirits  plants  and  con- 
centrating its  effort  on  an  audit-based  approach  to  tax  compliance. 
The  committee  further  understands  that,  because  strip  stamps  are 
now  generally  placed  on  distilled  spirits  containers  before  the  tax 
is  determined,  the  stamps  no  longer  provide  evidence  of  payment  of 
the  tax.  For  these  reasons,  and  because  of  the  costs  of  supplying 
the  stamps,  the  bill  provides  that  government-supplied  strip  stamps 
will  be  eliminated.  However,  to  prevent  tampering  with  the  con- 
tents of  distilled  spirits  containers,  the  committee  bill  requires  that 
alternate  closure  devices  be  used. 

Explanation  of  Provision 

The  bill  repeals  the  strip  stamp  requirement  for  distilled  spirits 
containers  (sec.  5205)  and  associated  penalty  provisions  (sec.  5604). 
However,  the  bill  requires  that  distilled  spirits  containers,  on  deter- 
mination of  tax,  bear  a  closure  or  other  device  which  is  designed  to 
require  breaking  in  order  to  gain  access  to  the  contents  of  the  con- 
tainer (new  sec.  5301(d)).  The  provision  applies  to  domestically  pro- 
duced and  imported  distilled  spirits.  Closure  devices  are  not  re- 
quired for  containers  having  a  capacity  in  excess  of  one  wine 
gallon. 

The  committee  intends  that  government-supplied  strip  stamps 
may  be  affixed  to  containers  of  distilled  spirits  only  until  July  1, 
1985.  However,  in  cases  where  strip  stamps  are  affixed  to  contain- 
ers of  distilled  spirits  before  that  date,  the  containers  may  be  im- 
ported or  brought  into  the  United  States,  released  from  Customs 
custody,  or  withdrawn  from  internal  revenue  bond  with  the  stamps 
affixed.  In  such  cases,  the  committee  intends  that  the  Federal  strip 
stamp  on  such  containers  be  considered  to  meet  the  bill's  require- 
ment for  an  antitampering  device  on  distilled  spirits  containers. 
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Effective  Date 
These  provisions  are  effective  on  July  1,  1985. 

Revenue  Effect 

The  provision  will  have  no  effect  on  budget  receipts.  However, 
the  elimination  of  strip  stamps  will  save  the  Federal  Government 
an  estimated  $1.7  million  per  year  in  printing  costs. 
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G.  Tax  Court  Provisions 


1.  Small  Tax  Cases  (sec.  475  of  the  bill  and  sec.  7463  of  the  Code) 

Present  Law 

Under  present  law,  taxpayers  using  the  "small  tax  case"  proce- 
dure may  appear  pro  se  or  be  represented  by  any  person  admitted 
to  practice  before  the  Tax  Court.  In  general,  small  tax  cases  are 
cases  involving  $5,000  or  less  for  any  one  taxable  year  or  period. 
Such  proceedings  are  generally  conducted  in  a  more  informal  at- 
mosphere, and  the  Court's  opinion  is  final  and  may  not  be  ap- 
pealed. 

Reasons  for  Change 

The  committee  believes  that  Tax  Court  cases  can  be  handled 
more  expeditiously  if  the  dollar  limit  on  the  cases  in  which  the  tax- 
payer may  elect  the  small  tax  case  procedures  is  raised,  and  if  tax- 
payer representation  in  those  cases  is  expanded. 

Explanation  of  Provision 

The  bill  permits  taxpayers  to  be  represented  in  the  Tax  Court  in 
small  tax  cases  by  certified  public  accountants  and  enrolled  agents 
who  are  authorized  to  practice  before  the  I.R.S.,  regardless  of 
whether  such  persons  have  been  admitted  to  practice  before  the 
Tax  Court  by  passing  the  Court's  examination. 

The  bill  raises  the  dollar  limit  in  small  tax  cases  to  $10,000. 

Effective  Date 

The  provision  will  be  effective  on  the  date  of  enactment  of  the 
bill. 
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2.  Survivor  Annuities  (sec.  476  of  the  bill  and  sec.  7448  of  the 

Code) 

Present  Law 

Under  the  survivors  annuity  plan  for  Tax  Court  judges,  if  a  judge 
is  survived  by  a  spouse  and  a  dependent  child  or  children,  an  annu- 
ity equal  to  one-half  the  annuity  of  the  surviving  spouse  (but  not  to 
exceed  the  lesser  of  $900  per  year  divided  by  the  number  of  such 
children  or  $360  per  year)  is  payable  to  each  child.  If  a  judge  leaves 
no  surviving  spouse,  but  leaves  a  surviving  dependent  child  or  chil- 
dren, the  annuity  payable  to  each  child  is  equal  to  the  annuity  to 
which  a  surviving  spouse  would  have  been  entitled,  but  not  to 
exceed  $480  per  year. 

These  maximum  annuity  amounts  have  not  been  changed  since 
1961,  although  the  limits  for  annuities  to  surviving  children  of 
other  Federal  judges  have  been  increased. 

Reasons  for  Change 

The  committee  believes  that  the  annuities  for  surviving  children 
of  Tax  Court  judges  should  be  increased  to  reflect  cost  of  living 
changes  since  the  limits  were  set. 

Explanation  of  Provision 

Under  the  bill,  the  maximum  annuities  receivable  by  surviving 
children  of  a  deceased  Tax  Court  judge  in  the  case  where  the  judge 
also  leaves  a  surviving  spouse  will  be  increased  from  $900  per  year 
per  family  ($360  per  child)  to  $4,644  per  year  per  family  ($1,548  per 
child).  The  comparable  amounts  for  surviving  dependent  children 
where  the  judge  leaves  no  surviving  spouse  will  also  be  increased 
to  a  maximum  annuity  not  in  excess  of  $5,580  per  year  per  family, 
or  $1,860  per  child,  whichever  is  less. 

These  maximum  limits  are  equal  to  those  currently  in  effect  for 
other  Federal  judges. 

Effective  Date 

These  provisions  will  be  effective  for  annuities  payable  for 
months  after  the  date  of  enactment  of  the  bill. 
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3.  Assignment  of  Proceedings  (sec.  477  of  the  bill  and  sec.  7456  of 

the  Code) 

Present  Law 

Present  law  (sec.  7456  (d))  provides  that  the  Chief  Judge  of  the 
Tax  Court  may  assign  to  the  Court's  commissioners  for  hearing  and 
decision  any  declaratory  judgment  proceeding,  any  small  tax  case 
proceeding,  and  any  other  proceeding  where  the  amount  in  dispute 
does  not  exceed  $5,000,  subject  to  such  review  as  the  Court  may 
provide. 

Reasons  for  Change 

The  committee  wishes  to  clarify  that  additional  proceedings  may 
be  assigned  to  Commissioners  so  long  as  a  Tax  Court  judge  must 
enter  the  decision. 

Explanation  of  Provision 

A  technical  change  is  made  to  allow  the  Chief  Judge  of  the  Tax 
Court  to  assign  any  proceeding  to  a  special  trial  judge  for  hearing 
and  to  write  proposed  opinions,  subject  to  review  and  final  decision 
by  a  Tax  Court  judge,  regardless  of  the  amount  in  issue.  However, 
special  trial  judges  will  not  be  authorized  to  enter  decisions  in  this 
latter  category  of  cases. 

Effective  Date 

The  provision  will  be  effective  as  if  enacted  as  part  of  the  Miscel- 
laneous Revenue  Act  of  1982. 
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4.  Special  Trial  Judges  (sec.  478  of  the  bill  and  sec.  7456  of  the 

Code) 

Present  Law 

The  Chief  Judge  of  the  Tax  Court  is  authorized  to  appoint  com- 
missioners to  hear  small  tax  cases  and  declaratory  judgment  ac- 
tions. The  commissioners  must  proceed  under  rules  promulgated  by 
the  Court. 

Reasons  for  Change 

The  committee  believes  that  the  title  of  the  commissioners 
should  be  changed  to  "special  trial  judge",  to  better  describe  their 
job  position. 

Explanation  of  Provision 

The  title  of  Tax  Court  commissioner  will  be  changed  to  "special 
trial  judge." 

Effective  Date 

The  provision  will  be  effective  on  the  date  of  enactment  of  the 
bill. 
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5.  Publicity  of  Tax  Court  Proceedings  (sec.  479  of  the  bill  and  sec. 

7461  of  the  Code) 

Present  Law 

All  reports  of  the  Tax  Court  and  all  evidence  received  by  the 
Court  are  open  to  public  inspection,  except  that  after  its  decision  in 
a  case  has  become  final,  the  Court  may  permit  the  withdrawal  of 
documents  from  the  record  or  make  such  other  disposition  thereof 
as  it  deems  advisable. 

Rule  103(a)  of  the  Tax  Court's  Rules  of  Practice  and  Procedure 
provides  that  the  Court  may  make  any  order  which  justice  requires 
to  protect  a  party  or  other  person  from  annoyance,  embarrassment, 
oppression,  or  undue  burden  or  expense,  including  an  order  requir- 
ing that  a  deposition  or  other  written  materials  be  placed  under 
seal,  that  a  trade  secret  or  other  information  not  be  disclosed  or  be 
disclosed  only  in  a  designated  way,  or  that  documents  or  informa- 
tion be  filed  in  sealed  envelopes  to  be  opened  only  as  directed  by 
the  Court. 

Reasons  for  Change 

The  committee  wishes  to  clarify  that  the  Tax  Court  may  prevent 
disclosure  of  confidential  information. 

Explanation  of  Provision 

The  bill  clarifies  that  the  Tax  Court  may  take  any  action  neces- 
sary to  prevent  the  disclosure  of  trade  secrets  and  other  confiden- 
tial information. 

Effective  Date 

The  provision  will  take  effect  on  the  date  of  enactment  of  the 
bill. 
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6.  Retirement  Age  for  Tax  Court  Judges  (sec.  480  of  the  bill  and 
sec.  7447(b)  of  the  Code) 

Present  Law 

Under  present  law,  Tax  Court  judges  must  retire  upon  attaining 
the  age  of  70  years. 

Reasons  for  Change 

The  committee  believes  that  Tax  Court  judges  should  be  subject 
to  the  same  Federal  policy  regarding  mandatory  requirement  as 
other  Federal  employees,  and  thus  should  not  be  required  to  retire 
upon  attaining  age  70. 

Explanation  of  Provision 

The  bill  provides  that  Tax  Court  judges  will  no  longer  be  re- 
quired to  retire  upon  attaining  age  70,  but  instead  may  retire  at 
any  time  after  attaining  age  70. 

Effective  Date 

The  provision  will  become  effective  on  date  of  enactment  of  the 
bill. 
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7.  Revenue  Effect 

The  provisions  relating  to  the  Tax  Court  will  not  have  a  revenue 
effect. 
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H.  Simplification  of  Income  Tax  Credits  (sees.  481-486  of  the  bill 
and  new  sees.  21-53  of  the  Code) 

Present  Law 

Present  law  provides  a  series  of  nonrefundable  income  tax  cred- 
its which  are  allowable  to  reduce  a  taxpayer's  tax  liability.  The 
credits  have  been  added  to  the  Internal  Revenue  Code  over  the 
years  on  an  ad  hoc  basis,  and  presently  the  various  credits  are  al- 
lowable against  tax  in  the  chronological  order  they  were  added  to 
the  Code.  This  results  in  several  effects  which  probably  were  not 
intended.  For  example,  certain  credits  for  which  no  carryover  is 
provided  may  become  unusable  while  a  lower-numbered  credit  for 
which  a  carryover  is  provided  is  used  up.  If  the  order  had  been  re- 
versed, a  different  result  would  have  occurred. 

Differences  exist  in  the  manner  the  various  business  credits  may 
be  used  to  reduce  tax  liability.  First,  credit  carryovers  are  usable  in 
different  chronological  orders — the  investment  credits  are  used  on 
an  earliest  year  first  (FIFO)  basis,  and  the  other  credits  are  used  on 
a  current  year  first  basis.  Next,  the  tax  liability  limitations  for  the 
different  business  credits  differ.  The  investment  tax  credit  (other 
than  the  energy  tax  credit)  may  be  used  to  reduce  100  percent  of 
the  first  $25,000  of  tax  and  85  percent  of  the  tax  in  excess  of 
$25,000.  The  targeted  jobs  credit  may  be  used  against  90  percent  of 
tax  liability;  the  ESOP  credit  may  reduce  100  percent  of  the  first 
$25,000  of  tax  liability  and  90  percent  of  the  tax  in  excess  of 
$25,000.  The  remaining  business  credits,  including  the  energy  tax 
credit,  may  reduce  100  percent  of  tax  liability.  In  each  case,  tax  lia- 
bility means  the  income  tax  imposed  reduced  by  lower  numbered 
credits.  Finally,  the  investment  credit,  targeted  jobs  credit,  re- 
search activities  credit,  and  ESOP  credit  have  a  3-year  carryback 
period  whereas  the  alcohol  fuels  credit  has  no  carryback  period; 
these  credits  have  a  15-year  carryforward  period. 

Reasons  for  Change 

The  committee  believes  that  the  present  income  tax  credit  mech- 
anism is  complex  and,  at  times,  not  rationally  structured.  The  com- 
mittee believes  that  the  computations  of  these  credits  should  be  ra- 
tionalized and  simplified.  This  can  be  accomplished  by  allowing  the 
personal  income  tax  credits  to  be  placed  first  in  order,  and  by  com- 
bining the  business  credits  into  one  credit  with  uniform  carryover 
and  tax  liability  limitations.  The  committee  also  believes  taxpayers 
should  generally  not  be  able  to  eliminate  their  entire  tax  liability 
by  use  of  the  credits  which  provide  business  incentives.  However, 
the  committee  believes  that  the  research  credit  is  of  such  impor- 
tance that  it  should  not  be  restructured  at  this  time. 
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The  committee  recognizes  that  the  foreign  tax  credit  is  different 
in  purpose  and  concept  from  the  personal  credits  and  the  incentive 
credits,  and  should  not  be  included  in  such  a  uniform  credit. 

Explanation  of  Provision 

Under  the  bill,  the  personal  income  tax  credits — the  dependent 
care  credit,  credit  for  elderly  and  disabled,  residential  energy  credit 
and  political  contribution  credit — will  be  allowable  against  tax 
before  all  other  credits.  Next  the  foreign  tax  credit,  credit  for  clini- 
cal testing  of  certain  drugs,  and  fuel  production  credit  will  be  al- 
lowable against  tax  under  the  conditions  of  present  law. 

The  business  income  tax  credits — the  investment  tax  credit  (both 
the  regular  and  the  energy  credits),  targeted  jobs  credit,  alcohol 
fuels  credit,  and  ESOP  credit — will  be  combined  into  one  general 
business  credit.  This  credit  will  be  allowable  against  100  percent  of 
the  first  $25,000  of  tax  liability  and  85  percent  of  the  remaining  tax 
liability.  Tax  liability  generally  means  the  income  tax  imposed  re- 
duced by  other  nonrefundable  credits.  The  credit  will  be  used  on  a 
FIFO  basis  with  a  3-year  carryback  and  15-year  carryforward 
period.  The  research  activities  credit  will  continue  to  be  allowed 
against  100  percent  of  a  taxpayer's  tax  liability. 

Effective  Date 

The  provision  will  be  effective  for  taxable  years  beginning  after 

1983.  Credits  earned  in  pre-1984  years  will  continue  to  be  carried  to 
post-1983  years  under  the  substantive  rules  (apart  from  the  tax  lia- 
bility limitations)  under  which  they  were  earned.  Likewise,  credits 
earned  in  post-1983  years  may  be  carried  back  to  pre-1984  years, 
subject  to  the  new  tax  liability  limitation  rules  imposed  by  the  bill. 

Revenue  Effect 

The  provision  will  increase  revenues  by  $100  million  in  fiscal 

1984,  $183  million  in  fiscal  1985,  $179  million  in  fiscal  1986,  $194 
million  in  fiscal  1987,  by  $110  million  in  fiscal  1988  and  by  $25  mil- 
lion in  fiscal  1989. 


I.  Miscellaneous  Tax  Provisions 

1.  Rollover  of  Certain  Partial  Distributions  From  Qualified  Plans 
(sec.  491  of  the  bill  and  sec.  402(a)  of  the  Code) 

Present  Law 

Under  present  law,  an  employee's  benefits  from  or  under  a  tax- 
qualified  pension,  profit-sharing,  stock  bonus  plan,  or  a  qualified 
annuity  plan  generally  are  includible  in  income  when  the  benefits 
are  distributed.  If  the  balance  to  the  credit  of  an  employee  is  paid 
to  the  employee  or  to  the  surviving  spouse  of  the  employee  as  a 
qualifying  rollover  distribution,  all  or  any  portion  of  the  distribu- 
tion may  be  rolled  over,  within  60  days  of  the  date  of  the  distribu- 
tion, to  another  qualified  pension,  etc.,  plan  or  an  individual  retire- 
ment account,  annuity,  or  retirement  bond  (an  IRA).  If  a  rollover  is 
made,  tax  is  deferred  on  the  portion  of  the  distribution  rolled  over. 
Under  present  law,  no  rollover  is  permitted  for  a  plan  distribution 
that  is  not  a  total  distribution. 

Present  law  defines  a  qualifying  rollover  distribution  as  one  or 
more  distributions  (1)  within  one  taxable  year  of  the  employee  on 
account  of  the  termination  of  the  plan  or,  in  the  case  of  a  profit- 
sharing  or  stock  bonus  plan,  a  complete  discontinuance  of  contribu- 
tions under  the  plan,  (2)  that  constitute  a  lump-sum  distribution,  or 
(3)  that  constitute  a  distribution  of  accumulated  deductible  employ- 
ee contributions. 

Similar  rules  apply  under  present  law  to  benefits  under  tax-shel- 
tered annuity  contracts.  Consequently,  a  lump-sum  distribution 
under  a  tax-sheltered  annuity  contract  also  may  be  rolled-over,  tax- 
free,  to  another  tax-sheltered  annuity  contract  or  to  an  IRA.  Tax- 
sheltered  annuity  contracts  may  be  purchased  for  employees  by 
certain  tax-exempt  organizations  or  by  public  educational  organiza- 
tions. 

A  distribution  is  a  lump-sum  distribution  only  if  it  consists  of  the 
balance  to  the  credit  of  the  employee  under  the  qualified  pension, 
etc.,  plan  or  tax-sheltered  annuity  contract,  is  made  within  one  tax- 
able year  of  the  recipient,  and  is  made  on  account  of  the  employ- 
ee's attainment  of  age  59V2,  separation  from  service,  or  death.  In 
the  case  of  a  self-employed  individual,  a  lump-sum  distribution  may 
be  paid  on  account  of  attainment  of  age  59V2,  death,  or  disability. 

If  an  employer  maintains  more  than  one  qualified  pension,  etc., 
plan,  present  law  requires  that  all  qualified  pension,  etc.,  plans  of 
the  employer  of  the  same  type  {e.g.,  all  profit-sharing  plans)  gener- 
ally must  be  aggregated  for  purposes  of  determining  whether  the 
balance  to  the  credit  of  the  employee  has  been  distributed  in  a 
lump  sum  distribution.  A  special  exception  applies  solely  for  pur- 
poses of  the  rollover  provisions.  Consequently,  if  an  employer  main- 
tains two  qualified  pension  plans,  one  of  which  is  a  defined  benefit 
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pension  plan  and  one  of  which  is  a  money  purchase  pension  plan, 
and  the  balance  to  the  credit  of  an  employee  in  the  money  pur- 
chase pension  plan  is  distributed,  the  balance  to  the  credit  of  the 
employee  under  the  defined  benefit  pension  plan  is  not  counted 
under  the  aggregation  rules.  In  the  case  of  a  tax-sheltered  annuity 
contract,  the  aggregation  rules  provide  that  all  tax-sheltered  annu- 
ity contracts  purchased  for  an  employee  by  one  employer  are  treat- 
ed as  a  single  contract  for  purposes  of  determining  the  balance  to 
the  credit  of  the  employee. 

Under  present  law,  if  no  part  of  a  lump  sum  distribution  from  a 
qualified  pension,  etc.,  plan  is  rolled  over,  it  may  be  accorded  spe- 
cial 10-year  income  averaging.39  Also,  present  law  provides  that  if 
a  lump  sum  distribution  includes  employer  securities  with  unrea- 
lized appreciation,  the  unrealized  appreciation  generally  is  not  in- 
cludible in  gross  income  until  the  securities  are  sold  or  exchanged. 
This  rule  applies  whether  or  not  all  or  a  portion  of  the  distribution 
is  rolled  over  to  another  qualified  plan  or  to  an  IRA. 

Reasons  for  Change 

The  committee  believes  that  tax-free  rollover  of  partial  distribu- 
tions from  qualified  plans  or  tax-sheltered  annuity  contracts  should 
be  permitted,  provided  that  favorable  tax  treatment  {i.e.,  10-year 
income  averaging  or  long-term  capital  gains  treatment)  is  denied 
for  subsequent  distributions. 

Explanation  of  Provision 

Under  the  bill,  distributions  of  less  than  the  balance  to  the  credit 
of  an  employee  under  a  qualified  pension,  etc.,  plan,  qualified  an- 
nuity plan,  or  a  tax-sheltered  annuity  contract  may  be  rolled  over, 
tax-free,  by  the  employee  (or  the  surviving  spouse  of  the  employee) 
to  an  IRA.  A  rollover  of  a  partial  distribution  would  be  permitted 
only  if  (1)  the  distribution  equals  at  least  50  percent  of  the  balance 
to  the  credit  of  the  employee,  determined  immediately  before  the 
distribution,  (2)  the  distribution  is  not  one  of  a  series  of  periodic 
payments,  and  (3)  the  employee  elects  tax-free  rollover  treatment 
at  the  time  and  in  the  manner  prescribed  by  the  Secretary  of  the 
Treasury.  For  purposes  of  determining  whether  a  distribution  is  at 
least  50  percent  of  the  balance  to  the  credit  of  the  employee  under 
a  qualified  pension,  etc.,  plan  or  a  tax-sheltered  annuity  contract, 
amounts  credited  under  similar  other  qualified  plans  or  tax-shel- 
tered annuity  contracts  of  the  same  employer  are  counted. 

As  under  present  law,  the  rollover  of  a  partial  distribution  must 
be  made  within  60  days  after  the  date  of  the  distribution.  If  the 
employee  or  surviving  spouse  of  the  employee  elects  partial  distri- 
bution rollover  treatment,  no  portion  of  the  distribution  may  be 
rolled  over  to  another  qualified  pension,  etc.,  plan  or  a  tax-shel- 
tered annuity.  In  addition,  no  special  treatment  would  be  accorded 
to  net  unrealized  appreciation  of  employer  securities.  Any  subse- 
quent distribution  from  the  same  plan  (or  any  other  plan  of  the 


39  Alternatively,  a  part  of  the  distribution  may  be  accorded  long-term  capital  gain  treatment. 
Long-term  capital  gain  treatment  also  may  be  available  with  respect  to  a  qualifying  rollover 
distribution  under  a  qualified  annuity  plan  or  a  tax-sheltered  annuity  contract. 
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employer  required  to  be  aggregated  for  the  lump  sum  distribution 
rules)  would  not  be  eligible  for  the  special  10-year  income  averag- 
ing and  long-term  capital  gain  treatment  accorded  lump  sum  distri- 
butions. Similarly,  if  an  employee  elects  partial  distribution  roll- 
over treatment  under  a  tax-sheltered  annuity,  a  subsequent  distri- 
bution under  any  other  tax-sheltered  annuity  of  the  same  employer 
would  not  be  eligible  for  long-term  capital  gains  treatment. 

In  the  case  of  a  rollover  of  a  partial  distribution,  the  maximum 
amount  rolled  over  may  not  exceed  the  portion  of  the  distribution 
includible  in  gross  income.  Also,  amounts  in  IRAs  could  not  be 
rolled  over  to  a  qualified  pension,  etc.,  plan  or  to  a  tax-sheltered 
annuity  contract  if  the  balance  in  the  IRA  consists,  in  part,  of  a 
rollover  of  a  partial  distribution. 

Effective  Date 

The  provision  will  be  effective  for  distributions  made  after  the 
date  of  enactment,  in  taxable  years  ending  after  that  date. 

Revenue  Effect 
This  provision  will  have  a  negligible  effect  on  revenues. 


2.  Treatment  of  Certain  Related  Party  Transactions  (sec.  168  of 
the  bill  and  sec.  267  of  the  Code) 

Present  Law 

Under  present  law,  an  accrual-basis  taxpayer  is  denied  a  deduc- 
tion for  certain  accrued  expenses  or  interest  owed  to  related  per- 
sons who  use  the  cash  method  of  accounting  (sec.  267(a)(2)).  The  dis- 
allowed interest  and  business  expenses  are  those  which  are  not 
paid  to  the  related  person  within  the  taxable  year  in  which  the  ex- 
penses accrue  or  within  ZV%  months  thereafter.  This  provision 
prevents  an  accrual-basis  taxpayer  from  claiming  a  deduction  for 
an  accrued  expense  which  the  related  cash-basis  payee  is  not  re- 
quired to  take  into  income  until  some  subsequent  time,  if  at  all. 

Because  an  accrued  expense  is  deductible  by  a  taxpayer  under 
the  accrual  method  of  accounting  only  in  the  taxable  year  in  which 
it  accrues,  a  deduction  disallowed  under  section  267(a)  is  perma- 
nently lost.  It  cannot  be  deducted  at  some  subsequent  time  when 
payment  is  made. 

Present  law  places  a  subchapter  S  corporation  on  the  cash 
method  of  accounting  for  purposes  of  deducting  business  expenses 
and  interest  owed  to  a  related  cash-basis  taxpayer,  including  a 
shareholder  who  owns  at  least  two  percent  of  the  stock  in  the  cor- 
poration. Thus,  the  corporation's  deductions  (which  in  the  case  of  a 
subchapter  S  corporation  are  taken  into  account  on  the  sharehold- 
ers' returns)  are  allowed  at  the  same  time  the  income  is  recognized 
by  the  shareholder.  Furthermore,  no  deductions  are  lost  if  payment 
is  made  after  the  2V2-month  period  expires.  Present  law  does  not 
provide  a  similar  rule  for  payments  between  an  accrual  basis  part- 
nership and  a  cash  basis  partner,  although  present  law  requires 
that  guaranteed  payments  made  to  a  partner  be  includible  in  the 
partner's  taxable  year  corresponding  to  the  year  the  partnership 
deducted  the  payment  (sees.  706(a)  and  707(c))(an  accrual  rule). 

Finally,  present  law  provides  that  no  deduction  is  allowed  for 
losses  from  sales  or  exchanges  of  property  between  related  parties, 
including  controlled  partnerships  (sees.  267(a)(1)  and  707(b)(1)).  Any 
gain  recognized  on  a  subsequent  disposition  of  the  property  by  the 
related  party  is  reduced  by  the  disallowed  loss. 

Reasons  for  Change 

The  committee  believes  that  persons  who  are  related  should  be 
required  to  use  the  same  accounting  method  with  respect  to  trans- 
actions between  themselves  in  order  to  prevent  the  allowance  of  a 
deduction  without  the  corresponding  inclusion  in  income.  The  fail- 
ure to  use  the  same  accounting  method  with  respect  to  one  transac- 
tion involves  unwarranted  tax  benefits,  especially  where  payments 
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are  delayed  for  a  long  period  of  time,  and  in  fact  may  never  be 
paid. 

The  committee  also  believes  that  the  present  rules  may  lead  to 
an  unduly  harsh  result  in  certain  circumstances  where  payment  is 
delayed  more  than  2V2  months  while  allowing  too  much  of  a  tax 
advantage  for  payments  made  within  2V2  months  after  the  close 
of  a  taxable  year.  Finally,  certain  related  parties,  such  as  a  part- 
nership and  its  partners,  should  be  made  subject  to  the  related 
party  rules  in  order  to  prevent  tax  avoidance  by  the  use  of  differ- 
ent accounting  methods. 

Explanation  of  Provision 

Under  the  bill,  an  accrual-basis  taxpayer  will  be  placed  on  the 
cash  method  of  accounting  with  respect  to  deductions  of  business 
expenses  and  interest  owed  to  a  related  cash-basis  taxpayer.  Thus, 
the  accrual-basis  taxpayer  will  be  allowed  to  deduct  business  ex- 
penses or  interest  owed  to  a  related  cash-basis  taxpayer  when  pay- 
ment is  made  (whether  or  not  paid  within  2V2  months  after  the 
close  of  the  taxable  year);  in  other  words,  the  deduction  by  the 
payor  will  be  allowed  no  earlier  than  when  the  corresponding 
income  is  recognized  by  the  payee.  This  provision  will  apply  to  all 
deductible  expenses  (whether  or  not  deductible  under  section  162, 
163  or  212)  the  timing  of  which  depends  upon  the  taxpayer's 
method  of  accounting  or  upon  the  making  of  an  election  to  expense 
an  item.  It  will  not  apply,  for  example,  to  expenses  such  as  the  de- 
ductions for  cost  recovery  or  depreciation  of  an  asset  (other  than  an 
asset  which  is  related  to  the  performance  (or  nonperformance)  of 
services  by  the  payee). 

The  present-law  rules  relating  to  accruals  by  subchapter  S  corpo- 
rations will  be  extended  to  accruals  by  partnerships  to  partners,  as 
well  as  to  accruals  by  partners  to  partnerships  and  shareholders  to 
subchapter  S  corporations.  Also,  the  2-percent  de  minimis  excep- 
tion for  shareholders  of  subchapter  S  corporations  is  eliminated. 
Thus,  for  example,  a  partnership  will  not  be  allowed  to  deduct  ac- 
crued business  expenses  or  interest  owed  to  a  cash-basis  partner 
until  the  amounts  are  paid  and  are  includible  in  the  income  of  that 
partner.  This  cash  basis  rule  will  apply  to  any  payment  made  to  a 
partner  holding  (actually  or  constructively)  any  capital  interest  or 
profits  interest  in  the  partnership  or  to  any  person  related  to  a 
partner  (within  the  meaning  of  sees.  267(b)  or  707(b)(1)).  This  rule 
would  not  apply,  however,  to  guaranteed  payments  (within  the 
meaning  of  sec.  707(c))  made  to  a  partner  because  the  present  law 
accrual  rule  is  continued.  Also,  this  rule  will  apply  to  amounts  ac- 
crued by  an  "upper  tier"  partnership  (or  a  partner  in  the  "upper- 
tier"  partnership)  which  is  a  partner  in  a  "lower-tier"  partnership 
to  partners  of  the  "lower-tier"  partnership  or  to  persons  related  to 
these  partners.  Finally,  it  will  apply  to  amounts  accrued  by  part- 
ners (to  other  partners)  on  behalf  of  a  partnership,  such  as  those 
amounts  which  the  payor  partner  is  obligated  to  make  under  the 
terms  of  the  partnership  agreement. 

To  illustrate  the  foregoing,  assume  that  a  corporation  owns  a  one 
percent  profits  interest  in  partnership  X  and  a  51-percent  capital 
and  profits  interest  in  partnership  Y.  Partnership  X  uses  the  accru- 
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al  method  of  accounting  and  partnership  Y  uses  the  cash  method. 
Under  the  bill,  unpaid  interest  owed  by  X  to  Y  cannot  be  deducted 
by  X  until  paid  to  Y,  because  Y  is  related  to  a  partner  of  X  by 
reason  of  section  707(b)(1)(A).  If,  however,  the  corporation  has  only 
a  40-percent  interest  in  Y  and,  therefore,  is  not  related  to  Y  under 
section  707(b)(1),  then  the  new  rule  would  not  apply.40 

Finally,  the  bill  extends  the  loss  disallowance  and  accrual  provi- 
sions of  section  267  (as  well  as  other  provisions  of  the  Code  applica- 
ble to  related  parties  defined  under  section  267)  to  transactions  be- 
tween certain  controlled  corporations.  For  purposes  of  these  loss 
disallowance  and  accrual  provisions,  corporations  will  be  treated  as 
related  persons  under  the  controlled  corporation  rules  of  section 
1563(a),  except  that  a  50-percent  control  test  will  be  substituted  for 
the  80-percent  test.41  (These  rules  are  not  intended  to  overrule  the 
consolidated  return  regulation  rules  where  the  controlled  corpora- 
tions file  a  consolidated  return.)  DISCs  are  not  to  be  included  in 
the  controlled  group  for  purposes  of  the  loss  rules.  The  section  267 
rules  also  are  extended  to  transactions  between  a  partnership  or 
subchapter  S  corporation  and  a  regular  corporation  which  are  com- 
monly controlled.  Finally,  related  parties  under  the  provisions  of 
section  707(b)  are  treated  as  related  for  all  purpose  of  the  Code  re- 
ferring to  section  267. 

Effective  Date 

The  provision  relating  to  timing  of  accruals  will  apply  to  taxable 
years  beginning  after  December  31,  1983.  However,  the  provision 
will  not  apply  to  (1)  interest  on  indebtedness  incurred  on  or  before 
September  29,  1983  or  incurred  pursuant  to  a  contract  binding  on 
that  date  and  all  times  thereafter  and  (2)  other  expenses  made  pur- 
suant to  a  contract  which  was  binding  on  September  29,  1983,  and 
at  all  times  thereafter. 

The  provisions  expanding  the  coverage  of  the  related  party  rules 
will  apply  with  respect  to  transactions  after  September  29,  1983 
(other  than  with  respect  to  amounts  paid  or  incurred  pursuant  to  a 
contract  binding  on  September  28,  1983,  and  at  all  times  thereaf- 
ter). Losses  on  transfers  to  a  controlled  foreign  corporation  will  not 
be  subject  to  the  new  rules  until  March  1,  1984. 

Revenue  Effect 

It  is  estimated  that  this  provision  will  increase  revenue  by  $50 
million  in  fiscal  year  1984,  $114  million  in  fiscal  year  1985,  $185 
million  in  fiscal  year  1986,  $264  million  in  fiscal  year  1987,  by  $350 
million  in  fiscal  year  1988  and  by  $433  million  in  fiscal  year  1989. 


40  See  Treas.  Reg.  sec.  1.267(bMD  for  present  law  application  of  section  267  to  partnerships.  It 
is  expected  that  the  Treasury  Regulations  under  this  provision  will  provide  a  rule  for  cases  not 
specifically  covered  by  the  new  rules  where  the  same  persons  are  partners  in  both  the  payor 
partnership  and  payee  partnership  which  will  defer  deductions  accruals  (until  paid)  to  the 
extent  of  such  partners'  aggregate  interests  in  the  payor  partnership. 

41  The  component  member  rules  of  section  1563(b)  have  no  application. 


3.  Preferred  Stock  Eligible  for  Small  Business  Corporation  Stock 
Treatment  (sec.  492  of  the  bill  and  sec.  1244  of  the  Code) 

Present  Law 

Under  present  law,  gain  or  loss  on  the  disposition  of  a  capital 
asset  (such  as  corporate  stock  held  for  investment  purposes)  is  gen- 
erally treated  as  capital  gain  or  loss.  A  capital  loss  sustained  by  an 
individual  first  offsets  any  capital  gain.  Any  excess  capital  losses 
may  offset  up  to  $3,000  of  ordinary  income. 

Ordinary  loss  treatment,  rather  than  capital  loss  treatment,  is 
provided  in  certain  cases  for  small  business  corporation  stock  (sec- 
tion 1244  stock)  which  is  disposed  of  at  a  loss.  This  special  treat- 
ment is  accorded  only  to  individual  shareholders  to  whom  the  stock 
was  originally  issued,  and  to  individuals  who  are  partners  in  a 
partnership  at  the  time  the  partnership  acquired  the  stock  from  an 
issuing  small  business  corporation  and  who  share  in  a  loss  sus- 
tained by  the  partnership  on  the  section  1244  stock. 

The  maximum  amount  of  ordinary  loss  from  the  disposition  of 
section  1244  stock  that  may  be  claimed  in  any  taxable  year  is  limit- 
ed to  $50,000  ($100,000  in  the  case  of  married  taxpayers  filing  a 
joint  return). 

For  stock  to  qualify  as  section  1244  stock,  the  following  require- 
ments must  be  met:  (1)  the  stock  must  be  common  stock;  (2)  the 
corporation  issuing  the  stock  must  be  a  domestic  corporation;  (3) 
the  equity  capital  of  the  corporation  may  not  exceed  $1,000,000;  (4) 
the  stock  must  be  issued  for  money  or  other  property,  subject  to 
certain  exceptions;  and  (5)  the  corporation  must  be  engaged  in  the 
active  conduct  of  a  trade  or  business. 

Reasons  for  Change 

The  committee  believes  that  to  encourage  new  venture  capital, 
an  ordinary  loss  deduction  should  be  available  on  preferred  stock, 
as  well  as  common  stock,  of  small  business  corporations. 

Explanation  of  Provision 

Under  the  bill,  the  ordinary  loss  provisions  of  section  1244  would 
be  extended  to  losses  on  preferred  stock  of  small  business  corpora- 
tions. All  restrictions  applicable  under  present  law  to  losses  on 
common  stock  would  apply  to  losses  on  preferred  stock. 
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Effective  Date 

The  provision  applies  to  stock  issued  after  the  date  of  enactment. 

Revenue  Effect 

It  is  estimated  that  this  provision  will  reduce  budget  receipts  by 
less  than  $5  million  annually. 


4.  Medical  Expense  Deduction  for  Certain  Lodging  (sec.  493  of  the 
bill  and  sec.  213  of  the  Code) 

Present  Law 

Individuals  who  itemize  deductions  may  deduct  expenses  paid 
during  the  taxable  year,  not  reimbursed  by  insurance  or  otherwise, 
for  medical  care  of  the  taxpayer  and  the  taxpayer's  spouse  and  de- 
pendents, to  the  extent  that  such  expenses  exceed  five  percent  of 
adjusted  gross  income  (sec.  213).  The  term  medical  care  is  defined 
in  the  statute  to  include  amounts  paid  for:  (1)  the  diagnosis,  cure, 
mitigation,  treatment,  or  prevention  of  disease,  or  for  the  purpose 
of  affecting  any  structure  or  function  of  the  body;  (2)  transportation 
primarily  for  and  essential  to  such  medical  care;  and  (3)  insurance 
covering  medical  care.  The  primary  rationale  for  allowing  an  item- 
ized deduction  for  medical  expenses  is  that  extraordinary  medical 
costs  reflect  an  economic  hardship,  beyond  the  taxpayer's  control, 
which  reduces  the  taxpayer's  ability  to  pay  Federal  income  tax. 

Reasons  for  Change 

The  committee  is  aware  of  instances  in  which  an  individual  must 
travel  away  from  home  to  receive  medical  care.  In  many  such 
cases,  this  is  because  specialized  care  for  a  particular  disease  is  not 
available  at  home,  or  because  better  care  is  available  elsewhere. 
The  committee  is  also  aware  that  in  some  cases,  the  patient  is 
unable  to  travel  alone  and  must  be  accompanied  by  another  person 
(for  example,  the  parent  of  a  minor  child). 

In  some  instances,  as  in  the  case  of  some  chemotherapy  treat- 
ment for  cancer  patients,  the  treatment  away  from  home  can  be 
given  in  a  hospital  or  hospital-related  facility  on  an  outpatient 
basis,  which  generally  is  less  expensive  than  treatment  on  an  in- 
patient basis  in  a  hospital.  While  under  present  law  the  expenses 
of  a  hospital  stay  are  deductible,  expenses  of  lodging  incurred  away 
from  home  during  outpatient  medical  treatment  are  not  eligible  for 
the  deduction.  The  committee  believes  that  a  medical  expense  de- 
duction for  lodging  expenses  should  be  allowed  in  appropriate 
cases. 

The  committee  is  concerned,  however,  that  the  new  provision 
may  be  difficult  for  the  Internal  Revenue  Service  to  administer.  In 
particular  circumstances,  it  may  be  difficult  to  distinguish  between 
a  trip  that  is  primarily  a  vacation  and  a  trip  that  is  primarily  for 
medical  care.  The  committee  believes  that  placing  a  per-diem  cap 
on  the  amount  that  is  deductible  for  away-from-home  lodging  will 
be  useful  in  alleviating  this  concern. 
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Explanation  of  Provision 

Under  the  bill,  the  definition  of  medical  care  set  forth  in  section 
213(d)  is  broadened  to  include  amounts  paid  for  lodging  while  away 
from  home  under  circumstances  in  which  such  lodging  is  primarily 
for  and  essential  to  medical  care  provided  by  a  physician  in  a  li- 
censed hospital  (or  in  a  medical  care  facility  which  is  a  hospital- 
related  facility  or  the  equivalent  of  a  licensed  hospital).  Medical 
care  facilities  described  in  this  section  include  out-patient  clinics 
which  provide  substantial  services  similar  to  those  provided  by  hos- 
pitals (e.g.,  the  Mayo  Clinic).  The  deduction  is  not  allowed  for 
amounts  paid  for  lodging  that  is  lavish  or  extravagant  under  the 
circumstances.  Further,  no  deduction  is  allowed  for  any  amount  of 
lodging  expenses  if  there  is  any  significant  element  of  personal 
pleasure,  recreation,  or  vacation  in  the  travel  away  from  home. 

The  committee  intends  that  a  person  accompanying  the  individu- 
al whose  lodging  expenses  are  deductible  under  the  bill  (e.g.,  a 
parent  accompanying  a  dependent  child)  may  deduct  lodging  ex- 
penses if  that  person's  transportation  expenses  for  the  trip  are  de- 
ductible as  medical  expenses  under  present  law. 

The  amount  of  the  deduction  is  subject  to  a  limitation  of  $50  per 
night  for  each  eligible  person.  Thus,  if  a  parent  accompanies  a  de- 
pendent child  on  a  trip  away  from  home  for  medical  treatment 
which  satisfies  requirements  of  the  bill,  the  parent  could  deduct  up 
to  a  total  of  $100  per  day  for  lodging  expenses. 

The  bill  does  not  allow  a  deduction  for  any  expenses,  such  as 
food,  other  than  the  cost  of  lodging. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1983. 

Revenue  Effect 

The  provision  is  estimated  to  reduce  fiscal  year  budget  receipts 
by  $1  million  in  fiscal  year  1984;  $7  million  in  1985;  $10  million  in 
1986;  $10  million  in  1987;  and  $11  million  in  1988;  and  $12  million 
in  1989. 


5.  Study  of  Simplified  Tax  on  Gross  Income  (sec.  494  of  the  bill) 

The  bill  provides  that  the  Secretary  of  Treasury  shall  submit  to 
the  Congress,  within  6  months  of  the  enactment  of  this  bill,  a 
report  on  a  study  of  the  advisability  of  replacing  the  current 
income  tax  system  (individual  and/ or  corporate)  with  a  simplified 
gross  income  tax.  The  study  should  take  into  account  the  following 
factors:  (1)  protecting  the  economically  disadvantaged;  (2)  reducing 
administrative  complexity;  (3)  reducing  paperwork,  auditing  re- 
quirements, tax  evasion,  and  expediting  the  resolution  of  taxpayer- 
government  disputes;  (4)  increasing  economic  incentives  for  capital 
formation  and  productivity;  (5)  removing  economic  disincentives  to 
employment;  and  (6)  excluding  certain  items  (such  as  social  secu- 
rity benefits)  from  gross  income. 
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J.  Repeal  of  Certain  Obsolete  Provisions  (Dead wood) 

1.  Termination  of  Rules  Relating  to  Qualified  Bond  Purchase 
Plans  and  Retirement  Bonds  (sec.  497  of  the  bill  and  sees.  405 
and  409  of  the  Code) 

Present  Law 
Qualified  bond  purchase  plans 

Under  present  law,  a  bond  purchase  plan  maintained  by  an  em- 
ployer and  funded  through  the  purchase  of  certain  Federal  bonds  is 
a  qualified  plan  if  it  meets  specified  requirements.42  Under  the 
Code,  the  bonds  must  be  issued  in  the  names  of  the  individual  em- 
ployees (including  self-employed  individuals)  on  whose  behalf  they 
are  purchased  and  must  be  nontransferable.  The  terms  of  the 
bonds  provide  for  payment  of  interest,  or  investment  yield,  only 
upon  redemption  and  provide  for  cessation  of  interest  accruals,  or 
investment  yield,  not  later  than  five  years  after  the  death  of  the 
individual  in  whose  name  the  bonds  are  purchased.  Moreover,  no 
amounts  are  included  in  an  individual's  gross  income  until  the 
bonds  are  redeemed,  which  cannot  occur  until  the  named  individu- 
al dies,  becomes  disabled,  or  attains  age  59  V2. 

The  income  portions  of  the  proceeds  of  the  redemption  of  bonds 
purchased  under  qualified  bond  purchase  plans  may  be  rolled  over, 
tax-free,  to  an  individual  retirement  account  or  annuity  (an  IRA),  if 
the  rollover  is  made  within  60  days  after  the  individual  receives 
the  proceeds  of  the  redemption.  If  no  rollover  is  made,  the  income 
portion  of  the  redemption  proceeds  are  includible  in  gross  income. 
The  income  is  not  eligible  for  the  long-term  capital  gains  or  10-year 
income  averaging  treatment  available  for  certain  lump-sum  distri- 
butions from  tax-qualified  pension,  profit-sharing,  or  stock  bonus 
plans.  The  bond  are  eligible,  however,  for  certain  estate  tax  and 
gift  tax  exclusions  provided  to  tax-qualified  plans.43 

Individual  retirement  bonds 

Under  present  law,  an  individual  is  allowed  an  annual  deduction 
for  contributions  to  purchase  a  qualified  retirement  bond.44  The 
deduction  is  generally  limited  to  the  lesser  of  $2,000  or  100  percent 
of  compensation  (earned  income  in  the  case  of  a  self-employed  indi- 
vidual). A  qualified  retirement  bond  is  a  bond  issued  under  the 
Second  Liberty  Bond  Act  that  accumulates  interest  until  the  time 
of  redemption.  The  bonds  are  issued  in  the  name  of  the  individual 


42  Sec.  405(aXl).  The  plan  must  meet  the  requirements  of  section  401(a)  relating  to  coverage 
and  discrimination  (sec.  401(aX3),  (4),  (5)  and  (6)),  vesting  (sec.  401(aX7),  (8),  and  (9)),  limitations 
(401(aX16)),  and  may  be  subject  to  rules  relating  to  distributions  and  self-employed  individuals 
(sec.  401(aX9)  and  (10)). 

43Treas.  Reg.  sees.  20.2039-2(b)  and  25.2517-l(b). 

44  Sec.  219(a). 
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(the  registered  owner)  on  whose  behalf  they  are  purchased  and  are 
not  transferable. 

When  the  bonds  are  redeemed,  the  full  proceeds  of  the  bonds,  in- 
cluding interest  earned,  are  included  in  the  individual's  gross 
income  unless  the  proceeds  are  rolled  over  to  an  IRA.45  If  a  bond  is 
redeemed  before  the  registered  owner  attains  age  59Vfe,  has  died, 
or  has  become  disabled,  a  10-percent  additional  income  tax  is  im- 
posed on  the  redemption  proceeds.  No  deduction  is  allowed  with  re- 
spect to  a  bond  that  is  redeemed  within  12  months  of  the  date  of 
purchase  and  the  proceeds  of  such  a  bond  are  not  includible  in 
gross  income. 

A  qualified  retirement  bond  ceases  to  bear  interest  in  the  year  in 
which  the  registered  owner  attains  age  IOV2  and  the  value  of  the 
bond  is  includible  in  the  registered  owner's  gross  income  in  that 
year,  whether  or  not  the  bond  is  redeemed.  If  the  registered  owner 
dies  before  age  7OV2  or  before  the  bond  is  redeemed,  the  bond 
ceases  to  bear  interest  five  years  after  the  registered  owner's  death 
or  the  date  the  registered  owner  would  have  attained  age  7OV2,  if 
earlier. 

Redemption  proceeds  from  qualified  retirement  bonds  are  eligible 
for  tax-free  rollovers  to  individual  retirement  accounts  or  annu- 
ities. Additionally,  the  bonds  are  eligible  for  certain  estate  tax  and 
gift  tax  exclusions.46 

Termination  of  sales 

In  a  news  release  dated  April  27,  1982,  the  Treasury  Department 
announced  that  sales  of  bonds  for  qualified  bond  purchase  plans 
and  of  individual  retirement  bonds  would  be  terminated  effective 
April  30,  1982.  The  Treasury  Department  indicated  that  sales  of 
the  bonds  in  recent  months  had  been  negligible.  Bonds  issued  prior 
to  April  30,  1982,  continue  to  be  subject  to  the  terms  and  conditions 
in  effect  when  they  were  issued. 

Reasons  for  Change 

Because  new  bonds  cannot  be  purchased,  the  retirement  plans  of 
present  bondholders  may  be  disrupted  unless  the  proceeds  of  the 
bonds  can  be  reinvested  in  other  retirement  arrangements.  The 
committee  believes  it  is  appropriate  to  permit  bonds  purchased 
under  qualified  bond  purchase  plans  to  be  redeemed  before  the  reg- 
istered owner  attains  age  59V2.  In  addition,  in  order  to  provide 
greater  investment  flexibility  to  a  bondholder  (under  a  qualified 
bond  purchase  plan)  who  also  participates  in  a  qualified  pension, 
etc.,  plan,  the  committee  believes  that  the  rollover  of  redemption 
proceeds  to  a  qualified  pension,  etc.,  plan  should  be  permitted. 

Explanation  of  Provision 

The  bill  repeals  sections  405  and  409  of  the  Internal  Revenue 
Code,  relating  to  qualified  bond  purchase  plans  and  individual  re- 
tirement bonds.  Notwithstanding  the  rules  of  section  405  (as  in 
effect  before  repeal)  and  the  terms  of  any  bond  issued  under  a 


45  Sec.  409. 

46  Sees.  2039  and  2517(a). 
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qualified  bond  purchase  plan,  the  bill  permits  an  individual  to 
redeem  a  bond  at  any  time  even  though  the  individual  has  not  at- 
tained age  59V2. 

In  addition,  the  bill  provides  that  the  redemption  proceeds  of 
bonds  provided  under  a  qualified  bond  purchase  plan  may  be  rolled 
over,  tax-free,  to  a  qualified  pension,  etc.,  plan.  If  such  a  rollover  is 
made,  however,  the  rollover  amounts  (1)  must  be  subject  to  sepa- 
rate accounting  under  the  recipient  plan,  and  (2)  are  not  eligible 
for  capital  gain  or  10-year  income  averaging  treatment,  or  the  spe- 
cial treatment  of  net  unrealized  appreciation  from  employer  securi- 
ties. 

Effective  Date 

The  provision  generally  will  be  effective  for  obligations  issued 
after  December  31,  1983. 

The  provision  relating  to  rollovers  will  be.  effective  with  respect 
to  redemptions  made  after  the  date  of  enactment. 

Revenue  Effect 
This  provision  will  have  no  revenue  effect. 


2.  Repeal  of  Section  1251  (relating  to  gains  from  disposition  of 
certain  property  used  in  farming  (sec.  498  of  the  bill  and  sec. 
1251  of  the  Code) 

Present  Law 

Section  1251  was  enacted  in  1969  to  prevent  certain  high  income 
taxpayers  from  using  farm  losses  to  defer  their  non-farm  income 
and  then  later  obtaining  capital  gains  on  the  disposition  of  their 
farm  property.  The  Tax  Reform  Act  of  1976  terminated  these  provi- 
sions with  respect  to  farm  losses  incurred  after  1975. 

Reasons  for  Change 

The  committee  believes  that  section  1251  should  be  repealed  as 
deadwood  since  it  no  longer  serves  a  meaningful  function. 

Explanation  of  Provision 

The  bill  repeals  section  1251,  as  deadwood. 

Effective  Date 

The  repeal  of  section  1251  will  be  effective  for  taxable  years  be- 
ginning after  1983. 

Revenue  Effect 

This  provision  will  have  no  revenue  effect. 
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TITLE  V— FRINGE  BENEFITS  PROVISIONS 


A.  Present  Law 

General  rules 

The  Internal  Revenue  Code  defines  gross  income  for  purposes  of 
the  Federal  income  tax  as  including  "all  income  from  whatever 
source  derived,"  and  specifies  that  it  includes  "compensation  for 
services''  (sec.  61).  Treasury  regulations  provide  that  gross  income 
includes  compensation  for  services  paid  other  than  in  money  (Reg. 
sec.  1.61-l(a)).  Further,  the  U.S.  Supreme  Court  has  stated  that 
Code  section  61  "is  broad  enough  to  include  in  taxable  income  any 
economic  or  financial  benefit  conferred  on  the  employee  as  com- 
pensation, whatever  the  form  or  mode  by  which  it  is  effected."1 

The  social  security  and  unemployment  insurance  payroll  taxes 
(FICA  and  FUTA,  respectively)  and  income  tax  withholding  apply 
to  "wages,"  defined  in  the  statutes  as  all  remuneration  for  employ- 
ment, including  the  cash  value  of  all  remuneration  paid  in  any 
medium  other  than  cash  (sees.  3121(a),  3306(b)  and  3401(a)).  The 
railroad  retirement  tax  (RRTA)  applies  to  any  form  of  money  re- 
muneration (sec.  3231(e)).  Regulations  applicable  to  these  statutes 
specify  that  the  value  of  any  noncash  item  is  to  be  determined  by 
the  excess  of  its  fair  market  value  over  any  amount  paid  by  the 
recipient  for  the  item  (see,  e.g.,  Reg.  sec.  31.3121(a)-l(e)). 

Certain  employee  benefits,  such  as  health  plan  benefits,  are  ex- 
cluded by  statute  from  gross  income  and  wages.  Nontaxable  bene- 
fits offered  under  a  plan  which  offers  a  choice  between  taxable  and 
nontaxable  benefits  (a  "cafeteria  plan")  may  be  excluded  from 
gross  income  if  certain  conditions  are  met  (sec.  125). 

Moratorium  on  issuance  of  regulations 

In  1975,  the  Treasury  Department  issued  a  discussion  draft  of 
proposed  regulations  which  contained  a  number  of  rules  for  deter- 
mining whether  various  nonstatutory  fringe  benefits  constitute  tax- 
able compensation.2  Public  Law  95-427,  enacted  in  1978,  prohibited 
the  Treasury  Department  from  issuing,  prior  to  1980,  final  regula- 
tions under  section  61  of  the  Internal  Revenue  Code  relating  to  the 
income  tax  treatment  of  fringe  benefits.  That  statute  further  pro- 


1  Comm'r  v.  Smith,  324  U.S.  177,  181  (1945).  Similarly,  the  Court  has  stated:  "Congress  applied 
no  limitations  as  to  the  source  of  taxable  receipts,  nor  restrictive  labels  as  to  their  nature.  And 
the  Court  has  given  a  liberal  construction  to  this  broad  phraseology  in  recognition  of  the  inten- 
tion of  Congress  to  tax  all  gains  except  those  specifically  exempted '  (Comm.  r  v.  Glens  haw  Glass 
Co.,  348  U.S.  426,  429-30  (1955)). 

2  40  Fed.  Reg.  4118  (Sept.  5,  1975).  The  discussion  draft  was  later  withdrawn  (41  Fed.  Reg. 
5634,  Dec.  28,  1976).On  January  15,  1981,  the  Treasury  Department  forwarded  to  the  Committee 
on  Ways  and  Means  a  revised  discussion  draft  of  proposed  regulations  on  the  tax  treatment  of 
fringe  benefits.  This  discussion  draft  was  not  reviewed  by  the  Secretary  of  the  Treasury  and  was 
not  published  in  the  Federal  Register.  The  discussion  draft  was  reprinted  in  various  publica- 
tions, including  Bureau  of  National  Affairs,  Daily  Executive  Report  (Jan.  16,  1981),  at  p.  J-14. 
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hibited  Treasury  from  proposing  regulations  relating  to  the  treat- 
ment of  fringe  benefits  under  section  61  which  would  be  effective 
prior  to  1980. 

Public  Law  96-167,  enacted  in  1979,  extended  the  moratorium  on 
issuance  of  fringe  benefit  regulations  through  May  31,  1981.  That 
extension  prohibited  the  Treasury  Department  from  issuing,  prior 
to  June  1,  1981,  final  regulations  under  section  61  relating  to  the 
income  tax  treatment  of  fringe  benefits.  In  addition,  no  regulations 
relating  to  the  treatment  of  fringe  benefits  under  section  61  were 
to  be  proposed  which  would  be  effective  prior  to  June  1,  1981. 

The  Economic  Recovery  Tax  Act  of  1981  (Public  Law  97-34)  ex- 
tended the  moratorium  on  issuance  of  fringe  benefit  regulations 
through  December  31,  1983.  Under  the  1981  Act,  the  Treasury  De- 
partment is  prohibited  from  issuing,  prior  to  January  1,  1984,  final 
regulations  under  section  61  relating  to  the  income  tax  treatment 
of  fringe  benefits.  In  addition,  no  regulations  relating  to  the  treat- 
ment of  fringe  benefits  under  section  61  are  to  be  proposed  which 
would  be  effective  prior  to  January  1,  1984. 

B.  Reasons  for  Change 

In  providing  statutory  rules  for  exclusion  of  certain  fringe  bene- 
fits for  income  and  payroll  tax  purposes,  the  committee  has  at- 
tempted to  strike  a  balance  between  two  competing  objectives. 

First,  the  committee  is  aware  that  in  many  industries,  employees 
may  receive,  either  free  or  at  a  discount,  goods  and  services  which 
the  employer  sells  to  the  general  public.  In  many  cases,  these  prac- 
tices are  long  established,  and  have  been  treated  by  employers,  em- 
ployees, and  the  IRS  as  not  giving  rise  to  taxable  income.  Although 
employees  may  receive  an  economic  benefit  from  the  availability  of 
these  free  or  discounted  goods  or  services,  employers  often  have 
valid  business  reasons,  other  than  simply  providing  compensation, 
for  encouraging  employees  to  avail  themselves  of  the  products 
which  they  sell  to  the  public.  For  example,  a  retail  clothing  busi- 
ness will  want  its  salespersons  to  wear,  when  they  deal  with  cus- 
tomers, the  clothing  which  it  seeks  to  sell  to  the  public.  In  addition, 
the  fact  that  the  selection  of  goods  and  services  usually  available 
from  a  particular  employer  usually  is  restricted  makes  it  appropri- 
ate to  provide  a  limited  exclusion,  when  such  discounts  are  gener- 
ally made  available  to  employees,  for  the  income  employees  realize 
from  obtaining  free  or  reduced-cost  goods  or  services.  The  commit- 
tee believes,  therefore,  that  many  present  practices  under  which 
employers  may  provide  to  a  broad  group  of  employees,  either  free 
or  at  a  discount,  the  products  and  services  which  the  employer  sells 
or  provides  to  the  public  do  not  serve  merely  to  replace  cash  com- 
pensation. These  reasons  support  the  committee's  decision  to  codify 
the  ability  of  employers  to  continue  these  practices  without  imposi- 
tion of  income  or  payroll  taxes. 

The  second  objective  of  the  committee's  bill  is  to  set  forth  clear 
boundaries  for  the  provision  of  tax-free  benefits.  Because  of  the 
moratorium  on  the  issuance  of  fringe  benefit  regulations,  the 
Treasury  Department  has  been  precluded  from  clarifying  the  tax 
treatment  of  many  of  the  forms  of  noncash  compensation  common- 
ly in  use.  As  a  result,  the  administrators  of  the  tax  law  have  not 
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had  clear  guidelines  in  this  area,  and  hence  taxpayers  in  identical 
situations  have  been  treated  differently.  The  inequities,  confusion, 
and  administrative  difficulties  for  businesses,  employees,  and  the 
IRS  resulting  from  this  situation  have  increased  substantially  in 
recent  years.  The  committee  believes  that  it  is  unacceptable  to 
allow  these  conditions — which  have  existed  since  1978 — to  continue 
any  longer. 

In  addition,  the  committee  is  concerned  that  without  any  well- 
defined  limits  on  the  ability  of  employers  to  compensate  their  em- 
ployees tax-free  by  using  a  medium  other  than  cash,  new  practices 
will  emerge  that  could  shrink  the  income  tax  base  significantly, 
and  further  shift  a  disproportionate  tax  burden  to  those  individuals 
whose  compensation  is  in  the  form  of  cash.  A  shrinkage  of  the  base 
of  the  social  security  payroll  tax  could  also  pose  a  threat  to  the  via- 
bility of  the  social  security  system  above  and  beyond  the  adverse 
projections  which  the  Congress  recently  addressed  in  the  Social  Se- 
curity Amendments  of  1983.  Finally,  an  unrestrained  expansion  of 
noncash  compensation  would  increase  inequities  among  employees 
in  different  types  of  businesses,  and  among  employers  as  well. 

The  nondiscrimination  rule  is  an  important  common  thread 
among  the  types  of  fringe  benefits  which  are  excluded  under  the 
bill  from  income  and  employment  taxes.  Under  the  bill,  most 
fringe  benefits  may  be  made  available  tax-free  to  officers,  owners, 
or  highly  compensated  employees  only  if  the  benefits  are  also  pro- 
vided on  substantially  equal  terms  to  other  employees.  The  com- 
mittee believes  that  it  would  be  fundamentally  unfair  to  provide 
tax-free  treatment  for  economic  benefits  that  are  furnished  only  to 
highly  paid  executives.  Further,  where  benefits  are  limited  to  the 
highly  paid,  it  is  more  likely  that  the  benefit  is  being  provided  so 
that  those  who  control  the  business  can  receive  compensation  in  a 
nontaxable  form;  in  that  situation,  the  reasons  stated  above  for  al- 
lowing tax-free  treatment  would  not  be  applicable.  Also,  if  highly 
paid  executives  could  receive  free  from  taxation  economic  benefits 
that  are  denied  to  lower-paid  employees,  while  the  latter  are  com- 
pensated only  in  fully  taxable  cash,  the  committee  is  concerned 
that  this  situation  would  exacerbate  problems  of  noncompliance 
among  taxpayers.  In  this  regard,  some  commentators  argue  that 
the  current  situation — in  which  the  lack  of  clear  rules  for  the  tax 
treatment  of  nonstatutory  fringe  benefits  encourages  the  nonre- 
porting  of  many  types  of  compensatory  benefits — has  led  to  nonre- 
porting  of  types  of  cash  income  which  are  clearly  taxable  under 
present-law  rules,  such  as  interest  and  dividends. 

In  summary,  the  committee  believes  that  by  providing  rules 
which  essentially  codify  many  present  practices  under  which  em- 
ployers provide  their  own  products  and  services  tax-free  to  a  broad 
group  of  employees,  and  by  ending  the  uncertainties  arising  from  a 
moratorium  on  the  Treasury  Department's  ability  to  clarify  the  tax 
treatment  of  these  benefits,  the  bill  substantially  improves  the 
equity  and  administration  of  the  tax  system. 
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C.  Explanation  of  Provisions 
1.  Overview 

Under  the  bill,  certain  fringe  benefits  provided  by  an  employer 
are  excluded  from  the  recipient  employee's  gross  income  for  Feder- 
al income  tax  purposes  and  from  the  wage  base  (and,  if  applicable, 
the  benefit  base)  for  purposes  of  income  tax  withholding,  FICA, 
FUTA,  and  RRTA. 

The  excluded  fringe  benefits  are  those  benefits  that  qualify 
under  one  of  the  following  five  categories  as  defined  in  the  bill:  (1) 
a  no-additional-cost  service,  (2)  a  qualified  employee  discount,  (3)  a 
working  condition  fringe,  (4)  a  de  minimis  fringe,  and  (5)  a  quali- 
fied tuition  reduction.  Special  rules  apply  with  respect  to  certain 
parking  Or  eating  facilities  provided  to  employees,  on-premises  ath- 
letic facilities,  and  demonstration  use  of  an  employer-provided  car 
by  auto  salespersons.  Some  of  the  exclusions  under  the  bill  apply  to 
benefits  provided  to  the  spouse  and  dependent  children  of  a  current 
employee,  to  former  employees  who  separated  from  service  because 
of  retirement  or  disability  (and  their  spouses  and  dependent  chil- 
dren), and  to  the  widow(er)  of  a  deceased  employee  (and  the  de- 
pendent children  of  deceased  employees). 

In  the  case  of  a  no-additional-cost  service,  a  qualified  employee 
discount,  employee  parking  or  eating  facilities,  or  a  qualified  tu- 
ition reduction,  the  exclusion  applies  with  respect  to  benefits  pro- 
vided to  officers,  owners,  or  highly  compensated  employees  only  if 
the  benefit  is  made  available  to  employees  on  a  basis  which  does 
not  discriminate  in  favor  of  officers,  owners,  or  highly  compensated 
employees. 

Any  fringe  benefit  that  does  not  qualify  for  exclusion  under  the 
bill  (for  example,  free  or  discounted  goods  or  services  which  are 
limited  to  corporate  officers)  and  that  is  not  excluded  under  an- 
other statutory  fringe  benefit  provision  of  the  Code  is  taxable  to 
the  recipient  under  Code  sections  61  and  83,  and  is  includible  in 
wages  for  employment  tax  purposes,  at  the  excess  of  its  fair  market 
value  over  any  amount  paid  by  the  employee  for  the  benefit. 

The  provisions  of  the  bill  generally  take  effect  on  January  1, 
1984,  except  that  the  tuition  reduction  exclusion  applies  with  re- 
spect to  education  furnished  after  June  30,  1984. 

2.  No-additional-cost  Service  (Sec.  502  of  the  bill  and  new  Code 

sec.  132(b)) 

General  rule 

Under  this  category,  the  entire  value  of  any  no-additional-cost 
service  provided  by  an  employer  to  an  employee  for  the  use  of  the 
employee  (or  of  the  employee's  spouse  or  dependent  children)  is  ex- 
cluded for  income  and  employment  tax  purposes.  However,  the  ex- 
clusion applies  only  if  the  service  is  available  to  employees  on  a 
nondiscriminatory  basis  (see  description  below  of  the  nondiscrimi- 
nation rules  of  the  bill).  The  exclusion  applies  whether  the  service 
is  provided  directly  for  no  charge  or  at  a  reduced  price  or  whether 
the  benefit  is  provided  through  a  cash  rebate  of  all  or  part  of  the 
amount  paid  for  the  service. 
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To  qualify  under  this  exclusion,  the  employer  must  incur  no  sub- 
stantial additional  cost  in  providing  the  service  to  the  employee, 
computed  without  regard  to  any  amounts  paid  by  the  employee  for 
the  service.  For  this  purpose,  the  term  cost  includes  any  revenue 
forgone  because  the  service  is  furnished  to  the  employee  rather 
than  to  a  nonemployee.3  In  addition,  the  service  provided  to  the 
employee  must  be  of  the  type  which  the  employer  offers  for  sale  to 
nonemployee  customers  in  the  ordinary  course  of  the  line  of  busi- 
ness of  the  employer  in  which  the  employee  is  performing  services. 

Generally,  situations  in  which  employers  incur  no  additional  cost 
in  providing  services  to  employees  are  those  in  which  the  employ- 
ees receive,  at  no  substantial  additional  cost  to  the  employer,  the 
benefit  of  excess  capacity  which  otherwise  would  have  remained 
unused  because  nonemployee  customers  would  not  have  purchased 
it.  Thus,  employers  that  furnish  airline,  railroad,  or  subway  seats 
or  hotel  rooms  to  employees  working  in  those  lines  of  business  in 
such  a  way  that  nonemployee  customers  are  not  displaced,  and 
telephone  companies  that  provide  telephone  service  to  employees 
within  existing  capacity,  incur  no  substantial  additional  cost  in  the 
provision  of  these  services  to  employees,  as  this  term  is  used  in  the 
bill.4 

Line  of  business  limitation 

To  be  excluded  under  this  category,  a  service  must  be  the  same 
type  of  service  which  is  sold  to  the  public  in  the  ordinary  course  of 
the  line  of  business  of  the  employer  in  which  the  employee  works. 
(Thus,  types  of  services  most  of  the  employer's  production  of  which 
are  provided  or  sold  to  the  employer's  employees  do  not  qualify  for 
this  exclusion.)  For  purposes  of  this  limitation,  a  single  employer  is 
treated  as  consisting  of  more  than  one  line  of  business  if,  after  ag- 
gregating businesses  under  common  control  (see  '  'definition  of  em- 
ployer," below),  the  products  or  services  the  employer  sells  to  non- 
employee  customers  fall  into  more  than  one  industry  group. 

In  providing  guidance  as  to  the  treatment  of  an  employer  as  con- 
sisting of  separate  lines  of  business  for  this  purpose,  Treasury  regu- 
lations may  take  into  account  the  business  segments  into  which 
corporations  divide  themselves  for  financial  reporting  purposes. 
Also,  Treasury  regulations  may  refer  to  the  Standard  Industrial 
Classifications  used  for  other  governmental  purposes. 

Under  this  limitation,  for  example,  an  employer  which  provides 
airline  services  and  hotel  services  to  the  general  public  is  consid- 
ered to  consist  of  two  separate  lines  of  business.  As  a  consequence, 
the  employees  of  the  airline  business  of  the  employer  may  not  ex- 
clude the  value  of  free  hotel  rooms  provided  by  the  hotel  business 
of  the  employer,  and  vice  versa.  The  purpose  of  the  line  of  business 
limitation  is  to  avoid,  to  the  extent  possible,  the  competitive  imbal- 
ances and  inequities  which  would  result  from  giving  the  employees 


3  For  the  purpose  of  determining  whether  any  revenue  is  forgone,  it  shall  be  assumed  by  the 
Treasury  Department  that  the  employee  would  not  have  purchased  the  service  unless  it  were 
available  to  the  employee  at  a  below-market  price. 

4  The  employer  does  incur  substantial  additional  cost  (and  hence  the  exclusion  is  not  availa- 
ble) if  a  substantial  amount  of  time  is  spent  by  employees  in  providing  a  service  for  other  em- 
ployees, as  contrasted  with  the  no-additional-cost  situation  in  which  the  services  provided  to  the 
employee  (e.g.,  the  in-flight  services  provided  to  an  airline  employee  traveling  on  a  standby 
basis)  are  merely  incidental  to  services  provided  to  nonemployee  customers. 
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of  a  conglomerate  or  other  large  employer  with  several  lines  of 
business  a  greater  variety  of  tax-free  benefits  than  could  be  given 
to  the  employees  of  a  small  employer  with  only  one  line  of  busi- 
ness. Thus,  small  businesses  will  not  be  disadvantaged  in  their  abil- 
ity to  compete  with  large  businesses  providing  the  same  goods  or 
services,  and  employees  of  small  business  will  not  be  disadvan- 
taged, in  comparison  to  employees  of  multifaceted  businesses,  in 
terms  of  receiving  tax-free  economic  benefits. 

If  an  employee  provides  services  that  directly  benefit  more  than 
one  line  of  business  of  the  employer,  then  the  individual  is  treated 
as  performing  services  in  all  such  lines  of  business.  Thus,  for  exam- 
ple, the  chief  executive  officer,  payroll  department  employees,  and 
similar  "headquarters"  employees  may  exclude  the  value  of  no-ad- 
ditional-cost services  provided  by  either  the  airline  or  hotel  lines  of 
business  of  the  employer  if  they  provide  services  which  directly 
benefit  both  those  lines  of  business. 

Reciprocal  arrangements 

Under  the  bill,  the  employees  of  one  employer  are  allowed  the 
no-additional-cost  service  exclusion  for  services  provided  by  an  un- 
related employer  (i.e.,  another  employer  not  under  common  con- 
trol) only  if  the  services  provided  to  the  employee  are  the  same 
type  of  services  as  provided  to  nonemployee  customers  by  both  the 
line  of  business  (of  the  first  employer)  in  which  the  employee  works 
and  the  line  of  business  (of  the  other  employer)  in  which  the  serv- 
ices are  provided  to  the  employee.  In  addition,  both  employers 
must  be  parties  to  a  written  reciprocal  agreement  under  which  the 
employees  of  each  such  line  of  business  may  receive  the  service 
from  the  other  employer,5  and  neither  employer  may  incur  any 
substantial  additional  cost  (including  forgone  revenue  or  payments 
to  the  other  employer)  in  providing  such  service  or  pursuant  to 
such  agreement. 

The  criteria  for  determining  whether  two  unrelated  employers 
are  providing  the  same  type  of  service  are  the  same  as  described 
above  (under  "line  of  business  limitation")  for  determining  the 
composition  of  the  distinct  lines  of  business  comprised  by  a  single 
employer.  Thus,  for  example,  the  exclusion  is  available  if  two  unre- 
lated airlines  provide  free  standby  flights  to  each  other's  airline 
employees,  but  is  not  available  to  a  hotel's  employees  if  they  re- 
ceive free  standby  flights  from  an  airline  line  of  business  (whether 
the  airline  is  operated  by  the  employees'  employer  or  another  em- 
ployer). 

Definition  of  employee 

The  bill  provides  that,  with  respect  to  a  line  of  business  of  an  em- 
ployer, the  term  employee  means  (1)  an  individual  who  is  currently 
employed  by  the  employer  in  that  line  of  business;  (2)  an  individual 
who  separated  from  service  with  the  employer  in  that  line  of  busi- 
ness by  reason  of  retirement  or  disability;  and  (3)  a  widow  or  wid- 


5  Because  businesses  under  common  control  are  considered  to  be  one  employer  (see  "definition 
of  employer,"  below),  employees  of  one  such  commonly  controlled  business  are  eligible  for  the 
exclusion  without  need  for  a  written  agreement  with  the  other  commonly  controlled 
business(es);  however,  the  same-line-of-business  test  still  applies  in  such  cases. 
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ower  of  an  individual  who  died  while  employed  by  the  employer  in 
that  line  of  business  or  of  an  individual  who  had  separated  from 
service  with  the  employer  in  that  line  of  business  by  reason  of  re- 
tirement or  disability.  The  bill  also  provides  that  any  use  (e.g.,  of  a 
standby  airline  flight)  by  the  spouse  or  a  dependent  child  of  the 
employee  (as  so  defined)  is  to  be  treated  as  use  by  the  employee.6 
These  definitions  are  relevant  both  for  purposes  of  eligibility  for 
the  exclusion  under  the  bill  and  for  purposes  of  defining  nonem- 
ployee  customers. 

Examples 

As  an  illustration  of  the  no-additional-cost  service  category  of  ex- 
cludable benefits,  assume  that  a  corporation  which  operates  an  air- 
line as  its  only  line  of  business  provides  all  of  its  employees  (and 
their  spouses  and  dependent  children)  with  free  travel,  on  the  same 
terms  to  all  employees,  as  stand-by  passengers  on  the  employer  air- 
line if  the  space  taken  on  the  flight  has  not  been  sold  to  the  public 
shortly  before  departure  time.  In  such  a  case,  the  entire  fair 
market  value  of  the  free  travel  is  excluded  under  the  no-additional- 
cost  service  rule  in  the  bill.  This  conclusion  follows  because  the 
service  provided  by  the  employer  to  its  employees  who  work  in  the 
employer's  airline  line  of  business  is  the  same  as  that  sold  to  the 
general  public  (airline  flights),  the  service  is  provided  at  no  sub- 
stantial additional  cost  to  the  employer  (the  seat  would  have  been 
unsold  to  nonemployees  if  the  employee  had  not  taken  the  trip),7 
and  the  eligibility  terms  satisfy  the  nondiscrimination  rules  of  the 
bill  since  all  employees  are  eligible  for  the  benefit  on  the  same 
terms. 

This  exclusion  also  applies  where  employees  of  the  airline  line  of 
business  of  an  employer  receive  free  stand-by  flights  from  the  air- 
line line  of  business  of  another  employer  through  a  written  recipro- 
cal agreement,  if  the  benefit  to  the  employee  would  have  been  ex- 
cluded under  this  provision  of  the  bill  had  it  been  provided  in  the 
same  manner  by  the  employee's  employer.  Thus,  for  example,  the 
free  flights  furnished  by  the  other  employer  must  be  available  to 
the  employees  of  the  first  employer  on  the  same  nondiscriminatory 
basis  as  required  for  the  exclusion  when  furnished  by  the  first  em- 
ployer, and  neither  employer  may  incur  any  substantial  cost  (in- 
cluding forgone  revenue  or  any  payment  from  one  employer  to  the 
other)  in  providing  the  service  or  pursuant  to  the  agreement. 

Another  example  of  a  no-additional-cost  service  is  the  provision 
of  utility  services  to  the  employees  of  the  utility  where  there  is 
excess  capacity,  such  as  the  provision  by  a  telephone  company  of 
free  or  reduced-cost  telephone  service  to  its  employees.8  Because 
the  phone  lines,  switching  capacity,  and  other  overhead  already 
exist,  the  telephone  calls  which  employees  may  make  without 
charge  or  at  a  reduced  price  impose  no  substantial  additional  cost 


6  For  this  purpose,  dependent  child  means  any  child  (as  defined  in  Code  sec.  151(eX3))  of  the 
employee  who  is  a  dependent  of  the  employee  or  both  of  whose  parents  have  died.  A  child  of 
divorced,  etc.,  parents  to  whom  section  152(e)  applies  is  treated  as  a  dependent  of  both  parents. 

7  Neither  the  provision  of  meals  and  refreshments  to  a  passenger,  nor  any  extra  fuel  con- 
sumption attributable  to  the  weight  of  an  additional  passenger,  is  considered  a  substantial  addi- 
tional cost. 

8  Local  telephone  service  and  long-distance  telephone  service  are  to  be  considered  the  same 
line  of  business. 
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on  the  employer.  Thus,  assuming  the  telephone  service  is  provided 
to  employees  on  a  nondiscriminatory  basis,  the  requirements  of 
this  exclusion  category  are  met,  and  the  value  of  the  service  is  ex- 
cluded from  gross  income  and  wages. 

Under  the  bill,  the  exclusion  for  no-additional-cost  service  is  not 
available,  for  example,  to  employees  in  the  hotel  line  of  business  of 
a  corporation  for  receipt  of  free  stand-by  travel  on  an  airline  oper- 
ated by  the  same  corporation,  or  to  employees  of  a  consumer  goods 
manufacturer  who  travel  for  personal  purposes  on  a  company 
plane  (even  if  the  plane  is  otherwise  making  a  trip  on  company 
business).  In  each  of  these  cases,  even  assuming  that  there  were  no 
substantial  additional  cost  to  the  employer  in  providing  the  service 
on  a  space-available  basis,  the  service  is  not  the  same  type  general- 
ly provided  to  the  general  public  in  the  specific  line  of  business  of 
the  employer  in  which  the  employee-recipient  works.  Accordingly, 
the  requirements  of  the  no-additional-cost  exclusion  are  not  satis- 
fied. 

3.  Qualified  Employee  Discount  (Sec.  502  of  the  bill  and  new  Code 

sec.  132(c)) 

General  rule 

Under  the  bill,  certain  employee  discounts9  allowed  from  the 
selling  price  of  qualified  goods  or  services  of  the  employer  are  ex- 
cluded for  income  and  employment  tax  purposes,  but  only  if  the 
discounts  are  available  to  employees  on  a  nondiscriminatory  basis 
(see  description  below  of  the  nondiscrimination  rules  of  the  bill). 
The  exclusion  applies  whether  the  qualified  employee  discount  is 
provided  through  a  reduction  in  price  or  through  a  cash  rebate 
from  a  third  party. 

The  exclusion  is  not  available  for  discounts  on  any  personal  prop- 
erty (tangible  or  intangible)  of  a  kind  commonly  held  for  invest- 
ment or  for  discounts  on  any  real  property.  Thus,  for  example,  the 
exclusion  does  not  apply  to  discounts  on  any  employee  purchases  of 
securities,  gold  coins,  residential  or  commercial  real  estate,  or  in- 
terests in  mineral-producing  property  (regardless  of  whether  a  par- 
ticular purchase  is  made  for  investment  purposes).  This  limitation 
is  provided  because  the  committee  does  not  believe  that  favorable 
tax  treatment  should  be  provided  when  noncash  compensation  is 
provided  in  the  form  of  property  which  the  employee  could  typical- 
ly sell  at  close  to  the  same  price  at  which  the  employer  sells  the 
property  to  its  nonemployee  customers.  Under  the  discount  exclu- 
sion of  the  bill,  an  employee  of  a  brokerage  house  may  purchase 
stock  and  receive  an  excludable  discount  on  a  commission  (subject 
to  the  20-percent  limitation  discussed  below  for  discounts  on  serv- 
ices). However,  any  discount  allowed  on  the  price  of  the  stock  itself 
is  not  eligible  for  the  discount  exclusion. 

9  The  term  "employee  discount"  is  defined  in  the  bill  as  the  amount  by  which  the  price  at 
which  the  good  or  service  is  provided  to  the  employee  by  the  employer  is  less  than  the  price  at 
which  such  good  or  service  is  being  offered  by  the  employer  to  customers  who  are  not  employ- 
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Line  of  business  limitation 

To  qualify  under  this  exclusion,  the  goods  or  services  on  which 
the  discount  is  available  must  be  those  which  are  offered  for  sale 
by  the  employer  to  nonemployee  customers  in  the  ordinary  course 
of  the  employer's  line  of  business  in  which  the  employee  works. 
(Thus,  types  of  goods  or  services  most  of  the  employer's  production 
of  which  are  provided  or  sold  to  the  employer's  employees  do  not 
qualify  for  this  exclusion.)  The  rules  for  treatment  of  a  single  em- 
ployer as  consisting  of  more  than  one  line  of  business  are  the  same 
as  those  described  above  in  connection  with  the  exclusion  for  a  no- 
additional-cost  service.  However,  the  discount  exclusion  is  not 
available  for  goods  or  services  provided  by  another  employer, 
whether  or  not  a  reciprocal  agreement  exists,  except  where  com- 
monly controlled  businesses  are  treated  as  one  employer  (see  "defi- 
nition of  employer,"  below). 

For  example,  merchandise  held  for  sale  in  the  retail  department 
store  line  of  business  of  a  firm  is  eligible  for  the  discount  exclusion 
if  purchased  at  a  discount  by  an  employee  of  the  firm  who  works  in 
that  line  of  business.  Similarly,  an  employee  who  works  for  a  man- 
ufacturer assembling  appliances  is  eligible  for  the  discount  exclu- 
sion if  the  employee  purchases  the  assembled  appliances  from  the 
manufacturer-employer  at  a  discount. 

On  the  other  hand,  if  an  employee  works  for  a  company  that  con- 
sists of  more  than  one  line  of  business,  such  as  a  company  consist- 
ing of  a  retail  department  store  business,  a  hotel  business,  and  an 
electrical  component  manufacturing  business,  an  employee  is  eligi- 
ble for  the  discount  exclusion  only  for  merchandise  or  services  of- 
fered to  customers  in  the  ordinary  course  of  business  in  the  partic- 
ular line  of  business  in  which  the  employee  works.  This  is  the  case 
regardless  of  whether  the  employer  makes  discounts  available  to 
the  employees  in  the  other  two  lines  of  business.  Thus,  in  this  ex- 
ample, employees  of  the  hotel  business  or  of  the  electrical  compo- 
nent manufacturing  business  are  not  eligible  for  the  discount  ex- 
clusion if  these  employees  purchase  merchandise  at  a  discount 
from  the  employer's  department  store.  However,  employees  of  units 
of  the  employer  that  provide  repair,  or  financing  services  with  re- 
spect to,  or  that  sell  by  catalog,  retail  merchandise  are  considered 
as  providing  services  in  the  retail  merchandise  line  of  business  and 
hence  are  eligible  for  excludable  discounts  on  merchandise  items. 

A  grandfather  rule  under  the  bill  relaxes  the  line  of  business 
limitation  in  certain  existing  situations.  If  (1)  on  October  5,  1983, 
the  employees  of  one  member  ("the  first  member")  of  an  affiliated 
group  (as  defined  in  section  1504)  were  entitled  to  employee  dis- 
counts at  retail  department  stores  operated  by  another  member 
("the  second  member")  of  the  affiliated  group,  and  (2)  in  the  year 
for  which  the  income  and  employment  tax  determination  is  being 
made,  most  of  the  sales  of  the  affiliated  group  are  attributable  to 
the  operation  of  retail  department  stores,  then,  for  purposes  of  the 
exclusion  for  qualified  employee  discounts,  the  first  member  of  the 
affiliated  group  is  to  be  treated  as  engaged  in  the  same  line  of  busi- 
ness as  the  second  member  (the  operator  of  the  department  stores). 
Thus,  the  employees  of  the  first  member  may  exclude  qualified  dis- 
counts received  at  the  retail  department  stores  operated  by  the 
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second  member.  This  rule  does  not  operate  in  the  reverse  direction, 
however;  that  is,  the  employees  of  the  department  stores  may  not 
exclude  any  discounts  received  on  property  or  services  offered  by 
the  other  member  of  the  affiliated  group,  whether  or  not  such  dis- 
counts were  allowed  on  October  5,  1983. 

Definition  of  employee 

The  bill  provides  that,  with  respect  to  a  line  of  business  of  an  em- 
ployer, the  term  employee  means  (1)  an  individual  who  is  currently 
employed  by  the  employer  in  that  line  of  business;  (2)  an  individual 
who  separated  from  service  with  the  employer  in  that  line  of  busi- 
ness by  reason  of  retirement  or  disability;  and  (3)  a  widow  or  wid- 
ower of  an  individual  who  died  while  employed  by  the  employer  in 
that  line  of  business  or  of  an  individual  who  had  separated  from 
service  with  the  employer  in  that  line  of  business  by  reason  of  re- 
tirement or  disability.  The  bill  also  provides  that  any  use  (e.g.,  of 
discounted  goods)  by  the  spouse  or  a  dependent  child  of  the  employ- 
ee (as  so  defined)  is  to  be  treated  as  use  by  the  employee.10  These 
definitions  are  relevant  both  for  purposes  of  eligibility  for  the  ex- 
clusion under  the  bill  and  for  purposes  of  defining  nonemployee 
customers. 

Amount  of  exclusion 

General  rule. — Under  the  bill,  an  employee  discount  is  excluded 
only  up  to  a  specified  limit.  In  the  case  of  merchandise,  the  exclud- 
able amount  of  the  discount  is  limited  to  the  selling  price  of  the 
merchandise,  multiplied  by  the  employer's  gross  profit  percentage. 
The  discount  exclusion  for  a  service  may  not  exceed  20  percent  of 
the  selling  price,  regardless  of  the  actual  gross  profit  percentage. 

Merchandise. — In  the  case  of  merchandise,  the  excludable 
amount  of  the  discount  may  not  exceed  the  selling  price  of  the  mer- 
chandise, multiplied  by  the  employer's  gross  profit  percentage.  For 
this  purpose,  the  employer's  gross  profit  percentage  for  a  period 
means  the  excess  of  the  aggregate  sales  price  for  the  period  of  mer- 
chandise sold  by  the  employer  in  the  relevant  line  of  business  over 
the  aggregate  cost  of  such  merchandise  to  the  employer,  then  divid- 
ed by  the  aggregate  sales  price. 

For  example,  if  total  sales  of  such  merchandise  during  a  year 
were  $1,000,000  and  the  employer's  cost  for  the  merchandise  was 
$600,000,  then  the  gross  profit  percentage  for  the  year  is  40  percent 
($1,000,000  minus  $600,000  equals  40  percent  of  $1,000,000).  Thus, 
an  employee  discount  with  respect  to  such  merchandise  is  excluded 
from  income  to  the  extent  it  does  not  exceed  40  percent  of  the  sell- 
ing price  of  the  merchandise  to  nonemployee  customers.  If  in  this 
case  the  discount  allowed  to  the  employee  exceeds  40  percent  (for 
example,  50  percent),  the  excess  discount  on  a  purchase  (10  percent 
in  the  example)  is  included  in  the  employee's  gross  income. 1 1 


10  For  this  purpose,  dependent  child  means  any  child  (as  defined  in  Code  sec.  151(e)(3))  of  the 
employee  who  is  a  dependent  of  the  employee  or  both  of  whose  parents  have  died.  A  child  of 
divorced,  etc.,  parents  to  whom  section  152(e)  applies  is  treated  as  a  dependent  of  both  parents. 

11  This  result  occurs  because  the  amount  included  in  gross  income  as  gross  income  attributa- 
ble to  a  discount  sale,  under  section  61,  is  the  difference  between  fair  market  value  and  the 
price  the  employee  pays  for  the  merchandise.  Since  the  fair  market  value  of  merchandise  when 

Continued 
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For  the  purposes  of  determining  the  employer's  profit  percent- 
age, cost  is  to  be  computed  by  the  employer  in  the  same  manner  as 
it  is  for  computing  the  employer's  Federal  income  tax  liability, 
under  the  inventory  rules  in  Code  section  471  and  the  regulations 
thereunder.  Thus,  for  example,  a  retailer  is  to  use  the  "retail 
method"  of  pricing  inventories  under  Treas.  Reg.  sec.  1.471-8  in 
computing  cost  for  purposes  of  the  gross  profit  percentage  discount 
limitation  if  that  is  the  method  used  by  the  employer  to  value  in- 
ventories for  income  tax  purposes. 

The  bill  provides  that  an  employer  may  compute  the  gross  profit 
percentage  on  the  basis  of  all  merchandise  held  for  sale  to  custom- 
ers (including  employee  customers)  in  the  employer's  line  of  busi- 
ness in  which  the  employee  works.  As  an  alternative,  the  employer 
may  select  any  reasonable  classification  of  such  merchandise  for 
the  computation.  For  example,  a  retail  department  store  business 
may  compute  a  gross  profit  percentage  for  the  store  business  as  a 
whole,  or  may  compute  different  gross  profit  percentages  for  differ- 
ent departments  or  types  of  merchandise  (high  markup  items 
versus  low  markup  items),  provided  such  classifications  are  made 
on  a  reasonable  basis.  Under  either  computation  method,  the  deter- 
mination of  the  gross  profit  percentage  is  to  be  made  on  the  basis 
of  the  employer's  experience  during  a  representative  period,  such 
as  the  prior  year. 

Services. — The  discount  exclusion  for  a  service  is  limited  to  20 
percent  of  the  selling  price  of  the  service;  there  is  no  profit  percent- 
age limitation.  The  selling  price  is  the  price  at  which  the  service  is 
provided  in  the  ordinary  course  of  business  to  customers  who  are 
not  employees.12 

Selling  price. — Regulations  under  section  61  for  the  valuation  of 
nonexcluded  discounts  provided  to  employees  are  to  provide  that  if, 
in  a  line  of  business,  a  discounted  price  is,  in  effect,  the  price  at 
which  a  product  or  service  is  offered  to  the  public  because  a  dis- 
count is  regularly  provided  by  the  employer  in  the  ordinary  course 
of  business  through  arrangements  negotiated  with  large  groups  of 
consumers  (e.g.,  to  all  members  of  professional  associations)  and 
substantial  sales  are  made  at  a  discount  under  these  agreements, 
then  the  fair  market  value  of  the  discounted  products  or  services  is 
to  be  measured  by  reference  to  the  regularly  discounted  group  sell- 
ing price.  In  such  a  case,  the  regularly  discounted  group  selling 
price  also  is  to  be  used  to  compute  the  limit  on  the  exclusion  for 
qualified  employee  discounts  on  services,  for  example,  so  that  an 
employee  includes  amounts  in  income  on  a  purchase  of  services  at 
a  discount  only  to  the  extent  that  the  price  charged  to  the  employ- 
ee was  less  than  80  percent  of  the  discounted  group  selling  price. 

sold  to  employees  is  the  price  at  which -the  merchandise  is  being  offered  by  the  employer  to 
customers  who  are  not  employees^  the  50-percent  discount  in  the  example  is  included  in  gross 
income.  Under  the  bill,  a  discount  of  40  percent  is  excluded  from  gross  income.  The  net  result  is 
that  10  percent  of  the  selling  price  is  included  in  the  employee's  gross  income. 

12  For  purposes  of  this  provision,  an  insurance  policy  is  considered  a  service.  Thus,  an  exclu- 
sion is  allowed  for  up  to  20  percent  of  the  price  of  the  policy.  This  exclusion  does  not  apply  to 
loans  given  by  financial  institutions  to  their  employees  at  a  discounted  rate  of  interest. 
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Leased  sections  of  department  stores 

In  cases  in  which  a  department  store  leases  floor  space  to  an- 
other employer  (such  as  a  cosmetics  firm),  and  employees  of  the 
lessee  engage  in  over-the-counter  sales  of  merchandise  which 
appear  to  the  public  to  be  made  by  department  store  employees, 
then,  for  purposes  of  the  exclusion  in  the  bill  for  qualified  employ- 
ee discounts,  the  leased  section  is  treated  as  part  of  the  line  of  busi- 
ness of  the  employer  operating  the  department  store,  and  the  em- 
ployees of  the  lessee  who  are  in  the  leased  section  are  treated  as 
employees  of  the  department  store.  Thus,  even  if  such  individuals 
selling  cosmetics  on  the  department  store  floor  are  actually  em- 
ployees of  the  cosmetic  company  rather  than  of  the  store,  they  are 
considered  employees  of  the  department  store  for  purposes  of  the 
exclusion  for  qualified  employee  discounts.  Accordingly,  if  these  in- 
dividuals in  the  leased  section  receive  from  the  store  a  qualified 
discount  on  their  purchases  of  goods  in  the  store  other  than  cos- 
metics, the  amount  of  the  discount  (subject  to  the  profit  percentage 
limitation)  is  excluded  from  income.  (Of  course,  the  exclusion  is  not 
available  to  other  employees  of  the  cosmetics  firm  who  do  not 
engage  in  over-the-counter  sales  in  the  leased  section  of  the  store.) 
Likewise,  because  the  cosmetic  section  itself  is  considered  part  of 
the  department  store  line  of  business,  any  qualified  discount  al- 
lowed to  department  store  employees  by  the  cosmetics  firm  to  pur- 
chase cosmetics  in  the  leased  section  is  excluded  (subject  to  the 
profit  percentage  limitation). 

4.  Working  Condition  Fringe  (Sec.  502  of  the  bill  and  new  Code 

sec.  132(d)) 

General  rules 

Under  the  bill,  the  fair  market  value  of  any  property  or  services 
provided  to  an  employee  of  the  employer  is  excluded  for  income 
and  employment  tax  purposes  to  the  extent  that  the  costs  of  the 
property  or  services  would  be  deductible  as  ordinary  and  necessary 
business  expenses  (under  Code  sees.  162  or  167)  if  the  employee  had 
paid  for  such  property  or  services.  The  nondiscrimination  rules  ap- 
plicable to  certain  other  provisions  of  Title  V  of  the  bill  do  not 
apply  as  a  condition  for  exclusion  as  a  working  condition  fringe, 
except  for  employee  parking  (as  described  below). 

Examples 

By  way  of  illustration,  the  value  of  use  by  an  employee  of  a  com- 
pany car  or  airplane  for  business  purposes  is  excluded  as  a  working 
condition  fringe.  (However,  use  of  a  company  car  or  plane  for  per- 
sonal purposes  is  not  excludable.  Merely  incidental  personal  use  of 
a  company  car,  such  as  a  small  detour  for  a  personal  errand,  might 
qualify  for  exclusion  as  a  de  minimis  fringe.)  As  another  example, 
assume  the  employer  subscribes  to  business  periodicals  for  an  em- 
ployee (e.g.,  a  brokerage  house  buys  a  financial  publication  for  its 
brokers).  In  that  case,  the  fair  market  value  of  the  subscriptions  is 
an  excluded  working  condition  fringe,  since  the  expense  could  have 
been  deducted  as  a  business  expense  if  the  employee  had  directly 
paid  for  the  subscription. 
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Examples  of  other  benefits  excluded  as  working  condition  fringes 
are  those  provided  by  an  employer  primarily  for  the  safety  of  its 
employees,  if  such  safety  precautions  are  considered  ordinary  and 
necessary  business  expenses.  For  example,  if  for  security  reasons 
the  U.S.  Government  or  a  private  business  provides  a  bodyguard  or 
car  and  driver  to  an  employee,  the  value  of  the  bodyguard  or  use  of 
the  car  and  driver  is  treated  as  a  working  condition  fringe  and 
hence  is  not  includible  in  income  of  the  employee.  Other  examples 
of  excluded  working  condition  fringes  are  employer  expenditures 
for  on-the-job  training  or  travel  by  an  employee  if  such  expendi- 
tures meet  the  present-law  requirements  for  deductibility  under 
section  162. 

In  contrast,  assume  that  an  employer  agrees  to  pay  the  real 
estate  broker's  commission  on  the  sale  of  an  employee's  house  to 
assist  the  employee  in  moving  to  another  job  site  for  the  employer. 
The  payment  of  the  commission  by  the  employer  is  not  excludable 
as  a  working  condition  fringe,  because  direct  payment  of  the  com- 
mission expense  by  the  employee  would  not  be  deductible  by  the 
employee  as  a  section  162  business  expense.13 

The  fair  market  value  of  the  use  of  consumer  goods  which  are 
manufactured  for  sale  to  nonemployee  customers  and  which  are 
provided  to  employees  for  product  testing  and  evaluation  outside 
the  employer's  office  is  excluded  as  a  working  condition  fringe  only 
if  (1)  consumer  testing  and  evaluation  of  the  product  is  an  ordinary 
and  necessary  business  expense  of  the  employer,  (2)  business  rea- 
sons necessitate  that  the  testing  and  evaluation  be  performed  off- 
premises  by  employees  (i.e.,  the  testing  and  evaluation  cannot  be 
carried  out  adequately  in  the  employer's  office  or  in  laboratory 
testing  facilities),  (3)  the  item  is  furnished  to  the  employee  for  pur- 
poses of  testing  and  evaluation,  (4)  the  item  is  made  available  to 
the  employee  for  no  longer  than  necessary  to  test  and  evaluate  its 
performance,  and  the  item  must  be  returned  to  the  employer  at 
completion  of  the  testing  and  evaluation  period,  (5)  the  employer 
imposes  limitations  on  the  employee's  use  of  the  item  which  signifi- 
cantly reduce  the  value  of  any  personal  benefit  to  the  employee, 
and  (6)  the  employee  must  submit  detailed  reports  to  the  employer 
on  the  testing  and  evaluation.  The  fifth  requirement  above  is  satis- 
fied, for  example,  if  (i)  the  employer  places  limitations  on  the  em- 
ployee's ability  to  select  among  different  models  or  varieties  of  the 
consumer  product  which  is  furnished  for  testing  and  evaluation 
purposes,  (ii)  the  employer's  policy  provides  for  the  employee,  in 
appropriate  cases,  to  purchase  or  lease  at  his  or  her  own  expense 
the  same  type  of  item  as  that  being  tested  (so  that  personal  use  by 
the  employee's  family  will  be  limited),  and  (iii)  the  employer  re- 
quires that  members  of  the  employee's  family  generally  cannot  use 
the  item.  If  products  are  furnished  under  a  testing  and  evaluation 
program  only  to  officers,  owners,  or  highly  compensated  employees, 
this  fact  may  be  considered  in  a  determination  of  whether  the 
goods  are  furnished  for  testing  and  evaluation  purposes  or  for  com- 
pensation purposes,  unless  the  employer  can  show  a  business 
reason  for  the  classification  of  employees  to  whom  the  products  are 


13  A  portion  of  this  amount  might  be  deductible,  however,  as  a  moving  expense  under  Code 
section  217. 
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furnished  (e.g.,  that  automobiles  are  furnished  for  testing  and  eval- 
uation by  an  automobile  manufacturing  company  to  its  design  engi- 
neers and  supervisory  mechanics.) 

Employee  parking 

Under  a  special  rule  in  the  bill,  the  fair  market  value  of  free  or 
reduced-cost  parking  provided  to  an  employee  on  or  near  the  busi- 
ness premises  of  the  employer  is  excludable  as  a  working  condition 
fringe.  For  officers,  owners,  or  highly  compensated  employees,  how- 
ever, this  exclusion  applies  only  if  such  parking  is  available  on  a 
nondiscriminatory  basis  (see  description  below  of  the  nondiscrimi- 
nation rules  of  the  bill). 

Demonstration  use  by  auto  salespersons 

Under  a  special  rule,  the  fair  market  value  of  any  use  of  .  an  em- 
ployer-provided automobile  by  an  automobile  salesperson  in  the  ge- 
ographic sales  area  in  which  the  dealer's  sales  office  is  located  is 
an  excludable  working  condition  fringe  if  (1)  such  use  of  the  car  is 
provided  primarily  for  the  purpose  of  facilitating  the  salesperson's 
performance  of  services  for  the  employer,  and  (2)  there  are  substan- 
tial restrictions  on  the  personal  use  of  the  car  by  the  salesperson. 
For  example,  if  an  auto  salesperson  is  required  to  have  a  car  avail- 
able for  snowing  to  customers  during  working  hours,  is  required  to 
drive  the  make  of  car  which  the  auto  dealer  sells,  is  limited  in  the 
amount  of  miles  he  or  she  may  drive  the  auto,  may  not  store  per- 
sonal possessions  in  the  auto,  and  is  prohibited  from  using  the  car 
for  vacation  trips,  then  use  of  the  car  in  the  sales  area  qualifies  for 
the  exclusion  under  the  bill. 

5.  De  Minimis  Fringe  (Sec.  502  of  the  bill  and  new  Code  sec. 

132(e)) 

General  rules 

Under  the  bill,  if  the  fair  market  value  of  any  property  or  a  serv- 
ice that  otherwise  would  be  a  fringe  benefit  includible  in  gross 
income  is  so  small  that  accounting  for  the  property  or  service 
would  be  unreasonable  or  administratively  impracticable,  the  value 
is  excluded  for  income  and  employment  tax  purposes.  The  nondis- 
crimination rules  applicable  to  certain  other  provisions  of  the  bill 
do  not  apply  as  a  condition  for  exclusion  of  property  or  a  service  as 
a  de  minimis  fringe,  except  for  subsidized  eating  facilities  (as  de- 
scribed below). 

In  determining  whether  the  de  minimis  exclusion  applies,  the 
fair  market  values  of  all  property  or  services  provided  to  an  indi- 
vidual during  a  calendar  year  are  to  be  aggregated,  except  for  (1) 
property  or  services  that  are  excluded  from  taxation  under  another 
specific  statutory  exclusion  provision  of  the  Code,  as  amended  by 
this  bill  (such  as  health  benefits  or  qualified  employee  discounts) 
and  (2)  any  nonexcluded  property  or  service  provided  to  the  em- 
ployee that  (without  regard  to  the  aggregation  rule)  does  not  quali- 
fy as  a  de  minimis  fringe  because  the  value  of  the  individual  item 
is  too  large. 

To  illustrate,  benefits  which  generally  are  excluded  from  income 
and  employment  taxes  as  de  minimis  fringes  (without  regard  to  the 
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aggregation  rule)  include  the  typing  of  personal  letters  by  a  compa- 
ny secretary,  occasional  personal  use  of  the  company  copying  ma- 
chine, monthly  transit  passes  provided  at  a  discount  not  exceeding 
$15,  occasional  company  cocktail  parties  or  picnics  for  employees, 
occasional  supper  money  or  taxi  fare  because  of  overtime  work,  tra- 
ditional holiday  gifts  of  property  with  a  low  fair  market  value,  oc- 
casional theatre  or  sporting  event  tickets,  and  coffee  and  dough- 
nuts furnished  to  employees. 

Subsidized  eating  facilities 

If  an  employer  provides  and  operates  an  eating  facility  for  its 
employees  on  or  near  the  employer's  business  premises  and  if  reve- 
nue derived  from  the  facility  normally  equals  or  exceeds  the  direct 
operating  costs  of  the  facility,  the  excess  of  the  value  of  the  meals 
over  the  fees  charged  to  employees  is  excluded  under  the  bill  if  the 
nondiscrimination  rules  (see  description  below)  are  satisfied.  (Free 
meals  provided  on  an  employer's  premises  to  employees  for  the 
convenience  of  the  employer  are  excludable  from  income  to  the 
extent  provided  by  present-law  section  119,  which  is  not  amended 
by  this  bill.)  While  the  benefits  provided  to  a  particular  employee 
who  eats  regularly  at  such  a  facility  may  not  qualify  as  a  de  mini- 
mis fringe  absent  this  rule,  the  recordkeeping  difficulties  involved 
in  identifying  which  employees  ate  which  meals  on  particular  days, 
as  well  as  the  values  and  costs  for  each  such  meal,  led  the  commit- 
tee to  conclude  that  a  general  exclusion  should  be  provided  for  sub- 
sidized eating  facilities  as  defined  in  the  bill. 

6.  Qualified  Tuition  Reductions  (Sec.  503  of  the  bill  and  Code  sec. 

117) 

The  bill  adds  a  new  provision  to  Code  section  117  (relating  to 
scholarship  and  fellowship  grants)  to  exclude,  for  income  and  em- 
ployment tax  purposes,  the  amount  of  qualified  tuition  reductions, 
including  cash  grants  for  tuition,  provided  to  an  employee  of  an 
educational  institution  (as  defined  in  Code  sec.  170(b)(l)(A)(ii)).  This 
new  provision  supersedes,  as  of  the  effective  date  of  the  provision, 
the  existing  regulation  relating  to  tuition  remission  (Reg.  sec.  1.117- 
3(a),  last  sentence).  To  qualify  for  the  exclusion,  the  tuition  reduc- 
tions must  be  made  available  to  employees  on  a  nondiscriminatory 
basis  (see  description  below  of  the  nondiscrimination  rules  of  the 
bill). 

The  bill  provides  an  exclusion  for  two  categories  of  tuition  reduc- 
tion. The  first  category  applies  only  to  tuition  for  education  at  the 
elementary,  secondary,  or  undergraduate  levels  and  applies  wheth- 
er the  education  is  at  the  employer  educational  institution  or  at 
another  educational  institution.  The  exclusion  for  the  first  category 
is  available  only  for  tuition  reductions  for  the  education  of  (1)  an 
individual  who  is  currently  employed  by  the  educational  institu- 
tion; (2)  an  individual  who  separated  from  service  with  the  educa- 
tional institution  by  reason  of  retirement  or  disability;  and  (3)  a 
widow  or  widower  of  an  individual  who  died  while  employed  by  the 
educational  institution  or  of  an  individual  who  had  separated  from 
service  with  the  educational  institution  by  reason  of  retirement  or 
disability.  Also,  the  education  may  be  provided  to  the  spouse  or  a 
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dependent  child  of  an  individual  described  in  the  previous  sen- 
tence.14 

The  second  category  of  tuition  reduction  for  which  the  bill  pro- 
vides an  exclusion  is  the  reduction  in  tuition  provided  to  an  em- 
ployee of  an  educational  institution  for  the  education  of  the  em- 
ployee at  the  graduate  level,  only  at  the  employer  educational  in- 
stitution, if  the  employee  is  a  teaching  or  research  associate  or  as- 
sistant at  that  institution.  An  exclusion  is  not  available  with  re- 
spect to  any  tuition  reduction  provided  for  education  at  the  gradu- 
ate level  of  a  former  employee  or  the  spouse  or  dependents  of  a 
current  or  former  employee. 1 5 

The  qualified  tuition  reduction  provision  of  the  bill  applies  with 
respect  to  education  furnished  after  June  30,  1984.  The  committee 
intends  that  present  practice  with  respect  to  the  tax  treatment  of 
tuition  reduction  provided  to  employees  of  educational  institutions 
is  to  remain  unchanged  until  this  provision  is  effective. 

7.  Athletic  Facilities  (Sec.  502  of  the  bill  and  new  Code  sec. 

132(h)(5)) 

In  general,  the  fair  market  value  of  any  on-premises  athletic  fa- 
cility provided  and  operated  by  an  employer  for  its  employees, 
where  substantially  all  the  use  of  the  facility  is  by  employees  of  the 
employer  (or  their  spouses  or  dependent  children16),  is  excluded 
under  the  bill  for  income  and  employment  tax  purposes.  The  ath- 
letic facility  need  not  be  in  the  same  location  as  the  business  prem- 
ises of  the  employer,  but  must  be  located  on  premises  of  the  em- 
ployer and  may  not  be  a  facility  for  residential  use.  Examples  of 
athletic  facilities  are  swimming  pools,  gyms,  tennis  courts,  and  golf 
courses. 

The  exclusion  for  certain  employer-provided  athletic  facilities 
does  not  apply  to  the  providing  of  memberships  in  a  country  club 
or  similar  facility  unless  the  facility  itself  is  owned  and  operated  by 
the  employer  and  satisfies  the  employee-use  and  other  require- 
ments for  the  exclusion.  Thus,  where  no  exclusion  is  available 
under  this  provision,  the  fair  market  value  of  such  country  club 
membership  is  includible  in  the  income  of  the  employee  who  is  pro- 
vided with  membership,  and  is  deductible  to  the  extent  permitted 
by  present-law  sections  162  and  274. 

A  nondiscrimination  requirement  is  not  provided  in  the  bill  as  a 
condition  for  this  exclusion,  because  present  law  (Code  sec.  274) 
denies  a  deduction  to  the  employer  for  costs  attributable  to  a  facili- 
ty which  is  primarily  for  the  benefit  of  officers,  owners,  or  highly 
compensated  employees. 

8.  Nondiscrimination  Rules 

To  qualify  under  the  bill  for  the  exclusions  for  no-additional-cost 
services,  qualified  employee  discounts,  employee  parking  or  eating 


14  For  this  purpose,  dependent  child  means  any  child  (as  defined  in  Code  sec.  151(e)(3))  of  the 
employee  who  is  a  dependent  of  the  employee  or  both  of  whose  parents  have  died.  A  child  of 
divorced,  etc.,  parents  to  whom  section  152(e)  applies  is  treated  as  a  dependent  of  both  parents. 

15  The  exclusion  for  the  second  category  of  tuition  reduction  was  not  provided  in  H.R.  4170  as 
orginally  reported. 

16  See  note  6,  supra. 
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facilities,  or  qualified  tuition  reductions,  the  benefit  must  be  availa- 
ble on  substantially  the  same  terms  to  each  member  of  a  group  of 
employees  which  is  defined  under  a  reasonable  classification  set  up 
by  the  employer  that  does  not  discriminate  in  favor  of  officers, 
owners,  or  highly  compensated  employees  (the  "highly  compensat- 
ed group").  If  the  availability  of  the  fringe  benefit  does  not  satisfy 
this  nondiscrimination  test,  the  exclusion  applies  only  to  those  em- 
ployees (if  any)  who  receive  the  benefit  and  who  are  not  members 
of  the  highly  compensated  group.  For  example,  if  an  employer 
offers  a  20-percent  discount  (which  otherwise  satisfies  the  require- 
ments for  a  qualified  employee  discount)  to  rank-and-file  employees 
and  a  35-percent  discount  to  the  highly  compensated  group,  the 
entire  value  of  the  35-percent  discount  (not  just  the  excess  over  20 
percent)  is  includible  in  gross  income  and  wages  of  the  members  of 
the  highly  compensated  group  who  make  purchases  at  a  discount. 

The  determination  of  whether  a  particular  classification  is  rea- 
sonable depends  on  the  facts  and  circumstances  involved.  A  classifi- 
cation that,  on  its  face,  makes  benefits  available  only  to  officers, 
owners,  or  highly  compensated  employees  is  per  se  discriminatory, 
and  no  exclusion  is  available  to  the  highly  compensated  group 
members  for  the  value  of  such  benefits.  On  the  other  hand,  an  em- 
ployer could  establish  a  classification  that  is  based  on  certain  ap- 
propriate factors,  such  as  Seniority,  full-time  vs.  part-time  employ- 
ment, or  job  description,  provided  that  the  effect  of  the  classifica- 
tion is  nondiscriminatory.  Under  a  special  rule,  availability  of  a  tu- 
ition reduction  benefit  only  to  those  employees  of  an  educational 
organization  who  are  faculty  members  is  not  a  discriminatory  clas- 
sification. A  determination  that  a  classification  is  reasonable  for 
purposes  of  applying  the  nondiscrimination  rules  of  this  bill  is  not 
to  be  taken  as  an  indicatio  as  to  whether  or  not  the  classification  is 
reasonable  for  purposes  of  applying  other  nondiscrimination  rules 
in  the  Code,  such  as  the  rules  in  section  401(a)(4)  for  qualified 
plans. 

Thus,  for  example,  if  an  employer  makes  free  or  reduced-cost 
parking  available  to  all  its  employees  according  to  seniority  or  on  a 
"first-come,  first-served"  basis,  and  if  those  employees  who  obtain 
parking  constitute  a  fair  cross-section  of  all  employees,  then  the 
fair  market  value  of  the  parking  provided  is  excluded  under  the 
bill.  A  preferential  assignment  to  highly  compensated  group  mem- 
bers of  parking  space  when  made  for  legitimate  business  reasons 
(such  as  a  need  to  use  their  cars  for  sales  trips  or  plant  inspections 
during  the  work  day)  does  not  itself  violate  the  nondiscrimination 
rule,  provided  that  any  remaining  parking  spaces  are  available  to 
employees  on  a  nondiscriminatory  basis.  Further,  in  a  situation 
where  parking  space  is  made  available  on  a  nondiscriminatory 
basis,  the  assignment  of  particular  locations  within  the  parking  fa- 
cility does  not  have  to  be  made  on  a  nondiscriminatory  basis.  On 
the  other  hand,  if  an  employer  provides  free  or  reduced-cost  park- 
ing only  to  highly  compensated  employees  without  legitimate  busi- 
ness reasons,  the  fair  market  value  of  the  parking  is  not  excluded 
for  those  highly  compensated  employees. 

Another  example  of  a  fringe  benefit  to  which  the  nondiscrimina- 
tion requirement  applies  is  the  provision  by  retail  stores  of  dis- 
counts to  employees  and  their  families.  Suppose  that  a  store  makes 
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this  benefit  available  only  to  executives  and  salespersons,  but  not 
to  employees  in  other  categories,  such  as  clerical  and  maintenance. 
To  determine  whether  such  a  classification  would  be  discriminato- 
ry in  this  particular  case,  all  employees  of  the  store  would  be  divid- 
ed into  categories  according  to  their  level  of  compensation.  If  the 
j    number  of  the  most  highly  compensated  employees  to  whom  the 
benefit  is  available,  as  a  proportion  of  all  employees  in  that  catego- 
!    ry,  were  not  substantially  higher  than  the  corresponding  propor- 
I    tions  for  the  remaining  categories  of  employees,  then  the  classifica- 
tion would  not  be  considered  to  be  one  that  discriminated  in  favor 
of  the  highly  compensated. 

For  purposes  of  the  nondiscrimination  rule,  the  determination  of 
which  employees  are  highly  compensated  would  depend  on  the 
!    facts  and  circumstances  of  the  case,  but  could  rely  on  Treasury  De- 
partment guidelines.  Examples  of  such  guidelines  could  be  that  em- 
i    ployees  with  compensation  above,  for  example,  a  specific  percentile 
I    in  the  employer's  compensation  distribution  or  above,  for  example, 
a  specific  annual  rate,  or  both,  are  to  be  treated  as  highly  compen- 
sated. Such  guidelines  could  vary  by  industry  and  could  reflect 
unique  characteristics  of  particular  employers  or  particular  indus- 
try categories  of  employment.  The  committee  intends  that,  insofar 
as  practicable,  the  Internal  Revenue  Service  is  to  issue  advance  de- 
terminations as  to  whether  the  nondiscrimination  requirements  of 
the  bill  are  met  in  the  case  of  employers,  such  as  nonprofit  organi- 
zations, to  which  similar  requirements  in  other  sections  of  the  Code 
have  not  frequently  been  applied. 

The  nondiscrimination  rules  do  not  apply  to  a  working  condition 
fringe  (other  than  parking)  or  a  de  minimis  fringe  (other  than  sub- 
sidized eating  facilities).  For  example,  if  an  employer  for  valid  busi- 
ness reasons  makes  a  bodyguard  available  only  to  its  executives, 
the  working  condition  fringe  exclusion  applies  even  though  the 
availability  of  the  benefit  would  not  satisfy  the  nondiscrimination 
rules  of  the  bill. 

9.  Other  Rules 

Definition  of  employer 

For  purposes  of  new  Code  section  132,  all  employees  of  all  corpo- 
rations that  are  members  of  a  controlled  group  of  corporations 
(within  the  meaning  of  Code  sec.  414(b)),  all  employees  of  all  trades 
or  businesses  (whether  or  not  incorporated)  under  common  control 
(sec.  414(c)),  or  all  employees  of  an  affiliated  service  group  (sec. 
414(m))  are  treated  as  employed  by  a  single  employer.  Consequent- 
ly, if  a  chain  of  retail  hardware  stores  separately  incorporates  each 
hardware  store  as  a  wholly  owned  subsidiary  of  one  corporation, 
I    the  employees  of  one  subsidiary  may  receive  qualified  employee 
;    discounts  from  stores  operated  by  the  other  subsidiaries  (since  all 
j    such  hardware  stores  are  in  the  same  line  of  business).  Similarly, 
the  nondiscrimination  rules  are  applied  under  the  bill  by  aggregat- 
|    ing  related  employers,  but  without  aggregating  employees  in  differ- 
ent lines  of  business  (as  defined  above  in  the  descriptions  of  the  ex- 
clusions for  no-additional-cost  services  and  qualified  employee  dis- 
|  counts). 

! 
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Under  the  bill,  the  aggregation  of  commonly  controlled,  etc.,  em- 
ployers does  not  change  the  other  requirements  for  exclusion.  For 
example,  if  a  controlled  group  of  corporations  consists  of  two  corpo- 
rations whose  products  are  in  different  industry  groups,  they  are 
not  considered  as  consisting  of  a  single  line  of  business  even  though 
treated  as  one  employer.  Thus,  for  example,  a  qualified  employee 
discount  received  from  a  related  employer  is  excludable  only  if  that 
employer  is  engaged  in  the  same  line  of  business  as  that  in  which 
the  employee  works. 

Nonapplicability  to  certain  fringe  benefits 

A  benefit  is  not  excludable  under  new  Code  section  132  (except 
pursuant  to  the  exclusion  for  de  minimis  benefits)  if  another  sec- 
tion of  the  Internal  Revenue  Code  provides  rules  for  the  tax  treat- 
ment of  that  general  type  of  benefit.  For  example,  the  fair  market 
value  of  day  care  services  provided  to  an  employee  is  excludable 
only  pursuant  to  the  provisions  of  Code  section  129.  If  in  a  particu- 
lar situation  such  services  do  not  qualify  for  exclusion  under  sec- 
tion 129  (e.g.,  because  the  nondiscrimination  requirements  of  that 
section  are  not  met),  no  exclusion  is  available  under  the  bill  (other 
than  the  de  minimis  exclusion). 

Correspondingly,  the  provisions  of  section  132  do  not  modify  any 
present-law  statutory  exclusions  (except  to  the  extent  that  the  bill 
modifies  the  definition  of  cafeteria  plans  under  sec.  125).  For  exam- 
ple, Code  section  119  excludes  from  the  gross  income  of  an  employ- 
ee the  value  of  meals  furnished  on  the  employer's  business  prem- 
ises for  the  convenience  of  the  employer.  Under  Treasury  regula- 
tions, meals  provided  free  of  charge  are  treated  as  furnished  for 
the  employer's  convenience  if  the  meals  are  furnished  for  a  sub- 
stantial noncompensatory  business  reason  of  the  employer.  For  ex- 
ample, on-premises  meals  satisfy  this  requirement  if  furnished  so 
that  the  employee  is  available  for  emergency  calls  during  meal  pe- 
riods, if  employees  are  restricted  to  a  short  meal  period  which  pre- 
cludes eating  out,  or  if  there  are  insufficient  eating  facilities  in  the 
vicinity  (Treas.  Reg.  sec.  1.1 194(a)).  The  bill  does  not  affect  the 
present-law  exclusion  provisions  of  section  119. 

10.  Cafeteria  Plans  (Sec.  502(b)  of  the  bill  and  Code  sec.  125) 

The  bill  amends  the  definition  of  cafeteria  plans  for  purposes  of 
Code  section  125  to  provide  that  such  plans  may  offer  employees 
choices  only  among  cash  or  those  fringe  benefits  (other  than  schol- 
arships or  fellowships,  educational  assistance,  vanpooling,  and 
those  benefits  excludable  under  provisions  of  the  bill)  that  are  ex- 
cludable from  gross  income  under  a  specific  section  of  the  Internal 
Revenue  Code. 

For  this  purpose,  group-term  life  insurance  that  is  includible  in 
income  only  because  the  amount  of  the  insurance  exceeds  $50,000 
or  because  the  insurance  is  on  the  life  of  the  employee's  spouse  or 
children  is  treated  as  a  nontaxable  benefit.  With  respect  to  vaca- 
tion days  offered  under  a  cafeteria  plan,  vacation  days  which 
cannot  be  used  or  cashed  out  in  a  later  calendar  or  plan  year  also 
are  to  be  treated  as  a  nontaxable  benefit.  However,  vacation  days 
which  may  be  used  or  cashed  out  in  a  later  year  are  to  be  treated 
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as  deferred  compensation  which  may  not  be  offered  under  a  cafete- 
ria plan. 

11.  Treasury  Regulations  (Sec.  502  of  the  bill  and  new  Code  sec. 

132(k)) 

Treasury  regulations  are  to  be  issued  to  implement  the  provi- 
sions of  this  bill.  Such  regulations  must  be  consistent  with  the  lan- 
guage of  the  bill  and  with  the  legislative  history  (as  reflected,  in 
part,  in  the  committee  reports  on  the  bill).  Thus,  any  example  of  a 
fringe  benefit  which  the  reports  state  is  excluded  under  the  bill 
from  income  and  wages  must  be  so  treated  in  the  regulations. 

Any  fringe  benefit  that  does  not  qualify  for  exclusion  under  the 
bill  (for  example,  free  or  discounted  goods  or  services  that  are  made 
available  by  the  employer  only  to  corporate  officers)  or  under  an- 
other specific  statutory  fringe  benefit  provision  is  includible  in 
gross  income  (under  Code  sections  61  and  83)  for  income  tax  pur- 
poses, and  subject  to  income  tax  withholding,  FICA,  and  FUTA,  at 
the  excess  of  its  fair  market  value  over  any  amount  paid  by  the 
employee  for  the  benefit.  For  purposes  of  assisting  both  taxpayers 
and  the  IRS,  the  Treasury  is  to  issue  regulations  setting  forth  ap- 
propriate and  helpful  rules  for  the  valuation  of  taxable  fringe  bene- 
fits, and  coordinating  the  applications  of  sections  61  and  83. 

The  committee  notes  that  noncash  remuneration  generally  is  al- 
ready subject  to  FICA,  FUTA,  and  income  tax  withholding  under 
present  law.  It  is  intended  that,  in  the  absence  of  a  specific  statu- 
tory provision  to  the  contrary,  the  regulations  under  these  provi- 
sions are  to  be  revised  to  make  clear  that  remuneration  for  em- 
ployment should  not  be  exempt  from  these  employment  taxes 
merely  because  the  remuneration  is  paid  in  the  form  of  property  or 
services  rather  than  cash.  Since  the  statutory  term  "remunera- 
tion" is  to  be  interpreted  broadly  to  include  compensation  for  serv- 
ices which  have  been  performed,  noncash  benefits  (such  as  allow- 
ances for  meals  when  the  employee  is  not  away  from  home  over- 
night) which  are  not  excluded  under  the  provisions  of  this  bill  or 
other  statutory  provisions  are  to  be  subject  to  these  employment 
taxes.  This  broad  interpretation  of  remuneration  is  especially  im- 
portant in  the  case  of  FICA,  for  which  withholding  is  generally  the 
only  collection  method  available.  In  providing  guidance  to  employ- 
ers concerning  the  time  at  which  noncash  remuneration  is  consid- 
ered to  be  paid  by  the  employer  and  thus  subject  to  employment 
taxes,  the  regulations  are  to  allow  sufficient  flexibility  to  minimize 
administrative  problems  which  employers  may  have  in  complying 
with  the  law. 

The  committee  understands  that  under  established  practices  in 
certain  industries,  employers  may  make  available  to  employees 
damaged,  distressed,  or  returned  goods  at  a  price  which  equals  or 
exceeds  the  fair  market  value  of  such  items  but  which  may  be  less 
than  the  cost  to  the  employer  of  the  items  before  being  damaged, 
etc.  In  such  situations,  no  amount  is  to  be  includible  in  the  employ- 
ee's income  where  the  purchase  price  paid  by  the  employee  equals 
or  exceeds  the  fair  market  value  of  the  item. 

Under  existing  Code  provisions  and  section  61  regulations,  bene- 
fits to  military  personnel  such  as  subsistence,  housing,  and  uniform 
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allowances  are  excludable  from  income  (see  Treas.  Reg.  sec.  1.61- 
2(b)).  This  bill  does  not  make  any  change  in  existing  excludable 
military  benefits.  Thus,  for  example,  the  value  of  discounts  at  mili- 
tary commissaries  is  to  be  considered  as  provision  of  subsistence 
under  existing  regulations  and  fully  excludable  without  regard  to 
the  bill. 

D.  Effective  Date 

The  provisions  of  the  bill  generally  take  effect  on  January  1, 
1984,  except  that  the  exclusion  for  qualified  tuition  reductions  (sec. 
503  of  the  bill)  applies  with  respect  to  education  furnished  after 
June  30,  1984. 

E.  Revenue  Effect 

It  is  estimated  that  the  provisions  of  title  V  of  the  bill  will  have 
no  significant  revenue  effect.  The  bill  serves  to  codify  many  present 
practices  under  which  employers  provide  their  own  products  and 
services  tax-free  to  a  broad  group  of  employees. 


TITLE  VI— TECHNICAL  CORRECTIONS  PROVISIONS 

The  Technical  Corrections  Act  of  1984  contains  technical,  cleri- 
cal, conforming  and  clarifying  amendments  to  provisions  enacted 
by  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982,  the  Sub- 
chapter S  Revision  Act  of  1982,  the  Highway  Revenue  Act  of  1982, 
the  Social  Security  Amendments  of  1983  and  other  recently  en- 
acted tax  legislation.  All  amendments  made  by  the  title  are  meant 
to  carry  out  the  intent  of  Congress  in  enacting  the  original  legisla- 
tion. Therefore,  no  separate  "Reasons  for  Change"  is  set  forth  for 
each  individual  amendment. 

A.  Technical  Corrections  to  the  Tax  Provisions  of  the  Tax  Equity 
and  Fiscal  Responsibility  Act  of  1982 

1.  Alternative  minimum  tax  (sec.  611(a)  of  the  bill  and  sees.  55-58 
of  the  Code) 

Present  Law 

TEFRA1  added  several  new  tax  preferences  and  made  certain 
other  modifications  to  the  individual  alternative  minimum  tax. 
This  tax  is  computed  at  a  20-percent  rate  and  is  payable  to  the 
extent  it  exceeds  the  taxpayer's  regular  tax.  Regular  tax  generally 
means  the  taxpayer's  income  tax  liability  reduced  by  nonrefund- 
able credits.  TEFRA  generally  allowed  individuals  to  elect  to  take 
ACRS  deductions  and  the  investment  tax  credit  with  respect  to  in- 
tangible drilling  costs.  Also  TEFRA  provided  that  the  circulation 
expense  deduction,  to  the  extent  it  exceeded  a  deduction  based  on 
10-year  amortization,  was  a  tax  preference  for  individuals. 

Explanation  of  Provision 

In  order  that  a  taxpayer  may  not  avoid  recapture  of  investment 
tax  credit  on  disposition  of  investment  credit  property  by  reason  of 
being  subject  to  the  alternative  minimum  tax,  the  bill  clarifies  that 
the  amount  of  investment  credit  recapture  is  not  included  in  the 
taxpayer's  regular  tax  for  purposes  of  computing  alternative  mini- 
mum liability.  As  a  result,  the  recapture  tax  will  be  a  liability  in 
addition  to  the  taxpayer's  alternative  minimum  tax  and  regular 
|  tax. 

Also,  the  bill  provides  that  the  election  to  take  ACRS  deductions 
1  and  the  investment  credit  in  lieu  of  expensing  intangible  drilling 
!  costs  would  not  be  available  with  respect  to  oil,  gas  and  geothermal 
j  wells  which  are  not  located  in  the  United  States,  since  the  invest- 
ment credit  is  generally  not  allowable  for  property  used  outside  the 
I    United  States. 

1  The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (P.L.  97-248). 
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Further,  the  bill  amends  the  circulation  expense  tax  preference 
provisions  by  providing  a  3-year  amortization  period  (rather  than 
the  10-year  period)  for  individuals  to  amortize  circulation  expenses 
and  to  measure  the  tax  preference  where  the  expenses  are  deduct- 
ed in  full  under  section  173. 

Finally  the  bill  clarifies  that  items  of  income  and  deductions 
from  a  limited  business  interest  are  taken  into  account  in  comput- 
ing net  investment  income  for  purposes  of  the  limitation  on  "below 
the  line"  interest  deductions,  whether  or  not  the  deductions  from 
any  limited  business  interest  exceed  the  income  from  that  interest. 

2.  Casualty  loss  deduction  (sec.  611(c)  of  the  bill  and  sec.  165  of 

the  Code) 

Present  Law 

TEFRA  provided  that  the  itemized  deduction  for  nonbusiness  cas- 
ualty and  theft  losses  is  allowed  only  to  the  extent  the  losses 
exceed  10  percent  of  the  taxpayer's  adjusted  gross  income.  In  deter- 
mining adjusted  gross  income,  the  deduction  for  capital  gain  (under 
sec.  1202)  is  allowed.  Where  a  taxpayer's  recognized  gains  from  cer- 
tain involuntary  conversions  or  other  casualty  losses  are  in  excess 
of  the  recognized  losses  for  those  transactions  for  a  taxable  year, 
the  taxpayer's  capital  gains  deduction  for  that  year,  and  therefore 
his  or  her  adjusted  gross  income,  may  depend  on  the  amount  of 
casualty  loss  which  is  allowable  as  a  deduction  (sec.  1231).  Thus,  in 
certain  circumstances,  the  computation  of  the  casualty  loss  deduc- 
tion may  not  be  mathematically  determinable  because  of  the  inter- 
relationship with  the  adjusted  gross  income  determination. 

Explanation  of  Provision 

In  order  to  break  this  circular  computation,  the  bill  provides  that 
adjusted  gross  income,  for  purposes  of  computing  the  10-percent 
floor  for  the  casualty  loss  deduction,  is  determined  without  regard 
to  the  application  of  section  1231  to  gain  or  loss  from  involuntary 
conversions  arising  from  casualty  or  theft. 

The  bill  also  clarifies  that  the  adjusted  gross  income  limitation 
applies  to  estates  and  trusts. 

3.  Corporate  minimum  tax  (sec.  612(a)  of  the  bill  and  sec.  291  of 

the  Code) 

Present  Law 

TEFRA  provided  a  15-percent  cutback  in  certain  corporate  tax 
preferences.  These  preferences  include  section  1250  recapture  on 
real  estate,  mining  exploration  and  development  costs,  interest  in- 
curred by  financial  institutions  to  carry  certain  tax-exempt  obliga- 
tions, and  intangible  drilling  costs  of  integrated  oil  companies. 

Explanation  of  Provision 

The  bill  provides  that  the  additional  gain  recognized  as  ordinary 
income  on  the  disposition  of  section  1250  property  under  the  cut- 
back provision  is  treated,  for  all  purposes  of  the  Code  (such  as  sec- 
tions 170,  341,  453B  and  751),  in  the  same  manner  as  other  section 
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1250  gain.  Since  the  investment  tax  credit  is  generally  not  allowed 
for  property  used  outside  the  United  States,  the  bill  provides  that 
no  investment  credit  is  allowed  for  mineral  exploration  and  devel- 
opment costs  with  respect  to  mineral  deposits  located  outside  the 
United  States.  The  bill  clarifies  that,  for  purposes  of  applying  the 
preference  cutback  with  respect  to  interest  of  financial  institutions 
used  to  carry  tax-exempt  bonds,  amounts  paid  in  respect  of  depos- 
its, investment  certificates,  or  withdrawable  or  repurchased  shares 
are  treated  as  interest,  whether  or  not  designated  as  interest.  Fi- 
nally, the  bill  clarifies  the  language  providing  for  the  36-month  am- 
ortization of  drilling  and  mining  costs  which  are  otherwise  disal- 
lowed by  the  section. 

4.  Investment  tax  credit  basis  adjustment  (sec.  612(b)  of  the  bill 

and  sec.  48(q)  of  the  Code) 

Present  Law 

TEFRA  provided  a  basis  adjustment  for  property  with  respect  to 
which  the  investment  tax  credit  is  allowed. 

Explanation  of  Provision 

The  bill  clarifies  that  the  basis  of  an  interest  in  a  partnership  or 
S  corporation  is  adjusted  to  reflect  a  partner's  or  shareholder's 
share  of  the  required  adjustments  to  the  basis  of  partnership  or  S 
corporation  property  when  investment  credits  are  either  allowed  or 
recaptured.  No  double  basis  reductions  are  intended. 

5.  Construction  period  interest  and  taxes  (sec.  612(c)  of  the  bill 

and  sec.  189  of  the  Code) 

Present  Law 

TEFRA  provided  that  corporations  must  capitalize  construction 
period  interest  and  taxes  with  respect  to  nonresidential  real  prop- 
erty. 

Explanation  of  Provision 

The  bill  clarifies  that  construction  period  interest  and  taxes  with 
respect  to  dwelling  units  in  a  cooperative  housing  corporation  (as 
defined  in  sec.  216)  is  exempt  from  the  capitalization  requirement, 
since  that  property  is  residential  property. 

6.  Leasing  (sec.  612(d)  and  (g)  the  bill,  sec.  168  of  the  Code,  and 

sees.  210  and  217(e)  of  TEFRA) 

a.  Mass  commuting  vehicles 

Present  Law 

In  general,  TEFRA  modified  the  safe-harbor  leasing  rules  for 
leases  entered  into  or  property  placed  in  service  after  July  1,  1982, 
and  repealed  safe-harbor  leasing  for  leases  entered  into  after  De- 
cember 31,  1983.  However,  the  TEFRA  modifications  and  repeal  of 
the  safe-harbor  leasing  rules  do  not  apply  to  qualified  mass  com- 
muting vehicles.  A  qualified  mass  commuting  vehicle  must  be  fi- 
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nanced  in  whole  or  in  part  by  obligations  the  interest  on  which  is 
excludable  from  income. 

TEFRA  also  included  a  provision  to  specifically  designate  ferries 
as  mass  commuting  vehicles.  The  effective  date  of  this  provision 
was  generally  for  obligations  issued  after  the  date  of  enactment  of 
TEFRA. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  safe-harbor  leasing,  the 
provision  designating  ferries  as  mass  commuting  vehicles  applies  to 
agreements  entered  into  after  the  date  of  enactment  of  TEFRA, 
without  regard  to  the  date  on  which  obligations  were  issued. 

b.  Motor  vehicle  leases 

Present  Law 

Prior  to  the  enactment  of  TEFRA,  the  Internal  Revenue  Service 
took  the  position  that  the  presence  of  a  terminal  rental  adjustment 
clause  in  a  motor  vehicle  lease  would  cause  the  transaction  to  be 
treated  as  a  conditional  sale  for  tax  purposes.2  However,  TEFRA 
provided  that  the  presence  of  a  terminal  rental  adjustment  clause 
is  not  to  be  taken  into  account  in  determining  whether  an  agree- 
ment is  a  lease.  The  TEFRA  provision  was  intended  to  prevent  the 
Internal  Revenue  Service  from  retroactively  denying  lease  treat- 
ment for  certain  motor  vehicle  leases.  The  TEFRA  provision  does 
not  address  the  legal  effect  of  a  terminal  rental  adjustment  clause, 
nor  does  it  prevent  the  issuance  of  regulations  addressing  the  legal 
effect  of  these  clauses  on  a  prospective  basis.3  The  TEFRA  provi- 
sion applies  only  to  operating  leases  in  which  the  lessee  uses  the 
property  for  business  purposes,  and  if  the  lessor  acquires  the  prop- 
erty with  cash  or  recourse  indebtedness.  The  TEFRA  provision  de- 
fines a  terminal  rental  adjustment  clause  as  a  provision  of  an 
agreement  that  permits  or  requires  the  rental  price  to  be  adjusted 
upward  or  downward  by  reference  to  the  amount  realized  by  the 
lessor  under  the  agreement  upon  sale  or  other  disposition  of  the 
property. 

Explanation  of  Provision 

The  bill  makes  two  clarifying  amendments  to  the  TEFRA  provi- 
sion for  terminal  rental  adjustment  clauses. 

The  bill  clarifies  that  the  term  "terminal  rental  adjustment 
clause' '  also  includes  a  provision  of  an  agreement  that  requires  a 
lessee  who  is  a  dealer  in  motor  vehicles  to  purchase  the  property 
for  a  predetermined  price  and  then  resell  the  property,  where  such 
a  provision  achieves  substantially  the  same  results  as  a  provision 


2  Technical  Advice  Memorandum  8019120  (December  20,  1979) 

3  After  the  enactment  of  TEFRA,  the  Internal  Revenue  Service  issued  proposed  regulations 
on  a  prospective  basis,  under  which  the  presence  of  a  terminal  rental  adjustment  clause  would 
indicate  that  ajnotor  vehicle  agreement  is  not  a  lease.Before  the  enactment  of  TEFRA,  the  Tax 
Court  addressed  the  legal  effect  of  terminal  rental  adjustment  clauses  in  motor  vehicle  leases, 
holding  that  these  transactions  are  leases  and  not  conditional  sales.  However,  after  the  enact- 
ment of  TEFRA,  the  Ninth  Circuit  Court  of  Appeals  reversed  the  Tax  Court  and  upheld  the 
position  of  the  Internal  Revenue  Service.  Swift  Dodge  v.  CommV,  696  F.2d  651  (9th  Cir.  1982), 

T.C.  547  (1981). 
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that  permits  an  upward  or  downward  adjustment  of  rentals  after 
the  disposition  of  the  property  by  a  lessor. 

The  bill  also  provides  that  the  TEFRA  provision  shall  not  apply 
to  the  lessee  of  a  motor  vehicle  agreement  if  the  lessee  treated 
itself  as  the  owner  of  the  motor  vehicle,  with  respect  to  the  invest- 
ment tax  credit  on  a  Federal  income  tax  return  that  was  filed 
before  the  date  of  the  enactment  of  TEFRA. 

7.  Foreign  taxation  (sec.  612  (e)  and  (f)  of  the  bill  and  sec.  907 
of  the  Code) 

a.  Recapture  of  foreign  oil  losses 

Present  Law 

TEFRA  eliminated  the  separate  foreign  tax  credit  limitation  for 
foreign  oil  income.  Absent  relief,  the  Code's  foreign  loss  recapture 
rule  would  cause  immediate  recapture  of  one  kind  of  loss  (oil  or 
non-oil)  against  the  other  kind  of  income.  A  special  rule,  however, 
limits  recapture  to  12.5  percent  of  the  pre-TEFRA  loss  per  year.  In 
some  cases,  however,  taxpayers  may  prefer  recapture  more  rapid 
than  the  ratable  12.5  percent  per  year  recapture  of  present  law. 
For  instance,  a  taxpayer  who  anticipates  receipt  of  low-taxed  for- 
eign source  income  in  the  near  future  and  receipt  of  high-taxed  for- 
eign source  income  in  later  years  may  prefer  more  rapid  recapture. 
In  providing  relief  for  taxpayers  who  benefit  from  ratable  12.5  per- 
cent recapture,  Congress  did  not  intend  to  penalize  other  taxpay- 
ers. 

Explanation  of  Provision 

The  bill  makes  clear  that  taxpayers  can  elect  recapture  of  one 
kind  of  loss  (oil  or  non-oil)  over  a  period  shorter  than  eight  years. 

b.  Definition  of  foreign  oil  related  income 

Present  Law 

TEFRA  imposed  current  U.S.  tax  on  the  U.S.  shareholders  of 
controlled  foreign  corporations  that  earn  foreign  base  company  oil 
related  income.  Foreign  base  company  oil  related  income  for  this 
purpose  means  certain  foreign  oil  related  income  as  defined  in  sec- 
tion 907(c)(2). 

Explanation  of  Provision 

The  bill  supplements  the  definition  of  foreign  base  company  oil 
related  income  by  specifying  that  the  term  also  includes  foreign  oil 
related  income  as  defined  in  section  907(c)(3).  The  term  will  include 
certain  dividends,  interest,  deemed  distributions  under  the  Subpart 
F  rules,  and  partnership  income.  The  term  will  include  these 
amounts  only  to  the  extent  they  constitute  foreign  oil  related 
income;  the  term  will  not  include  amounts  that  constitute  foreign 
oil  and  gas  extraction  income. 
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8.  Partial  liquidations  (sec.  612(h)  of  the  bill  and  sec.  543  of  the 

Code) 

Present  Law 

TEFRA  provided  that  distributions  to  corporate  shareholders  in 
a  partial  liquidation  are  excluded  from  the  definition  of  personal 
holding  company  income  notwithstanding  that  they  otherwise  con- 
stitute dividends  under  the  revised  treatment  of  partial  liquida- 
tions. 

Explanation  of  Provision 

In  order  to  treat  all  dividends  in  the  same  manner,  the  bill  de- 
letes this  exclusion  so  that  dividends  otherwise  constituting  person- 
al holding  company  income  will  be  so  treated  notwithstanding  that 
they  are  made  in  a  partial  liquidation  of  the  distributing  corpora- 
tion. 

9.  Distribution  of  appreciated  property  in  redemption  of  stock 

(sec.  612(i)  of  the  bill  and  sec.  311  of  the  Code) 

Present  Law 

Generally,  distributions  of  appreciated  property  in  redemption  of 
a  corporation's  stock  result  in  recognition  of  gain  to  the  distribut- 
ing corporation.  TEFRA  excepts  from  the  recognition  requirement 
distributions  in  partial  liquidations  and  certain  distributions  of 
stock  or  obligations  of  a  controlled  corporation  if  made  with  respect 
to  qualified  stock.  Qualified  stock  is  stock  held  by  a  noncorporate 
shareholder  who  has  held  at  least  a  10-percent  interest  in  the  dis- 
tributing corporation  for  5  years  prior  to  the  distribution  (or  such 
lesser  period  as  the  distributing  corporation  or  its  predecessor  ex- 
isted). The  treatment  of  distributions  made  to  pass-through  entities 
is  not  entirely  clear  under  the  language  of  TEFRA. 

Explanation  of  Provision 

The  bill  amends  the  rules  relating  to  qualified  stock  to  provide 
that,  in  determining  whether  the  definition  of  qualified  stock  is  sat- 
isfied, distributions  to  pass-through  entities  (S  corporations,  part- 
nerships, trusts,  and  estates)  will  be  treated  as  if  made  directly  to 
the  shareholders,  partners,  or  beneficiaries  in  proportion  to  their 
respective  interests  in  the  entity.  Thus,  for  example,  a  distribution 
to  a  partnership  will  not  qualify  as  a  distribution  with  respect  to 
qualified  stock  to  the  extent  that  interests  in  the  partnership  are 
owned  by  corporations.  Further,  distributions  will  not  qualify  to 
the  extent  of  an  interest  in  the  partnership  held  by  any  person 
whose  interest  is  less  than  10  percent,  unless  stock  attributable  to 
such  interest  when  combined  with  other  stock  held  actually  or  con- 
structively by  such  person  satisfies  the  10-percent  requirement. 
Further,  regardless  of  how  long  the  partnership  held  the  stock  in 
the  distributing  corporation,  the  distribution  will  not  satisfy  the 
holding  period  requirement  to  the  extent  it  is  attributable  to  a 
partner  whose  interest  in  the  partnership  was  acquired  within  5 
years  (or  within  such  shorter  period  as  the  distributing  corporation 
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or  its  predecessor  existed)  prior  to  the  distribution.  Where,  howev- 
er, the  stock  was  contributed  to  the  partnership  by  the  partner,  the 
combined  period  of  ownership  by  the  partner  and  the  partnership 
will  constitute  the  holding  period  applicable  to  the  partner. 

10.  Treatment  of  certain  stock  purchases  (sec.  612(j)  of  the  bill 
and  sec.  338  of  the  Code) 

a.  Definition  of  purchase  for  treating  certain  stock  purchases 
as  asset  acquisitions 

Present  Law 

A  corporation  making  a  qualified  stock  purchase  may  treat  the 
acquisition  as  if  the  assets  of  the  acquired  corporation  were  pur- 
chased. Prior  to  TEFRA,  this  treatment  applied  only  if  the  ac- 
quired corporation  was  liquidated.  Under  the  TEFRA  revision  of 
prior  law,  if  the  purchasing  corporation  elects  such  treatment,  the 
acquired  corporation  is  treated  as  a  new  corporation  which  pur- 
chased the  assets  as  of  the  beginning  of  the  day  after  the  date  the 
qualified  stock  purchase  was  completed.  Generally,  the  election 
may  be  made  only  if  80  percent  or  more  of  the  stock  (other  than 
certain  nonvoting  preferred  stock)  of  the  acquired  corporation  is 
purchased  within  a  12-month  period. 

Stock  owned  by  the  acquired  corporation  in  a  third  corporation  is 
treated  as  purchased  by  the  acquiring  corporation  if,  as  a  result  of 
the  purchase  of  stock  of  the  acquired  corporation,  the  acquiring 
corporation  is  treated  as  constructively  owning  stock  in  such  third 
corporation.  When  a  corporation  (the  first  corporation)  purchases 
80  percent  of  the  qualifying  stock  of  another  corporation  (the 
second  corporation)  which  in  turn  owns  80  percent  of  the  stock  of  a 
third  corporation,  the  first  corporation  has  not  made  a  qualified 
stock  purchase  of  the  third  corporation  because  it  is  treated  as 
having  purchased  only  64  percent  (80  percent  of  80  percent)  of  the 
qualifying  stock  of  such  third  corporation.  However,  if  an  election 
is  made  with  respect  to  the  qualified  stock  purchase  of  the  second 
corporation,  the  second  corporation  will  be  treated  as  a  new  corpo- 
ration which  has  purchased  80  percent  of  the  third  corporation's 
stock.  It  is  not  clear  whether  such  deemed  purchase  is  a  qualified 
stock  purchase  which  enables  the  second  corporation  to  make  an 
election  with  respect  to  the  third  corporation. 

Explanation  of  Provision 

The  bill  generally  conforms  the  definition  of  purchase  to  the  defi- 
nition of  prior  law  (section  334(b)(2)).  Under  the  bill,  a  purchasing 
corporation  will  not  be  treated  as  having  purchased  stock  in  a 
third  corporation  which  it  constructively  owns  as  a  result  of  pur- 
chasing the  stock  in  another  (the  second)  corporation.  Instead,  if  a 
qualified  stock  purchase  and  election  are  made  with  respect  to  the 
second  corporation,  the  deemed  purchase  of  the  third  corporation's 
stock  will  (if  it  satisfies  the  80-percent  ownership  requirement)  be 
treated  as  a  qualified  stock  purchase  permitting  an  election  by  the 
second  corporation,  or  deeming  an  election  to  be  made  under  cer- 
tain consistency  of  treatment  requirements,  with  respect  to  the 
third  corporation.  The  acquisition  date  applicable  to  the  deemed 
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sale  by  the  second  corporation  is  also  the  acquisition  date  applica- 
ble to  the  deemed  sale  by  the  third  corporation. 

Generally,  under  the  bill,  an  election  may  be  made  only  by  a  cor- 
poration which  has  made  a  direct  acquisition  by  purchase  of  stock 
satisfying  the  80-percent  ownership  requirement.  For  this  purpose, 
stock  acquired  (including  stock  acquired  in  a  carryover  basis  trans- 
action after  a  qualified  stock  purchase  and  election  with  respect  to 
the  transferor)  from  a  related  corporation,  in  a  transaction  which 
otherwise  satisfies  the  "purchase"  requirement,  will  be  treated  as 
purchased  if  at  least  50  percent  in  value  of  the  stock  of  the  related 
corporation  was  acquired  by  purchase.  A  corporation  is  related  if 
stock  owned  by  it  is  owned  by  the  acquiring  corporation.  The  12- 
month  acquisition  period  within  which  a  qualified  stock  purchase 
must  be  made  commences,  under  the  bill,  not  later  than  the  date 
on  which  an  acquiring  corporation  first  constructively  owns  stock 
(other  than  through  ownership  of  an  option)  acquired  from  a  relat- 
ed corporation. 

A  taxpayer  making  an  acquisition  before  October  21,  1983  may 
elect  to  have  the  new  definition  of  "purchase"  not  apply. 

b.  Limitation  on  nonrecognition  of  gain  or  loss  in  certain 
stock  purchases  treated  as  asset  acquisitions 

Present  Law 

When  an  election  results  in  treating  an  acquired  corporation  as 
having  sold  its  assets,  gain  or  loss  is  not  recognized  on  such  con- 
structive sale  to  the  same  extent  as  gain  or  loss  would  not  be  recog- 
nized under  the  rules  applicable  to  an  actual  sale  of  assets  by,  and 
liquidation  of,  the  acquired  corporation  (under  sec.  337).  However, 
where  less  than  all  the  stock  of  such  corporation  is  owned  by  the 
acquiring  corporation,  the  portion  of  the  gain  or  loss  not  recognized 
is  limited  to  the  highest  percentage  by  value  of  the  acquired  corpo- 
ration's stock  owned  by  the  acquiring  corporation  during  the  one- 
year  period  commencing  with  the  date  the  qualified  stock  purchase 
is  completed  (the  acquisition  date).  Nonrecognition  treatment  is  not 
so  limited  if  the  acquired  corporation  is  liquidated  during  such  one- 
year  period.  Nonrecognition  is  limited  in  lieu  of  imposing  a  share- 
holder tax  on  minority  shareholders  not  disposing  of  their  stock. 

Explanation  of  Provision 

Under  the  bill,  the  highest  percentage  of  stock  held  by  the  ac- 
quiring corporation,  for  purposes  of  limiting  nonrecognition  of  gain 
or  loss,  will  be  determined  by  counting  increases  in  its  stock  owner- 
ship after  the  acquisition  date  only  to  the  extent  such  increases  are 
attributable  to  purchases,  or  to  redemptions  of  the  stock  of  the 
target  corporation  to  which  either  (i)  section  302(a)  applies,  or  (ii)  in 
the  case  of  a  shareholder  who  is  not  a  corporation,  to  which  sec. 
301  applies.  Further,  under  the  bill,  the  exception  to  nonrecogni- 
tion treatment  for  liquidations  during  the  one-year  period  is  not 
available  if  the  liquidation  is  one  to  which  sec.  333  applies.  These 
restrictions  are  intended  to  limit  nonrecognition  of  gain  or  loss  to 
the  acquired  corporation  resulting  from  transactions  after  the  ac- 
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quisition  date  to  cases  in  which  stock  held  by  minority  sharehold- 
ers was  disposed  of  in  taxable  transactions. 

c.  Purchases  by  more  than  one  member  of  an  affiliated  group 

in  connection  with  certain  stock  purchases  treated  as 
asset  acquisitions 

Present  Law 

If  there  is  both  a  direct  purchase  of  assets  and  a  qualified  stock 
purchase  from  the  same  affiliated  group,  except  as  otherwise  pro- 
vided there  is  a  deemed  election  to  treat  the  stock  purchase  as  a 
sale  and  purchase  of  assets  by  the  acquired  corporation.  Similarly, 
if  two  or  more  qualified  stock  purchases  are  made  from  the  same 
affiliated  group,  an  election  of,  or  failure  to  elect,  asset  sale  treat- 
ment must  be  consistently  applied  to  all  the  acquisitions.  In  apply- 
ing these  rules,  an  acquisition  of  assets  or  stock  by  a  member  of 
the  same  affiliated  group  as  the  purchasing  corporation  is  treated 
as  made  by  the  purchasing  corporation. 

Explanation  of  Provision 

The  bill  clarifies  that  the  aggregation  of  acquisitions  of  assets  or 
stock  by  members  of  the  purchasing  corporation's  affiliated  group 
is  intended  to  apply  only  for  purposes  of  the  provisions  requiring 
consistency  of  treatment  where  assets  and  stock  are  purchased,  or 
multiple  stock  purchases  are  made,  from  the  same  affiliated  group. 
In  applying  the  consistency  rules,  it  is  not  necessary  that  the  80- 
percent  purchase  requirement  be  satisfied  by  one  member.  Howev- 
er, outside  the  consistency  rules,  no  qualified  stock  purchase  takes 
place  where  several  members  of  an  affiliated  group  that  does  not 
file  a  consolidated  return,  in  the  aggregate  purchase  the  required 
80  percent  of  an  acquired  corporation's  outstanding  stock  but  no 
one  member  separately  satisfies  the  80-percent  purchase  require- 
ment. 

A  taxpayer  may  elect  to  have  this  provision  not  apply  to  acquisi- 
tions made  before  October  21,  1983. 

d.  Nonrecognition  treatment  on  the  sale  or  exchange  of  prop- 

erty in  connection  with  certain  stock  purchases  treated  as 
asset  acquisitions 

Present  Law 

Gain  or  loss  is  not  recognized  by  a  corporation  on  the  sale  or  ex- 
change of  property  after  the  adoption  of  a  plan  of  complete  liquida- 
tion pursuant  to  which  its  assets  are  all  distributed  within  12 
months  (sec.  337).  Under  TEFRA,  these  nonrecognition  rules  apply 
to  the  constructive  sale  and  purchase  of  an  acquired  corporation's 
assets  resulting  from  a  qualified  stock  purchase  and  election.  It  is 
not  clear,  under  present  law,  whether  nonrecognition  treatment  ap- 
plies to  the  asset  sales  when  there  is  a  qualified  stock  purchase  and 
election  with  respect  to  an  acquired  corporation  which  has  sold 
some  of  its  property  following  adoption  of  a  plan  of  liquidation. 
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Explanation  of  Provision 

Under  the  bill,  if  within  12  months  preceding  the  acquisition 
date  of  a  qualified  stock  purchase  with  respect  to  which  an  election 
is  made,  the  acquired  corporation  adopted  a  plan  of  complete  liqui- 
dation which  was  not  rescinded  as  of  such  date,  the  nonrecognition 
rules  of  section  337  will  apply  to  actual  sales  by  the  acquired  corpo- 
ration as  though  it  had  actually  distributed  all  its  assets  in  liquida- 
tion on  the  acquisition  date.  The  same  percentage  of  gain  or  loss 
would  be  recognized  to  the  acquired  corporation  with  respect  to 
these  sales  as  would  be  recognized  on  the  deemed  sale  of  its  re- 
maining assets  resulting  from  the  election.  The  sale  of  stock  and 
the  deemed  distribution  will  have  the  same  effect  as  an  actual  sale 
of  its  assets  by  the  acquired  corporation  to  the  acquiring  corpora- 
tion followed  by  a  distribution  in  complete  liquidation  in  applying 
the  provisions  providing  exclusion  from  collapsible  corporation 
treatment  with  respect  to  sales  and  exchanges  and  distributions  by 
the  acquired  corporation  (sees.  341(e)(1),  (e)(2)  and  (e)(4))  and  the  use 
of  the  installment  method  by  shareholders  of  the  acquired  corpora- 
tion (sec.  453(h)). 

e.  Application  of  collapsible  corporation  treatment  after  stock 
purchase  treated  as  asset  purchase 

Present  Law 

Shareholders  in  a  corporation  formed  or  availed  of  to  enable  its 
shareholders  to  obtain  capital  gain  treatment  attributable  to  prop- 
erty produced  by  certain  corporate  activities  before  a  substantial 
portion  of  the  taxable  income  from  such  property  is  realized  by  the 
corporation,  by  selling  or  otherwise  disposing  of  their  stock,  may 
instead  receive  ordinary  income  from  such  dispositions  under  the 
collapsible  corporation  rules  (sec.  341).  When  a  qualified  stock  pur- 
chase of  a  collapsible  corporation  takes  place,  an  election  may  be 
made  to  treat  the  acquisition  as  a  purchase  of  assets.  However, 
stock  may  continue  to  be  owned  by  minority  shareholders  after  the 
acquisition  date  of  a  qualified  stock  purchase.  Collapsible  corpora- 
tion treatment  does  not  apply  to  a  stock  disposition  if  the  corpora- 
tion has  realized  the  taxable  gain  from  the  property.  However,  the 
asset  purchase  election  may  eliminate  such  gain,  including  that  at- 
tributable to  minority  owned  shares  that  are  purchased  by  the  ac- 
quiring corporation,  or  acquired  in  certain  redemptions,  within  the 
1-year  period  following  the  acquisition  date. 

Explanation  of  Provision 

The  bill  provides  that  the  election  to  treat  a  qualified  stock  pur- 
chase of  a  collapsible  corporation  as  an  asset  purchase  will  be  dis- 
regarded for  purposes  of  determining  whether  the  collapsible  corpo- 
ration rules  apply  to  a  disposition  of  stock  by  a  minority  sharehold- 
er within  the  one-year  period  following  the  acquisition  date. 
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f.  Fair  market  value  as  deemed  sale  price  in  certain  stock 
purchases  treated  as  asset  acquisitions 

Present  Law 

Under  TEFRA,  the  price  at  which  an  acquired  corporation's 
assets  are  treated  as  sold  and  purchased  when  an  election  is  made 
with  respect  to  a  qualified  stock  purchase  is  the  basis  of  the  pur- 
chasing corporation's  stock  in  the  acquired  corporation  on  the  ac- 
quisition date,  properly  adjusted  for  liabilities  and  other  items.  For 
this  purpose,  the  purchasing  corporation's  basis,  if  it  owns  less 
than  100  percent  of  the  acquired  corporation's  stock,  is  "grossed 
up"  to  reflect  100-percent  ownership.  The  price  paid  for  the  stock 
of  the  acquired  corporation  may  be  less  than  the  fair  market  value 
of  its  assets  to  take  account,  for  example,  of  tax  liability  resulting 
from  the  application  of  recapture  provisions  to  the  deemed  pur- 
chase and  sale  of  assets.  Further,  a  qualified  stock  purchase  and 
election  may  be  made  notwithstanding  that  a  substantial  portion  of 
the  value  of  an  acquired  corporation  is  attributable  to  a  class  of 
preferred  stock  not  acquired  as  part  of  the  qualified  stock  pur- 
chase. The  recapture  provisions  and  certain  other  taxable  conse- 
quences were  applied  with  reference  to  the  fair  market  value  of  an 
acquired  corporation's  assets  under  the  provisions  applicable  prior 
to  TEFRA  when  a  purchase  and  liquidation  of  a  subsidiary  corpora- 
tion was  treated  as  a  purchase  of  its  assets.  It  is  not  clear  in  all 
cases  that  a  comparable  result  can  be  obtained  under  the  adjusted 
stock  basis  formula  prescribed  under  TEFRA  for  determining  the 
deemed  purchase  price  of  the  acquired  corporation's  assets. 

Explanation  of  Provision 

Under  the  bill,  in  order  to  provide  recapture  and  other  taxable 
treatment  comparable  to  that  applicable  when  a  purchased  subsidi- 
ary was  liquidated  under  prior  law,  the  deemed  sale  price  of  the 
acquired  corporation's  assets  will  generally  be  the  fair  market 
value  as  of  the  acquisition  date.  The  basis  of  the  assets  is  adjusted 
to  eliminate  unrealized  appreciation  in  the  stock  of  the  acquired 
corporation  held  by  the  acquiring  corporation  on  the  acquisition 
date.  Thus  the  adjustment  will  properly  correlate  the  basis  of 
assets  with  the  cost  incurred  to  acquire  the  target  corporation's 
stock.  If,  for  example,  the  acquiring  corporation  owns  all  of  the 
target  corporation's  stock  outstanding  on  the  acquisition  date,  the 
fair  market  value  of  the  assets  will  be  adjusted  so  that  their  basis, 
net  of  liabilities  reflected  in  such  basis,  will  equal  the  basis  in  the 
target  corporation's  stock  on  the  acquisition  date.  However,  if  on 
such  date,  the  acquiring  corporation  owns  less  than  all  of  the 
target  corporation's  outstanding  stock,  the  adjustment  will  result 
in  a  net  asset  basis  equal  to  the  basis  of  the  acquiring  corporation 
in  the  target  corporation's  stock  owned  by  it  on  such  date  plus  a 
percentage  of  unadjusted  net  asset  fair  market  value  equal  to  the 
percentage  of  the  value  of  the  target  corporation's  stock  not  owned 
by  the  acquiring  corporation  on  such  date.  The  fair  market  value 
as  adjusted  is  allocated  among  the  assets  under  regulations.  It  is 
intended  that,  to  the  extent  of  the  amount  taken  into  account  in 
determining  tax  attributable  to  recapture  income  from  the  deemed 
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sale  of  the  target  corporation's  assets,  basis  will  be  assigned  to  such 
assets  before  the  remaining  basis,  if  any,  is  allocated  among  other 
assets. 

The  fair  market  value  and  the  adjusted  fair  market  value  of  the 
assets  are  to  be  properly  adjusted  under  regulations,  in  determin- 
ing the  price  at  which  the  assets  are  deemed  sold  and  purchased, 
for  contingent  payments  and  other  relevant  items.  The  considera- 
tion to  be  paid  by  the  acquiring  corporation  may  depend,  for  exam- 
ple, on  the  amount  of  the  acquired  corporation's  liabilities  which 
are  not  fixed  on  the  acquisition  date  or  on  the  post-acquisition  date 
earnings  of  the  acquired  corporation.  In  some  cases,  the  aggregate 
bases  in  the  stock  of  the  acquired  corporation  held  by  the  acquiring 
corporation  on  the  acquisition  date  may  exceed  the  fair  market 
value  of  the  assets  on  such  date.  Proper  adjustment  to  the  basis  of 
assets  may  be  made  to  reflect  such  excess. 

g.  Period  for  making  election  in  connection  with  certain  stock 

purchases  treated  as  asset  acquisitions;  estimated  tax 
penalty  inapplicable 

Present  Law 

An  election  following  a  qualified  stock  purchase  must  be  made, 
except  as  regulations  provide  otherwise,  within  75  days  after  the 
acquisition  date.  Section  6655  imposes  an  addition  to  the  tax  for 
failure  of  a  corporation  to  timely  pay  its  estimated  tax  liability. 

Explanation  of  Provision 

Under  the  bill,  the  election  may  be  made  not  later  than  the  fif- 
teenth day  of  the  ninth  month  following  the  month  in  which  the 
acquisition  date  occurs,  except  as  regulations  provide  otherwise. 
Tax  attributable  to  the  deemed  sale  resulting  from  the  election  will 
not  be  taken  into  account  for  purposes  of  the  addition  to  tax  under 
section  6655.  Further,  it  is  intended,  if  the  target  corporation  fails 
to  file  the  return  or  pay  the  tax  resulting  from  the  election  by  the 
date  prescribed  for  such  a  filing  or  payment,  that  generally  the 
failure  will  be  deemed  to  be  due  to  reasonable  cause  and  not  due  to 
willful  neglect  in  determining  the  applicability  of  any  addition  to 
tax  as  a  result  of  such  failure,  providing  a  return  is  filed  and  the 
tax  is  paid  by  the  date  for  making  the  election. 

The  bill  allows  until  60  days  after  the  date  of  enactment  to  make 
an  election  with  respect  to  acquisitions  of  certain  banks  made 
during  February,  1981. 

h.  Treatment  of  certain  liquidations  for  tax  avoidance  pur- 

poses 

Present  Law 

Generally  on  a  complete  liquidation  of  a  controlled  subsidiary, 
the  acquiring  corporation  succeeds  to  its  tax  attributes,  including 
carryover  items.  Prior  to  TEFRA,  when  an  acquired  subsidiary  cor- 
poration was  liquidated  pursuant  to  a  plan  of  liquidation  adopted 
within  two  years  following  a  qualifying  purchase  of  the  subsidiary's 
stock,  the  transaction  was  treated  as  a  purchase  of  the  subsidiary's 
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assets  and  its  net  operating  loss  and  other  carryforward  items  and 
other  tax  attributes  were  terminated. 

Under  the  TEFRA  revision  of  prior  law,  the  treatment  of  a  quali- 
fied stock  purchase  as  an  asset  acquisition  applies  on  the  acquisi- 
tion date  without  liquidating  the  acquired  corporation  if  an  elec- 
tion to  so  treat  the  purchase  is  made  by  the  purchasing  corpora- 
tion. If  no  election  is  made,  the  acquired  corporation  may  be  imme- 
diately liquidated  following  its  acquisition  and  the  acquiring  corpo- 
ration will  succeed  to  its  tax  attributes  (subject  to  otherwise  appli- 
cable limitations).  When  control  of  a  corporation  is  acquired,  or  a 
corporation  acquires  from  another  corporation  not  controlled  by 
the  acquiring  corporation  or  its  shareholders  property  with  a  car- 
ryover basis,  carryovers  and  other  tax  benefits  may  be  disallowed  if 
the  principal  purpose  of  the  acquisition  is  tax  avoidance  or  evasion. 
The  application  of  this  disallowance  provision  in  not  clear  when  a 
purchased  corporation  with  unexpired  carryforward  items  is  liqui- 
dated into  the  acquiring  corporation. 

Explanation  of  Provision 

The  bill  provides  an  explicit  rule  to  authorize  the  disallowance  of 
carryover  and  other  tax  benefits  of  a  subsidiary  corporation,  ac- 
quired in  a  qualified  stock  purchase  with  respect  to  which  an  elec- 
tion of  asset  acquisition  treatment  is  not  made,  if  the  subsidiary 
corporation  is  liquidated  pursuant  to  a  plan  adopted  within  two 
years  of  the  acquisition  date  and  the  principal  purpose  of  the  liqui- 
dation is  tax  avoidance  or  evasion.  Further,  as  in  Treasury  regula- 
tion section  1.269-3(b)(l),  it  is  expected  regulations  will  provide 
that,  in  the  absence  of  evidence  to  the  contrary,  this  situation  is 
ordinarily  indicative  that  the  principal  purpose  of  the  liquidation  is 
tax  avoidance. 

This  provision  will  apply  to  liquidations  made  on  or  after  Octo- 
ber 21,  1983.  No  inference  is  intended  as  to  the  application  of  sec- 
tion 269  under  present  law. 

i.  Regulatory  authority  to  coordinate  the  rules  relating  to  for- 
eign corporations  and  shareholders  with  the  rules  appli- 
cable to  an  asset  acquisition  election 

Present  Law 

Present  law  contains  rules  providing  special  treatment  of  United 
States  shareholders  in  foreign  corporations.  Shareholder  treatment 
applicable  when  an  asset  acquisition  election  is  made  with  respect 
to  a  qualified  stock  purchase  of  a  foreign  corporation  is  not  consist- 
ent with  such  rules  in  all  cases. 

Explanation  of  Provision 

The  bill  provides  for  the  issuance  of  such  regulations  as  may  be 
appropriate  or  necessary  to  provide  for  coordination  of  the  rules 
applicable  to  an  asset  acquisition  election  with  respect  to  a  quali- 
fied stock  purchase  of  a  foreign  corporation  with  the  rules  relating 
to  foreign  corporations  and  their  shareholders. 
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11.  Treatment  of  certain  holding  companies  (sec.  612(1)  of  the  bill 
and  sees.  304  and  306  of  the  Code) 

a.  Amount  constituting  a  dividend  in  certain  redemptions 

through  related  corporations 

Present  Law 

If  one  or  more  shareholders  with  50  percent  or  greater  stock 
ownership  in  one  corporation  transfer  stock  of  that  corporation  to 
another  corporation  in  which  they  have  50  percent  or  greater  stock 
ownership  in  exchange  for  property,  the  transaction  is  treated  as  a 
dividend  to  the  shareholders  if  it  would  be  so  treated  by  applying 
the  redemption  provisions  (sec.  302)  with  reference  to  the  owner- 
ship of  the  corporation  whose  stock  is  surrendered  in  the  transac- 
tion. Under  the  TEFRA  revision  of  these  provisions,  the  determina- 
tion of  the  amount  which  is  a  dividend  is  made  as  if  the  property 
were  distributed  from  the  issuing  corporation  to  the  acquiring  cor- 
poration and  then  from  the  acquiring  corporation  to  the  sharehold- 
er. 

This  rule  was  intended  to  provide  dividend  treatment  for  proper- 
ty received  by  shareholders  to  the  extent  of  the  aggregate  earnings 
and  profits  of  both  the  acquiring  corporation  and  the  corporation 
whose  stock  is  acquired  in  the  transaction.  However,  its  application 
is  unclear  because,  for  example,  the  amount  treated  as  distributed 
to  corporate  shareholders  is  limited  with  reference  to  the  distribut- 
ing corporation's  basis  in  the  distributed  property  but  is  not  so  lim- 
ited for  shareholders  who  are  not  corporations. 

Explanation  of  Provision 

In  order  to  clarify  the  application  of  the  rule  adopted  by  TEFRA, 
the  bill  provides  that  the  amount  which  is  a  dividend  shall  be  de- 
termined as  if  the  property  were  distributed  by  the  acquiring  cor- 
poration to  the  extent  of  its  earnings  and  profits  and  then  by  the 
corporation  whose  stock  is  acquired  (the  issuing  corporation).  The 
transaction  would  have  no  effect  on  the  issuing  corporation  if  earn- 
ings and  profits  of  the  acquiring  corporation  equal  or  exceed  the 
amount  treated  as  a  distribution  in  the  hands  of  the  shareholders. 
If  the  distribution  is  in  excess  of  the  acquiring  corporation's  earn- 
ings and  profits,  the  amount  treated  as  distributed  by  the  issuing 
corporation  will  not  exceed  the  earnings  and  profits  of  such  corpo- 
ration. 

This  provision  will  apply  to  transactions  after  October  21,  1983. 

b.  Coordination  of  redemptions  through  related  corporations 

with  provisions  for  nonrecognition  of  gain  or  loss 

Present  Law 

Under  present  law,  the  exchange  of  stock  in  a  50-percent  con- 
trolled corporation  for  property  from  another  50-percent  controlled 
corporation  is  treated  as  a  stock  redemption  subject  to  dividend 
treatment  (under  sec.  304).  TEFRA  provided  that  the  provisions  re- 
lating to  transfers  to  80-percent  controlled  corporations  would  gen- 
erally not  apply  to  the  extent  of  the  nonstock  consideration  distrib- 
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uted.  However,  the  language  also  applies  to  exchanges  governed  by 
the  corporate  reorganization  provisions.  Further,  redemption  treat- 
ment was  made  inapplicable  where  the  property  received  consists 
of  indebtedness  assumed  by  the  acquiring  corporation  or  indebted- 
ness to  which  the  transferred  stock  is  subject  if  such  indebtedness 
(acquisition  indebtedness)  was  incurred  by  the  shareholder  to  ac- 
quire the  transferred  stock.  Redemption  treatment  was  made  inap- 
plicable even  if  the  acquisition  indebtedness  was  assumed  in  a 
transaction  to  which  the  nonrecognition  rules  would  not  apply  (one 
in  which  the  transferors  own  less  than  80  percent  of  the  acquiring 
corporation).  Finally,  under  TEFRA,  stock  redemption  treatment 
does  not  apply  to  certain  minority  shareholders  who  receive  securi- 
ties in  an  exchange  in  which  stock  in  a  bank  is  transferred  to  a 
newly  formed  bank  holding  company  provided  those  who  receive 
property  in  the  exchange  do  not  have  control  of  the  bank  holding 
company. 

Explanation  of  Provision 

The  bill  clarifies  that  only  the  nonrecognition  provision  govern- 
ing transfers  to  a  corporation  in  which  the  shareholders  have  80 
percent  control  (sec.  351)  would  be  made  inapplicable  to  exchanges 
involving  controlled  corporations  treated  as  redemptions.  Thus, 
where  the  reorganization  provisions  apply,  including  those  govern- 
ing the  treatment  of  exchanges  by  shareholders  pursuant  to  a  plan 
of  reorganization,  the  rules  of  section  304(a)  providing  treatment  as 
a  stock  redemption  would  not  apply. 

In  order  to  prevent  the  "bail  out"  of  earnings  by  purchasing 
stock  from  a  related  party  with  borrowed  funds  and  later  transfer- 
ring the  stock  to  a  related  corporation  with  the  acquisition  debt  as- 
sumed, the  bill  restricts  the  exclusion  from  the  rules  providing 
stock  redemption  treatment  for  acquisition  indebtedness  to  cases  in 
which  the  indebtedness  is  incurred  to  purchase  stock  from  a  person 
whose  stock  ownership  is  not  attributable,  under  section  318(a) 
(other  than  paragraph  (4)),  to  the  person  transferring  the  stock  to 
the  acquiring  corporation.  An  exception  applies  where  the  related 
person  terminates  its  interest  in  the  issuing  and  acquiring  corpora- 
tions, does  not  acquire  (other  than  by  reason  of  death)  an  addition- 
al interest  in  either  corporation  for  ten  years,  and  files  an  agree- 
ment with  the  Secretary  similar  to  the  agreement  now  required 
under  the  regulations  under  section  302(c)(2).  Unitil  additional  reg- 
ulations are  promulgated  for  purposes  of  this  new  provision,  agree- 
ments complying  generally  with  the  present  requirements  will  suf- 
fice. Also,  the  bill  provides  that  where  the  shareholders  receive 
property  consisting  of  the  assumption  of  acquisition  indebtedness 
in  a  corporation  in  which  their  control  is  between  50  and  80  per- 
cent, the  transaction  would  be  subject  to  redemption  and  possible 
dividend  treatment  under  section  304(a).  The  amendments  to  the 
acquisition  debt  rule  will  not  apply  to  stock  acquired  before  Octo- 
ber 21,  1983. 

The  bill  clarifies  that  the  assumption  by  a  bank  holding  company 
of  acquisition  indebtedness  will  not  be  treated  as  property  received 
by  shareholders  in  control  of  the  bank  holding  company  for  pur- 
poses of  applying  the  rule  excluding  securities  received  by  minority 
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shareholders  from  the  stock  redemption  rules.  Thus  the  minority 
shareholders  would  not  be  subject  to  dividend  treatment  on  the  re- 
ceipt of  the  securities. 

c.  Modification  of  constructive  ownership  rules  in  applying 
rules  governing  redemptions  through  use  of  related  corpo- 
rations 

Present  Law 

Under  the  constructive  ownership  rules,  generally  a  shareholder 
is  treated  as  owning  stock  held  by  a  corporation  only  if  the  share- 
holder directly  or  indirectly  owns  50  percent  or  more  in  value  of 
the  stock  of  such  corporation  and  only  in  proportion  to  his  owner- 
ship in  the  corporation.  Conversely,  a  corporation  is  generally 
treated  as  owning  all  the  stock  that  is  held  by  persons  who  are  50 
percent  or  greater  shareholders  in  the  corporation.  In  applying  the 
rules  requiring  redemption  treatment  for  exchanges  of  stock  for 
property  involving  commonly  controlled  corporations,  these  50-per- 
cent threshold  limitations  on  attribution  of  ownership  do  not  apply. 
As  a  result,  the  stock  redemption  rules  may  apply  when,  for  exam- 
ple, a  corporation  sells  stock  of  a  subsidiary  to  a  subsidiary  of  an- 
other corporation  if  a  person  owns  any  stock  in  both  the  parent  of 
the  purchasing  corporation  and  the  selling  corporation,  even 
though  such  stock  in  each  case  is  merely  a  portfolio  investment.  A 
consequence  of  treating  the  transaction  under  the  stock  redemption 
rules  is  that,  under  those  rules,  the  transferred  stock  is  treated  as 
a  contribution  to  the  capital  of  the  acquiring  corporation.  Concern 
has  been  expressed  that  this  treatment  precludes  treatment  of  the 
stock  acquisition  as  a  purchase,  thus  disqualifying  it  as  a  qualified 
stock  purchase  for  purposes  of  permitting  elective  asset  acquisition 
treatment  by  the  acquiring  corporation  (under  section  338). 

Explanation  of  Provision 

The  bill  provides  a  de  minimis  rule  that  constructive  ownership 
would  not  apply  to  and  from  a  corporation  and  a  shareholder 
owning  less  than  5  percent  in  value  of  the  stock  of  the  corporation, 
for  purposes  of  determining  whether  or  not  control  exists  under 
section  304.  Further,  under  the  bill,  where  the  stock  owned  by  or 
for  a  shareholder  is  less  than  50  percent  in  value  of  the  corpora- 
tion's stock,  attribution  of  ownership  from  the  shareholder  to  the 
corporation  is  limited  to  the  proportion  of  the  value  of  the  corpora- 
tion's outstanding  stock  owned  by  the  shareholder.  The  bill  con- 
forms the  analagous  constructive  ownership  rule  applicable  to  the 
receipt  of  preferred  stock  in  certain  transfers  of  stock  to  controlled 
corporations. 

d  Disposition  of  certain  preferred  stock 
Present  Law 

If,  in  lieu  of  the  receipt  of  cash  or  other  property,  shareholders 
who  transfer  stock  in  a  controlled  corporation  to  another  controlled 
corporation  receive  in  exchange  preferred  stock  in  a  transaction  in 
which  gain  or  loss  is  not  recognized,  subsequent  disposition  of  the 
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preferred  stock  may  result  in  ordinary  income  to  the  shareholders, 
if  receipt  of  cash  in  lieu  of  stock  would  have  been  treated  as  a  divi- 
dend. The  determination  of  the  character  of  the  hypothetical  re- 
ceipt of  cash  is  made  under  the  rules  providing  for  stock  redemp- 
tion and  possible  dividend  treatment  when  stock  is  sold  to  a  com- 
monly controlled  corporation.  This  extension  of  the  treatment  gen- 
erally applicable  to  preferred  stock  dividends  to  preferred  stock  re- 
ceived in  an  exchange  with  a  controlled  corporation  to  which  the 
nonrecognition  rules  apply  was  adopted  by  TEFRA.  However,  the 
preferred  stock  affected  by  this  rule  may  be  disposed  of  in  a  stock 
redemption;  whether  ordinary  income  results  from  such  redemp- 
tion is  determined  by  treating  it  solely  as  a  distribution  by  the  ac- 
quiring corporation.  The  acquiring  corporation  may  be  a  corpora- 
tion newly  formed  or  may  have  little  or  no  earnings  and  profits  so 
that  the  distribution  would  not  constitute  a  dividend. 

Explanation  of  Provision 

The  bill  provides  that  the  dividend  equivalence  test  applied  with 
respect  to  a  hypothetical  distribution  of  cash  will  be  applicable  at 
the  time  of  redemption  or  other  disposition  of  the  preferred  stock 
(or  stock  whose  basis  is  determined  by  reference  to  the  basis  of  the 
preferred  stock)  as  well  as  at  the  time  of  its  receipt.  Under  this 
test,  treatment  of  the  redemption  of  the  preferred  stock  as  a  divi- 
dend to  the  shareholders  will  be  determined  with  reference  to  the 
earnings  and  profits  of  the  corporation  the  stock  of  which  was  ac- 
quired as  well  as  the  acquiring  corporation. 

12.  Completed  contract  method  of  accounting  (sec.  612(1)  of  the 
bill  and  sec.  229  of  TEFRA) 

Present  Law 

TEFRA  directed  the  Treasury  Department  to  modify  the  income 
tax  regulations  relating  to  accounting  for  long-term  contracts.  Sub- 
sequently, on  March  14,  1983,  the  Treasury  Department  issued  pro- 
posed regulations  in  the  Federal  Register  with  respect  to  account- 
ing for  long-term  contracts.  Those  regulations  proposed  waiving  the 
estimated  tax  payment  penalties  for  underpayments  caused  by  cer- 
tain provisions  of  regulations.4 

Explanation  of  Provision 

The  bill  would  clarify  that  the  Treasury  Department  has  the  au- 
thority to  waive  the  penalties  as  proposed  in  the  regulations. 

13.  Targeted  Jobs  Credit  (sec.  612(m)  of  the  bill  and  section  51  of 
the  Code) 

Present  Law 

TEFRA  added  qualified  summer  youth  employees  as  an  addition- 
al targeted  group  the  employers  of  whom  are  eligible  for  the  tar- 
geted jobs  credit. 


4  Prop.  Treas.  Reg.  sec.  1.451-3(g)(5). 
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Present  law  is  unclear  as  to  whether  a  qualified  summer  youth 
or  a  cooperative  education  youth  who  continues  to  work  for  the 
same  employer  after  the  summer  or  the  education  program  ends  is 
required  to  submit  to  a  second  determination  of  economically  disad- 
vantaged status  in  order  to  be  certified  as  a  member  of  another  tar- 
geted group  for  which  such  status  is  a  requirement. 

Explanation  of  Provision 

The  bill  provides  that  the  original  determination  that  a  qualified 
summer  youth  or  cooperative  education  youth  is  economically  dis- 
advantaged continues  to  be  valid  with  respect  to  the  eligibility  of 
the  individual  as  a  member  of  another  targeted  group,  if  the  indi- 
vidual continues  to  work  for  the  same  employer. 

14.  Limitations  on  benefits  and  contributions  under  qualified 
plans  (sec.  613(a)  of  the  bill  and  sec.  415  of  the  Code) 

Present  Law 

The  Code  provides  overall  limits  on  contributions  and  benefits 
under  qualified  plans,  tax-sheltered  annuities,  and  simplified  em- 
ployee pensions  for  employees  of  private  and  public  employers. 
Under  a  defined  benefit  plan,  before  TEFRA,  the  inflation-adjusted 
1982  limit  on  the  annual  benefit  for  an  employee  was  generally  the 
lesser  of  $136,425  or  100  percent  of  the  employee's  average  compen- 
sation (consecutive  high  three  years).  Under  a  defined  contribution 
plan,  before  TEFRA,  the  inflation-adjusted  1982  limit  on  the 
annual  addition  for  an  employee  was  generally  the  lesser  of  $45,475 
or  25  percent  of  the  employee's  compensation  for  the  year.  If  an 
employee  participated  in  both  a  defined  benefit  and  a  defined  con- 
tribution plan  of  an  employer,  the  fraction  of  each  separate  limit 
used  was  computed  and  the  sum  of  the  fractions  was  limited  to  1.4. 

TEFRA  generally  reduced  the  overall  limits  on  contributions  and 
benefits  under  qualified  pension,  etc.,  plans,  tax-sheltered  annuity 
programs,  and  simplified  employee  pensions  (SEPs)  of  private  and 
public  employers. 

The  dollar  limit  on  the  annual  addition  under  defined  contribu- 
tion plans  was  decreased  under  TEFRA  from  $45,475  to  $30,000, 
and  the  dollar  limit  on  the  annual  benefit  payable  under  defined 
benefit  plans  was  decreased  from  $136,425  to  $90,000.  Beginning  in 
1986,  these  amounts  will  be  adjusted  for  inflation.  In  addition,  for 
participants  covered  by  both  a  defined  contribution  plan  and  a  de- 
fined benefit  plan  of  the  same  employer,  the  limit  on  the  sum  of 
the  fractions  of  the  separate  limits  used  by  each  plan  was  reduced 
to  the  lesser  of  1.25  (as  applied  only  to  the  dollar  limits)  or  1.4  (as 
applied  to  the  percentage-of-compensation  limits). 

Under  TEFRA,  if  retirement  benefits  provided  by  a  qualified  de- 
fined benefit  pension  plan  begin  before  age  62,  the  benefit  general- 
ly is  reduced  so  that  it  is  the  actuarial  equivalent  of  an  annual 
benefit  of  $90,000  beginning  at  age  62.  Similarly,  if  retirement 
benefits  under  a  defined  benefit  plan  begin  after  age  65,  the  benefit 
may  be  increased  so  that  it  is  the  actuarial  equivalent  of  an  annual 
benefit  of  $90,000  beginning  at  age  65. 
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The  TEFRA  provision  reducing  the  limits  on  contributions  and 
benefits  is  generally  effective  for  years  ending  after  July  1,  1982. 
For  plans  in  existence  on  July  1,  1982,  however,  the  provision  is  ef- 
fective for  years  beginning  after  December  31,  1982.  A  special  effec- 
tive date  was  provided  for  plans  maintained  on  the  date  of  enact- 
ment (September  3,  1982)  pursuant  to  one  or  more  collective  bar- 
gaining agreements  between  employee  representatives  and  one  or 
more  employers. 

Special  transition  rules  were  provided  in  connection  with  the  re- 
duced limits.  Under  TEFRA,  a  participant's  current  accrued  bene- 
fit under  a  defined  benefit  pension  plan  is  not  reduced  merely  be- 
cause TEFRA  reduced  the  dollar  limits  on  benefits  payable  under 
the  plan.  An  individual's  current  accrued  benefit  is  the  benefit  ac- 
crued as  of  the  close  of  the  last  year  beginning  before  January  1, 
1983.  No  changes  in  the  terms  and  conditions  of  the  plan  after  July 
1,  1982,  may  be  taken  into  account  in  determining  the  current  ac- 
crued benefit  under  the  special  transition  rules. 

TEFRA  also  provided  a  special,  elective  transitional  rule  for  com- 
puting the  defined  contribution  fraction  in  situations  in  which  the 
employer  maintains  both  a  defined  contribution  plan  and  a  defined 
benefit  plan. 

Explanation  of  Provision 

The  bill  clarifies  that  the  actuarial  adjustments  required  by 
TEFRA  for  benefits  paid  prior  to  age  62  or  after  age  65  are  applied 
to  the  dollar  limit  on  annual  benefits  ($90,000)  rather  than  to  the 
benefit. 

In  the  case  of  participants  in  collectively  bargained  plans  in  ex- 
istence on  the  date  of  enactment,  the  bill  provides  that  the  current 
accrued  benefit  is  the  individual's  accrued  benefit  as  of  the  close  of 
the  last  year  beginning  before  the  earlier  of  (1)  the  date  on  which 
the  last  of  the  collective  bargaining  agreements  terminates  or  (2) 
January  1,  1986.  In  addition,  the  bill  provides  that,  in  the  case  of  a 
collectively  bargained  plan,  changes  in  the  terms  and  conditions  of 
the  plan  made  pursuant  to  a  collective  bargaining  agreement 
reached  prior  to  July  1,  1982,  and  ratified  prior  to  September  3, 
1982,  may  be  taken  into  account  for  purposes  of  computing  the  cur- 
rent accrued  benefit. 

The  bill  clarifies  that  the  special,  elective  transition  rule  for  com- 
puting the  defined  contribution  plan  fraction  is  available  only  for 
plans  that  were  in  existence  on  or  before  July  1,  1982. 

15.  Loans  to  plan  participants  (sec.  613(b)  of  the  bill  and  sec.  72 
of  the  Code) 

Present  Law 

TEFRA  provided  that  any  amount  received  (directly  or  indirect- 
ly) by  a  participant  as  a  loan  from  (1)  a  qualified  pension,  etc., 
plan,  (2)  a  governmental  plan  (whether  or  not  a  qualified  plan),  or 
(3)  a  tax-sheltered  annuity  contract  is  treated  as  a  distribution  to 
the  participant  unless  certain  requirements  are  met.  For  example, 
a  loan  that,  by  its  terms,  must  be  repaid  within  five  years  general- 
ly is  not  treated  as  a  distribution  if  the  amount  of  the  loan,  when 
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added  to  the  outstanding  loan  balance  (principal  plus  interest)  with 
respect  to  the  employee  under  all  plans  of  the  employer,  does  not 
exceed  the  lesser  of  (1)  $50,000,  or  (2)  50  percent  of  the  present 
value  of  the  employee's  nonforfeitable  accrued  benefit  under  such 
plan  (but  not  less  than  $10,000). 

TEFRA  did  not  repeal  a  provision  of  prior  law  under  which  the 
repayment  of  a  loan  from  an  H.R.  10  plan  (a  qualified  plan  cover- 
ing a  self-employed  individual)  by  an  owner-employee  (a  sole  pro- 
prietor or  an  individual  partner  who  owns  more  than  10  percent  of 
a  partnership)  was  treated  as  a  contribution  to  the  plan.  Amounts 
treated  as  contributions  under  the  rule  were  subject  to  the  limit  on 
deductions  for  contributions  to  H.R.  10  plans. 

The  TEFRA  loan  rules  generally  apply  to  loans  made  after 
August  13,  1982.  Under  a  special  transitional  rule,  however,  a 
qualified  refunding  loan  made  after  August  13,  1982,  and  before 
August  14,  1983,  generally  is  not  treated  as  a  distribution  on  the 
date  of  the  loan.  A  qualified  refunding  loan  is  a  loan  used  to  make 
a  required  principal  payment  on  a  loan  that  was  outstanding  on 
August  13,  1982,  if  that  payment  is  required  to  be  made  before 
August  14,  1983. 

Explanation  of  Provision 

The  bill  clarifies  that  the  50-percent  loan  limit  does  not  reduce 
the  overall  limit  on  loans  below  $10,000.  Accordingly  if,  immediate- 
ly after  a  loan,  the  outstanding  loan  balance  is  less  than  $10,000, 
the  new  loan  rules  would  not  cause  the  loan  to  be  treated  as  a  dis- 
tribution even  though  the  outstanding  loan  balance  at  that  time 
exceeds  50  percent  of  the  employee's  nonforfeitable  accrued  benefit 
under  the  plan.  TEFRA  did  not  change  prior  law  under  which  cer- 
tain loans  could  be  treated  as  distributions. 

In  addition,  the  bill  provides  that  a  loan  to  an  employee  from  de- 
ductible employee  contributions  is  treated  as  a  distribution  under 
the  plan,  regardless  of  the  amount  of  the  loan.  In  addition,  the 
present  value  of  an  employee's  nonforfeitable  accrued  benefit 
under  the  plan  would  not  include  any  accrued  benefit  attributable 
to  deductible  employee  contributions. 

The  bill  repeals  the  provision  that  treats  a  repayment  of  a  loan 
to  an  owner-employee  as  a  contribution  to  the  plan  on  behalf  of  the 
owner-employee. 

Further,  the  bill  clarifies  the  special  transitional  rule  for  quali- 
fied refunding  loans  by  defining  a  required  principal  payment  to 
include  an  amount  paid  under  a  loan  payable  on  demand  if  the 
loan  was  outstanding  on  August  13,  1982. 

16.  Repeal  of  special  qualification  requirements  (sec.  613(c)  of  the 
bill  and  sees.  72  and  402  of  the  Code) 

Present  Law 

TEFRA  generally  eliminated  distinctions  in  the  tax  law  between 
qualified  pension,  etc.,  plans  of  corporations  and  those  of  self-em- 
ployed individuals  (H.R.  10  plans).  TEFRA  (1)  repealed  certain  of 
the  special  rules  for  H.R.  10  plans,  (2)  extended  other  of  the  special 
rules  to  all  qualified  plans,  including  those  maintained  by  corpo- 
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rate  employers,  and  (3)  generally  applied  the  remainder  of  the  spe- 
cial rules,  with  modifications,  only  to  those  plans  (whether  main- 
tained by  a  corporate  or  noncorporate  employer)  that  favor  the  em- 
ployer's key  employees  (i.e.,  top-heavy  plans). 

TEFRA  provided  that  a  distribution  to  an  individual  who  is  (or 
was)  a  key  employee  and  who  has  not  attained  age  59  1/2  or 
become  disabled  is  subject  to  an  additional  10-percent  income  tax. 
This  additional  tax  is  imposed  on  the  income  portion  of  a  distribu- 
tion attributable  to  accumulations  or  accruals  made  when  the  indi- 
vidual was  a  key  employee  in  a  top-heavy  plan. 

Explanation  of  Provision 

The  bill  clarifies  that  the  additional  10-percent  income  tax  for 
distributions  prior  to  age  59  1/2  is  not  to  apply  to  a  distribution  to 
an  owner-employee  unless  it  is  attributable  to  contributions  paid 
on  behalf  of  the  individual  while  a  key  employee  in  a  top-heavy 
plan. 

The  bill  amends  the  rules  relating  to  qualifying  rollover  distribu- 
tions to  provide  that  a  rollover  to  a  qualified  pension,  etc.,  plan  is 
not  permitted  if  any  part  of  the  distribution  of  a  benefit  is  attribut- 
able to  contributions  made  on  behalf  of  the  employee  while  a  key 
employee  in  a  top-heavy  plan.  The  rule  is  necessary  because  of  spe- 
cial restrictions  that  apply  to  these  benefits.  If  a  distribution  to  a 
self-employed  individual  is  not  attributable  to  contributions  made 
while  the  individual  was  a  key  employee  in  a  top-heavy  plan,  how- 
ever, a  rollover  to  a  qualified  pension,  etc.,  plan  or  a  qualified  an- 
nuity plan  is  permitted. 

17.  Repeal  of  special  limitations  on  deduction  for  self-employed 
individuals  and  subchapter  S  corporations  (sec.  613(d)  of  the 
bill  and  sees.  72,  219,  401,  404,  and  415  of  the  Code) 

Present  Law 

TEFRA  generally  repealed  most  of  the  special  deduction  limits 
for  contributions  on  behalf  of  a  self-employed  individual  under  a 
qualified  defined  contribution  H.R.  10  plan,  effective  for  taxable 
years  beginning  after  December  31,  1983.  In  addition,  TEFRA  re- 
vised the  definition  of  earned  income  of  a  self-employed  individual 
so  that  the  amount  of  earned  income  corresponds  to  the  amount  of 
compensation  of  a  common-law  employee.  Under  TEFRA,  in  apply- 
ing the  rules  on  deductions  and  limitations  for  qualified  plans,  the 
earned  income  of  a  self-employed  individual  is  computed  after 
taking  into  account  contributions  by  the  employer  to  a  qualified 
plan  to  the  extent  a  deduction  is  allowed  for  the  contributions. 

TEFRA  repealed  the  special  rules  applicable  to  qualified  defined 
benefit  pension  plans  providing  benefits  for  self-employed  individ- 
uals or  shareholder-employees  of  a  subchapter  S  corporation,  effec- 
tive for  plan  years  beginning  after  December  31,  1983. 

TEFRA  revised  the  dollar  limit  ($30,000  for  1984)  on  employer 
contributions  to  a  simplified  employee  pension  (SEP)  to  correspond 
to  the  dollar  limit  on  annual  additions  under  a  qualified  defined 
contribution  plan.  TEFRA,  however,  did  not  increase  the  limit  on 
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employee  deductions  ($15,000)  to  conform  with  the  higher  limit  on 
employer  contributions. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  determining  the  maximum 
allowable  deduction  of  a  self-employed  individual  for  contributions 
to  a  qualified  plan,  the  earned  income  of  the  self-employed  individ- 
ual is  determined  without  regard  to  the  deductions  allowable  for 
contributions  to  a  qualified  pension,  etc.,  plan. 

The  bill  amends  the  effective  date  of  the  repeal  of  the  special  de- 
duction rules  for  defined  contribution  H.R.  10  plans  to  clarify  that 
the  rules  do  not  apply  to  a  qualified  defined  benefit  H.R.  10  plan. 

The  bill  amends  the  limit  on  deductions  by  employees  for  em- 
ployer contributions  to  SEPs  to  conform  with  the  dollar  limit  on 
annual  additions  to  qualified  defined  contribution  plans.  According- 
ly, the  bill  raises  the  dollar  limit  on  employee  deductions  to 
$30,000. 

The  bill  also  repeals  the  following  provisions  relating  to  self-em- 
ployed individuals: 

(1)  the  rule  relating  to  the  return  of  excess  contributions  made 
on  behalf  of  a  self-employed  individual  prior  to  the  due  date  of  the 
annual  return; 

(2)  the  special  limit  on  contributions  by  an  employer  on  behalf  of 
an  owner-employee  to  pay  premiums  or  other  consideration  for  an 
annuity,  endowment,  or  life  insurance  contract  on  the  life  of  the 
owner-employee  issued  under  an  H.R.  10  plan; 

(3)  certain  special  deduction  rules  applicable  to  plans  benefiting 
self-employed  individuals  or  shareholder-employees;  and 

(4)  the  special  limitation  applicable  to  certain  level  premium  an- 
nuity contracts  under  plans  benefiting  owner-employees. 

18.  Allowance  of  exclusion  of  death  benefit  for  self-employed  indi- 
viduals (sec.  613(e)  of  the  bill  and  sec.  101  of  the  Code) 

Present  Law 

TEFRA  provided  that  the  exclusion  from  gross  income  of 
amounts  received  as  death  benefits  by  the  beneficiary  or  estate  of 
an  employee  is  available  with  respect  to  any  lump  sum  distribution 
under  a  qualified  pension,  etc.,  plan,  a  qualified  annuity  plan,  or  a 
tax-sheltered  annuity  paid  on  behalf  of  a  self-employed  individual. 

Explanation  of  Provision 

The  bill  provides  that  the  exclusion  from  gross  income  of  employ- 
ee death  benefits  provided  on  behalf  of  a  self-employed  individual 
generally  applies  to  amounts  paid  or  distributed  under  a  qualified 
pension,  etc.,  plan.  The  bill  would  not  change  the  rule  providing 
that  the  exclusion  is  not  available  if  (1)  the  employee  (or  self-em- 
ployed individual)  possessed,  immediately  before  death,  a  nonforfei- 
table right  to  receive  the  amounts  while  living  and  (2)  the  distribu- 
tion is  not  a  lump  sum  distribution. 
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19.  Special  rules  for  top-heavy  plans  (sec.  613(f)  of  the  bill  and 
sees.  408  and  416  of  the  Code) 

Present  Law 

TEFRA  provided  additional  qualification  requirements  for  plans 
that  favor  an  employer's  key  employees  (top-heavy  plans).  These 
additional  requirements  (1)  limit  the  amount  of  a  participant's 
compensation  that  may  be  taken  into  account,  (2)  provide  greater 
portability  of  plan  benefits  for  plan  participants  by  requiring  more 
rapid  vesting,  (3)  provide  minimum  nonintegrated  contributions  or 
benefits  for  plan  participants  who  are  not  key  employees,  and  (4) 
reduce  the  aggregate  limit  on  contributions  and  benefits  for  certain 
key  employees. 

An  individual  is  a  key  employee  of  an  employer  if  the  individual 
is  a  participant  in  an  employer  plan  and,  at  any  time  during  the 
plan  year  or  any  of  the  four  preceding  plan  years,  (1)  is  an  officer 
(in  the  case  of  a  corporate  employer),  (2)  is  one  of  the  10  employees 
owning  the  largest  interests  in  the  employer,  (3)  owns  more  than  a 
5-percent  interest  in  the  employer,  or  (4)  owns  more  than  a  1-per- 
cent interest  in  the  employer  and  has  compensation  from  the  em- 
ployer in  excess  of  $150,000. 

For  any  plan  year  for  which  a  plan  is  a  top-heavy  plan,  only  the 
first  $200,000  of  any  employee's  compensation  may  be  taken  into 
account  under  the  plan.  Beginning  in  1986,  this  $200,000  limit  will 
be  adjusted  for  inflation  in  the  same  manner  applicable  to  the  ad- 
justment of  the  overall  dollar  limits  on  contributions  and  benefits 
under  qualified  pension,  etc.,  plans. 

Under  TEFRA,  a  defined  benefit  pension  plan  is  a  top-heavy  plan 
for  a  plan  year  if,  as  of  the  determination  date,  the  present  value 
of  the  cumulative  accrued  benefits  for  participants  who  are  key 
employees  for  the  plan  year  exceeds  60  percent  of  the  present  value 
of  the  cumulative  accrued  benefits  for  all  employees  under  the 
plan.  A  defined  contribution  plan  is  a  top-heavy  plan  for  a  plan 
year  if,  as  of  the  determination  date,  the  sum  of  the  account  bal- 
ances of  participants,  who  are  key  employees,  for  the  plan  year  ex- 
ceeds 60  percent  of  the  sum  of  the  account  balances  of  all  employ- 
ees under  the  plan. 

If  a  plan  is  a  member  of  a  group  of  plans  that  is  required  to  be 
aggregated  for  purposes  of  the  rules  for  top  heavy  plans,  the  plan's 
status  is  determined  by  the  status  of  the  group.  Accordingly,  if  the 
plan  is  a  member  of  a  group  that  is  not  top  heavy,  no  plan  in  the 
group  is  top  heavy  even  though  the  particular  plan,  standing  alone, 
would  be  top  heavy.  Similarly,  if  the  group  is  top  heavy,  each  plan 
in  the  group  is  top  heavy  even  though  the  particular  plan,  standing 
alone,  is  not  top  heavy. 

Under  a  5-year  lookback  rule,  the  present  value  of  the  cumula- 
tive accrued  benefit  of  a  participant  in  a  defined  benefit  pension 
plan  or  the  account  balance  of  a  participant  in  a  defined  contribu- 
tion plan  generally  includes  any  amount  distributed  with  respect  to 
the  participant  under  the  plan  within  the  five-year  period  ending 
on  the  determination  date  (including  lump-sum  distributions  and 
distributions  made  before  the  date  of  enactment  or  before  the  plan 
became  top-heavy). 
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Explanation  of  Provision 

The  bill  revises  the  definition  of  a  key  employee  to  include  any 
employee,  rather  than  any  participant  in  an  employer  plan,  who 
has  the  requisite  relationship  to  the  employer.  An  employee  in- 
cludes a  former  employee  who  must  be  considered  under  the  five- 
year  lookback  rule.  In  addition,  the  bill  provides  that,  for  purposes 
of  determining  the  ten  employees  owning  the  largest  interests  in 
the  employer,  (1)  only  employees  with  annual  pay  in  excess  of  the 
dollar  limit  for  the  year  on  annual  additions  to  qualified  defined 
contribution  plans  ($30,000  for  1984)  are  taken  into  account  as  key 
"employees  and  (2)  if  two  employees  have  the  same  interest  in  the 
employer,  the  employee  with  greater  annual  compensation  is  treat- 
ed as  having  a  larger  interest.  Further,  the  bill  clarifies  that  the 
determination  of  the  amount  of  an  employee's  interest  in  an  em- 
ployer for  purposes  of  determining  the  top-ten  owners,  5-percent 
owners,  or  1-percent  owners  is  determined  without  regard  to  the 
aggregation  rules  of  sections  414(b),  (c),  or  (m). 

Under  the  bill,  the  requirement  that  the  employer  make  a  mini- 
mum contribution  on  behalf  of  each  participant  who  is  not  a  key 
employee  applies  to  a  SEP  if  the  SEP  arrangement  is  top-heavy. 

The  bill  clarifies  that  distributions  under  a  terminated  plan  are 
taken  into  account  under  the  5-year  lookback  rule  in  determining 
the  top  heavy  status  of  plans  maintained  by  an  employer. 

The  bill  provides  that  the  $200,000  limit  on  compensation  taken 
into  account  under  SEPs  will  be  adjusted  for  inflation  at  the  same 
time  and  in  the  same  manner  as  the  adjustments  to  the  overall 
dollar  limit  on  annual  additions  under  a  qualified  defined  contribu- 
tion plan.  In  addition,  the  bill  clarifies  that  no  adjustment  will  be 
made  to  the  $200,000  limit  on  compensation  taken  into  account 
under  the  rules  for  top-heavy  plans  until  adjustments  are  made  to 
the  overall  dollar  limits  on  contributions  and  benefits. 

20.  Employee  leasing  (sec.  613  of  the  bill  and  sec.  414  of  the  Code) 

Present  Law 

Under  present  law,  for  purposes  of  certain  of  the  tax-law  rules 
for  qualified  pension,  profit-sharing,  or  stock  bonus  plans  and  sim- 
plified employee  pensions,  certain  leased  employees  are  treated  as 
employees  of  the  lessee.  Present  law  includes  a  safe  harbor  rule 
under  which  the  leased  employee  is  not  treated  as  the  employee  of 
the  lessee  if  certain  requirements  are  met. 

The  committee  is  aware  that  some  individuals  have  interpreted 
the  present  law  safe  harbor  rules  as  overriding  traditional 
common-law  employee  rules.  The  committee  believes  that  present 
law  should  be  clarified  to  prevent  this  interpretation. 

Explanation  of  Provision 

The  provision  clarifies  the  present  law  definition  of  a  leased  em- 
ployee to  include  those  individuals  who  are  not  otherwise  employ- 
ees of  the  lessee. 
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21.  Required  distributions  for  qualified  plans  (sec.  613(g)  of  the 
bill  and  sec.  401  of  the  Code) 

Present  Law 

TEFRA  extended  to  all  qualified  plans  the  requirement  that  the 
entire  interest  of  an  employee  must  be  distributed  not  later  than 

(1)  the  taxable  year  in  which  the  participant  attains  age  70-1/2,  or 

(2)  if  later,  the  year  in  which  the  participant  retires.  Alternatively, 
distributions  must  begin  no  later  than  such  taxable  year  and  must 
be  made,  pursuant  to  Treasury  regulations,  over  the  life  of  the  par- 
ticipant (or  lives  of  the  participant  and  the  participant's  spouse),  or 
over  a  period  not  exceeding  the  life  expectancy  of  the  participant 
(or  the  life  expectancies  of  the  participant  and  the  participant's 
spouse).  In  addition,  a  top-heavy  plan  must  provide  that  distribu- 
tions to  an  individual  who  is  a  key  employee  will  commence  not 
later  than  the  taxable  year  in  which  the  key  employee  attains  age 
70-1/2  whether  or  not  the  key  employee  separates  from  service  or 
applies  for  benefit  payment  in  that  year.  Under  present  law,  the 
entire  interest  of  an  employee  does  not  include  death  benefits  that 
are  excluded  from  a  beneficiary's  gross  income  under  section  101. 

TEFRA  extended  to  all  qualified  plans  certain  rules  for  post- 
death  distributions.  If  a  participant  or  the  participant's  surviving 
spouse  dies  before  the  entire  interest  in  the  plan  is  distributed, 
amounts  payable  to  a  beneficiary  who  is  not  the  participant's  sur- 
viving spouse  generally  must  be  paid  to  the  beneficiary  within  five 
years  after  the  participant  or  surviving  spouse  dies.  The  required 
distribution  rules  generally  apply  for  plan  years  beginning  after 
December  31,  1983.  A  special  transition  rule,  however,  exempts  cer- 
tain distributions  made  pursuant  to  employee  designations  if  the 
designation  is  made  before  January  1,  1984. 

Explanation  of  Provision 

The  bill  clarifies  that,  for  purposes  of  the  rules  requiring  distri- 
butions before  death,  distributions  may  be  made  to  the  participant 
and  a  nonspouse  beneficiary  even  though  the  measuring  lives  for  a 
permissible  payment  period  are  those  of  the  participant  or  the  par- 
ticipant and  spouse. 

Under  the  bill,  an  exception  is  provided  to  the  general  rule  re- 
quiring distributions  to  be  paid  within  five  years  after  the  death  of 
an  employee  or  an  employee's  surviving  spouse.  Under  the  bill,  the 
5-year  limit  does  not  apply  if  the  distribution  commences  not  later 
than  one  year  after  the  death  of  the  employee  or  the  employee's 
surviving  spouse  and  is  paid  to  a  qualified  beneficiary.  Under 
Treasury  regulations,  payments  must  be  made  over  a  qualified 
period. 

In  general,  the  bill  provides  that  a  qualified  beneficiary  includes 
any  individual  who  (1)  was  a  dependent  (sec.  152)  of  the  employee 
or  the  employee's  surviving  spouse  for  any  two  of  the  last  five  tax- 
able years,  or  (2)  is  a  former  spouse  of  the  employee.  For  purposes 
of  determining  dependency,  if  a  child's  parents  are  divorced,  and 
the  child  is  a  dependent  of  either  or  both  of  the  divorced  parents, 
then  the  child  is  treated  as  a  dependent  of  each  divorced  parent. 
Also,  social  security  benefits  paid  to  a  beneficiary  are  disregarded. 
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The  Committee  intends  that  a  plan  administrator  may  rely  in  good 
faith  on  the  written  representations  of  a  beneficiary  as  to  the  bene- 
ficiary's status  as  a  dependent  or  former  spouse. 

The  qualified  period  over  which  payments  may  be  made  to  a 
qualified  beneficiary  generally  does  not  end  before  the  later  of  (1) 
five  years  after  the  date  of  death  of  the  decedent,  or  (2)  the  life  ex- 
pectancy of  an  individual  with  an  age  equal  to  the  age  of  the  dece- 
dent at  the  time  of  death.  Payments  to  a  beneficiary  who  is  perma- 
nently and  totally  disabled  may  be  paid  over  the  life  expectancy  of 
the  beneficiary  or  a  term  certain  not  extending  beyond  the  life  ex- 
pectancy of  the  beneficiary.  Under  the  bill,  in  the  case  of  a  quali- 
fied beneficiary  who  is  under  age  22  at  the  time  of  the  employee's 
death,  payments  need  not  commence  prior  to  the  time  the  benefici- 
ary attains  age  22  and  the  qualified  period  does  not,  in  any  case, 
end  before  the  beneficiary  attains  age  27.  The  same  rules  apply  if 
the  benefits  are  payable  after  the  death  of  the  employee's  spouse. 

The  bill  provides  that  the  special  transition  rule  for  employee 
designations  does  not  expire  until  the  first  day  of  the  first  plan 
year  beginning  on  or  after  January  1,  1984.  In  addition,  the  bill 
would  clarify  that  if  a  plan  provides  for  a  specific  method  of  distri- 
bution in  the  absence  of  an  employee  election  of  another  method, 
such  a  default  option  is  treated  as  an  employee  designation  under 
the  special  transition  rule.  This  default  option  is  treated  as  an  em- 
ployee designation  even  if  there  is  only  one  method  of  distribution 
permitted  under  the  plan.  Further,  in  the  case  of  a  collectively  bar- 
gained plan,  the  transition  period  for  employee  designations  does 
not  expire  until  the  first  day  of  the  first  plan  year  beginning  on  or 
after  the  earlier  of  (1)  the  date  on  which  the  last  of  the  collective 
bargaining  agreements  relating  to  the  plan  terminates  or  (2)  Janu- 
ary 1,  1986. 

Under  the  bill,  in  the  case  of  a  government  plan,  the  effective 
date  is  delayed  until  plan  years  beginning  after  December  31,  1985, 
in  order  to  provide  adequate  time  for  the  employer  to  amend  the 
plan.  Corresponding  changes  are  made  to  the  expiration  date  of  the 
special  transition  rule. 

22.  Required  distributions  in  case  of  individual  retirement  plans 
(sec.  613(h)  of  the  bill  and  sec.  408  of  the  Code) 

Present  Law 

TEFRA  revised  the  rules  relating  to  distributions  from  an  indi- 
vidual retirement  account  or  annuity  (IRA)  after  the  death  of  the 
individual  on  whose  behalf  the  IRA  was  established.  In  addition, 
TEFRA  repealed  the  rules  under  which  any  beneficiary  of  an  indi- 
vidual on  whose  behalf  an  IRA  was  established  (or  any  beneficiary 
of  the  surviving  spouse  of  such  an  individual)  effectively  could  elect 
to  treat  the  inherited  IRA  as  one  established  on  the  beneficiary's 
own  behalf. 

The  TEFRA  provision  relating  to  the  treatment  of  inherited 
IRAs  is  effective  for  taxable  years  beginning  after  December  31, 
1983. 


1637 

Explanation  of  Provision 

The  bill  clarifies  that  the  provision  applies  with  respect  to  indi- 
viduals dying  after  December  31,  1983. 

23.  Existing  personal  service  corporations  liquidating  in  1983  or 
1984  (sec.  613(i)  of  the  bill  and  sec.  247  of  TEFRA) 

Present  Law 

TEFRA  provided  a  transitional  rule  under  which  personal  serv- 
ice corporations  may,  during  1983  or  1984,  complete  a  one-month 
liquidation  under  section  333  without  the  corporation  incurring  tax 
on  its  unrealized  receivables. 

Explanation  of  Provision 

The  bill  clarifies  that  this  transition  rule  is  available  only  to  cor- 
porations that  were  in  existence  on  September  3,  1982  (the  date  of 
enactment  of  TEFRA). 

24.  Nondiscriminatory  coordination  of  defined  contribution  plans 
with  OASDI  (sec.  613(j)  of  the  bill  and  sec.  408  of  the  Code) 

Present  Law 

TEFRA  extended  to  all  defined  contribution  plans  a  prior-law 
rule  for  qualified  H.R.  10  plans  under  which  the  tax  rate  and  wage 
base  applicable  to  employers  for  old  age,  survivors,  and  disability 
insurance  (OASDI)  under  social  security  are  the  maximum  rate 
and  base  for  determining  the  amount  by  which  employer  contribu- 
tions can  be  reduced  under  qualified  plans  that  are  integrated  with 
social  security. 

Explanation  of  Provision 

The  bill  provides  that,  if  an  employer  does  not  maintain  an  inte- 
grated plan  at  any  time  during  the  taxable  year,  OASDI  contribu- 
tions may  be  taken  into  account  as  contributions  by  the  employer 
to  an  employee's  simplified  employee  pension  (SEP).  This  rule  ap- 
plies, however,  only  if  OASDI  contributions  are  taken  into  account 
with  respect  to  each  employee  maintaining  a  SEP. 

25.  Profit-sharing  plan  contributions  on  behalf  of  disabled  em- 
ployees (sec.  613(k)  of  the  bill  and  sec.  415  of  the  Code) 

Present  Law 

TEFRA  permitted  an  employer  to  elect  to  continue  deductible 
contributions  to  a  profit-sharing  plan  on  behalf  of  an  employee  who 
is  permanently  and  totally  disabled.  The  contributions  are  deduct- 
ible, however,  only  if  contributions  are  nonforfeitable  when  contrib- 
uted. 

Explanation  of  Provision 

The  bill  clarifies  that  the  election  is  available  for  contributions 
to  profit-sharing  and  stock  bonus  plans.  In  addition,  the  bill  clari- 
fies that  only  those  contributions  that  are  the  subject  of  the  em- 
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plover's  election  must  be  nonforfeitable  when  made  under  the  spe- 
cial rule. 

26.  Attorney's  fees  (sec.  614(b)  of  the  bill  and  sec.  7430  of  the 
Code) 

Present  Law 

TEFRA  added  provisions  allowing  awards  of  attorney's  fees  to 
taxpayers  under  certain  circumstances  in  tax  cases  commenced 
after  February  28,  1983,  in  any  United  States  court  or  the  Tax 
Court.  On  October  1,  1982,  (after  enactment  of  TEFRA),  the  U.S. 
Court  of  Claims  was  reorganized,  creating  a  new  United  States 
Claims  Court  as  an  Article  I  court.  Because  of  this  reorganization, 
the  question  has  arisen  whether  the  Claims  Court  is  a  "court  of  the 
United  States"  for  purposes  of  the  attorney's  fee  provisions. 

Explanation  of  Provision 

The  bill  clarifies  that  the  attorney's  fee  provisions  of  TEFRA 
apply  in  tax  cases  in  the  Claims  Court. 

27.  Withholding  on  pensions,  annuities,  and  certain  other  deferred 

income  (sec.  614(c)  of  the  bill  and  sees.  31,  3405,  and  6652  of 
the  Code) 

Present  Law 

TEFRA  provided  that  payors  generally  are  required  to  withhold 
tax  from  a  designated  distribution  (the  taxable  part  of  a  payment 
made  from  or  under  a  pension,  profit-sharing,  stock  bonus,  or  an- 
nuity plan,  an  IRA,  a  commercial  annuity  contract,  or  an  employer 
deferred  compensation  plan  if  the  distribution  is  not  otherwise  con- 
sidered wages).  Recipients  may  elect,  for  any  reason,  not  to  have 
the  withholding  rules  apply  to  any  distribution.  Payors  are  re- 
quired to  notify  recipients  of  their  right  to  elect  not  to  have  the 
withholding  rules  apply. 

Explanation  of  Provision 

The  bill  provides  a  credit  against  income  tax  for  the  amounts 
withheld  under  the  pension  withholding  provisions. 

Under  the  bill,  no  amount  would  be  required  to  be  withheld  if  a 
distribution  consists  only  of  employer  securities  of  the  employer 
corporation  and  cash  in  lieu  of  fractional  shares  of  employer  securi- 
ties. The  amount  of  cash  received  in  the  distribution  may  not 
exceed  $200.  The  bill  clarifies  that  the  taxable  part  of  a  nonperio- 
dic  distribution  paid  by  reason  of  death  under  a  qualified  pension, 
etc.,  plan,  or  a  tax-sheltered  annuity,  is  determined  by  taking  into 
account  the  $5,000  death  benefit  exclusion  provided  in  section 
101(b),  whether  or  not  the  exclusion  is  allowable. 

The  bill  clarifies  that  the  pension  withholding  rules  do  not  apply 
to  amounts  paid  to  nonresident  aliens  if  the  amounts  are  subject  to 
the  withholding  of  tax  on  nonresident  aliens  or  would  be  subject  to 
such  withholding  but  for  a  tax  treaty.  Further,  the  bill  provides  a 
penalty  for  failure  to  give  the  notice  to  recipients  required  under 
the  pension  withholding  rules.  The  penalty  applies  unless  it  is 
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shown  that  the  failure  is  due  to  reasonable  cause  and  not  willful 
neglect.  The  penalty  is  equal  to  $10  for  each  failure,  up  to  a  maxi- 
mum during  any  calendar  year  of  $5,000. 

28.  Partnership  audit  (sec.  614(g)  of  the  bill  and  sec.  6233  of  the 
Code) 

Present  Law 

The  tax  treatment  of  any  partnership  item,  under  the  rules 
adopted  in  TEFRA,  is  required  to  be  determined  at  the  partnership 
level.  A  comparable  requirement  applies  in  the  case  of  subchapter 
S  corporations.  A  partnership  return  or  an  S  corporation  may  be 
filed  for  a  taxable  year  and  it  may  thereafter  be  determined  that 
the  filing  entity  is  not  a  partnership  or  an  S  corporation,  respec- 
tively, or  that  there  is  no  entity  for  the  taxable  year  with  respect 
to  which  the  return  was  filed. 

Explanation  of  Provision 

Under  the  bill,  to  the  extent  regulations  provide,  the  partnership 
level  determination  requirement  and  the  comparable  requirement 
for  S  corporations  apply  when  a  partnership  return  or  S  corpora- 
tion return,  respectively,  is  filed,  although  it  is  thereafter  deter- 
mined that  the  filing  entity  was  not  a  partnership  or  S  corporation, 
or  that  no  entity  existed  for  the  taxable  year  as  to  which  the 
return  was  filed. 

29.  Clerical  amendments 

Amendments  are  also  made  to  correct  several  clerical  errors  and 
correct  cross  references. 


B.  Technical  Corrections  to  the  Subchapter  S  Revision  Act  of  1982 

1.  Corporate  liquidations,  etc.  (sec.  621(a)  of  the  bill  and  proposed 

sec.  1363(e)  of  the  Code) 

Present  Law 

The  Subchapter  S  Revision  Act  of  1982  (the  "Act")  provided  that 
gain  is  recognized  on  the  distribution  of  appreciated  property  by  an 
S  corporation  with  respect  to  its  stock.  The  committee  reports  state 
that  this  rule  does  not  apply  in  the  case  of  a  complete  liquidation. 

Explanation  o  f  Provision 

The  bill  adds  clarifying  language  making  this  rule  inapplicable 
in  the  case  of  a  complete  liquidation  of  an  S  corporation,  or  to  the 
distribution  of  stock  by  an  S  corporation  in  a  reorganization  where 
the  receipt  of  that  stock  is  tax-free  to  the  shareholder  (by  reason  of 
sec.  354,  355,  or  356).  It  is  intended  both  that  a  liquidating  distribu- 
tion by  an  S  corporation  will  be  a  nonrecognition  transaction 
(under  sec.  336)  at  the  corporate  level,  and  also  that  the  nonrecog- 
nition provisions  of  section  337  will  continue  to  apply  to  the  sale  or 
exchange  of  property  after  a  plan  of  complete  liquidation  has  been 
adopted  by  an  S  corporation. 

As  under  present  and  prior  law,  gain  or  loss  will  be  recognized 
by  the  shareholder  with  respect  to  his  or  her  S  corporation  stock 
on  receipt  of  a  distribution  in  complete  liquidation  (under  the  rules 
of  sees.  331  or  333).  The  amount  of  gain  or  loss  recognized  to  the 
shareholder  will  not  be  affected  by  any  gain  or  loss  which  is  not 
recognized  at  the  corporate  level. 

2.  Treatment  of  discharge  of  indebtedness  (sec.  621(b)  of  the  bill 

and  sec.  108  of  the  Code) 

Present  Law 

Generally,  a  taxpayer  realizes  income  when  its  debts  are  dis- 
charged at  less  than  the  face  amount  of  the  debt.  However,  if  the 
debt  was  incurred  by  a  corporation,  the  taxpayer  may  elect  to 
reduce  certain  tax  attributes  in  lieu  of  recognizing  income. 

Explanation  of  Provision 

In  order  to  treat  all  shareholders  in  the  same  manner,  the  bill 
provides  that  the  exclusion  of  income  arising  from  discharge  of  in- 
debtedness and  the  corresponding  reductions  in  tax  attributes  (in- 
cluding losses  which  are  not  allowed  by  reason  of  any  shareholder's 
basis  limitation)  are  made  at  the  corporate  level.  Also,  the  bill  pro- 
vides that  where  a  debt  is  contributed  to  an  S  corporation  by  a 
shareholder  as  a  contribution  to  capital  after  December  31,  1980, 
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corporate  income  will  not  result  to  the  extent  that  the  basis  of  the 
debt  had  previously  been  reduced  by  the  pass-through  of  losses 
from  the  corporation  (under  present  or  prior  law). 

3.  Treatment  of  inactive  subsidiaries  (sec.  621(c)  of  the  bill  and 

sec.  1361(c)(6)  of  the  Code) 

Present  Law 

Under  present  law,  an  S  corporation  may  not  own  a  subsidiary 
corporation  other  than  an  inactive  subsidiary.  An  inactive  subsidi- 
ary is  defined  as  a  corporation  which  has  not  begun  business  before 
the  close  of  the  taxable  year  and  which  has  no  taxable  income  for 
the  period  included  within  the  S  corporation's  taxable  year. 

Explanation  of  Provision 

The  bill  eliminates  the  taxable  income  test  and  instead  would 
provide  that  a  subchapter  S  election  would  terminate,  by  reason  of 
the  subsidiary  becoming  active,  on  the  first  day  during  the  S  corpo- 
ration's taxable  year  that  the  subsidiary  has  gross  income.  This 
rule  prevents  a  termination  of  the  subchapter  S  election  from  oc- 
curring retroactively  to  the  beginning  of  the  taxable  year  (which  is 
generally  prohibited)  by  reason  of  the  subsidiary  having  any  tax- 
able income.  For  purposes  of  applying  this  gross  income  test,  con- 
tributions to  the  corporation's  capital  by  a  shareholder  are  not  to 
be  treated  as  gross  income. 

4.  Treatment  of  worthless  debt  (sec.  621(d)  of  the  bill  and  sec. 

1367(b)  of  the  Act) 

Present  Law 

The  Act  provided  that  corporate  losses  which  pass  through  to  the 
shareholders  are  to  be  taken  into  account  prior  to  taking  into  ac- 
count the  deduction  for  worthless  stock. 

Explanation  of  Provision 

The  bill  provides  the  same  rule  where  the  shareholder's  debt  in 
the  corporation  becomes  worthless.  Thus,  for  example,  where  a 
shareholder  has  no  basis  in  his  or  her  S  corporation  stock  but  has 
basis  in  debt  owed  by  the  corporation  and  that  debt  becomes  worth- 
less, corporate  losses  for  the  year  will  be  allowed  to  the  sharehold- 
er; these  losses  will  reduce  the  shareholder's  basis  in  the  debt, 
which  in  turn  will  reduce  the  amount  of  the  short-term  capital  loss 
(under  sec.  166(d))  for  the  worthless  debt. 

5.  Investment  tax  credit  recapture  (sec.  621(e)  of  the  bill  and  sec. 

1371(d)  of  the  Code) 

Present  Law 

The  Act  provided  that  the  recapture  of  the  investment  tax  credit 
for  credits  claimed  in  years  prior  to  becoming  an  S  corporation  is 
to  be  made  at  the  corporate  level. 
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Explanation  of  Provision 

The  bill  clarifies  that  an  S  corporation's  accumulated  earnings 
and  profits  will  be  reduced  by  the  amount  of  investment  credit  re- 
capture tax  (sec.  47)  imposed  on  the  corporation  with  respect  to 
these  credits,  since  the  earnings  and  profits  were  not  previously  re- 
duced by  the  amount  of  tax  savings  attributable  to  the  credit. 

6.  Qualified  subchapter  S  trusts  (sec.  621(f)  of  the  bill  and  sec. 

1361(d)  of  the  Code) 

Present  Law 

Present  law  allows  certain  trusts  which  distribute,  or  are  re- 
quired to  distribute,  income  currently  to  elect  to  be  treated  as  a 
"qualified  subchapter  S  trust"  which  may  be  a  shareholder  in  an  S 
corporation.  This  election  may  be  retroactive  for  up  to  60  days. 

Explanation  of  Provision 

The  bill  increases  this  period  to  75  days,  to  generally  conform  to 
the  time  provided  the  corporation  to  make  a  subchapter  S  election. 
Also,  the  bill  clarifies  that  the  disqualification  of  a  trust  by  reason 
of  the  failure  to  meet  the  distribution  requirements  will  be  effec- 
tive on  the  first  day  of  the  first  taxable  year  after  this  requirement 
is  not  met. 

7.  Accounting  treatment  where  election  terminates  (sec.  621(g)  (h) 

and  (t)  of  the  bill  and  sec.  1362  of  the  Code) 

Present  Law 

Under  present  law,  the  items  of  income,  loss,  etc.  for  the  entire 
taxable  year  in  which  a  subchapter  S  election  is  terminated  are 
pro-rated  between  the  short  subchapter  S  year  and  the  short  regu- 
lar corporate  year  on  a  daily  basis,  unless  all  persons  who  are 
shareholders  at  any  time  during  the  year  consent  to  closing  the 
corporate  books  at  the  end  of  the  subchapter  S  year. 

Explanation  of  Provision 

The  bill  provides  that  the  election  to  "close  the  books"  may  be 
made  if  all  the  shareholders  owning  stock  during  the  short  sub- 
chapter S  year  and  all  shareholders  owning  stock  on  the  first  day 
of  the  short  subchapter  C  year  consent  to  the  election.  Also,  under 
the  bill,  if  a  corporation  makes  a  qualified  stock  purchase  of  the 
stock  of  an  S  corporation  and  makes  an  election  under  section  338, 
all  the  recapture  income  resulting  from  the  election  will  be  report- 
ed in  the  corporation's  subchapter  C  return.  As  a  result,  the  selling 
shareholders  will  not  take  this  recapture  into  account  on  their  indi- 
vidual returns. 
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8.  Passive  income  rules  for  1982  (sec.  621(i)  of  the  Code  and  sec. 

6(b)  of  the  Act) 

Present  Law 

Under  the  Act,  the  amendments  to  the  passive  income  rules,  pre- 
venting a  subchapter  S  election  from  terminating  by  reason  of 
excess  passive  income  for  any  single  taxable  year,  were  made  effec- 
tive for  taxable  years  beginning  after  December  31,  1981. 

Explanation  of  Provision 

The  bill  provides  that  a  corporation  can  elect  to  have  the  new 
passive  income  rules  apply  only  for  taxable  years  beginning  after 
December  31,  1982,  the  general  effective  date  for  the  Act.  Thus,  a 
corporation  with  excess  passive  income  under  the  rules  of  prior  law 
for  its  taxable  year  beginning  in  1982  can  elect  to  terminate  its 
subchapter  S  election  rather  than  paying  both  a  corporate  and 
shareholder  tax  on  that  income.  If  an  election  under  this  provision 
is  made  causing  the  termination  of  the  subchapter  S  election,  the 
corporation  cannot  re-elect  subchapter  S  status  within  5  years 
without  the  consent  of  the  Internal  Revenue  Service. 

9.  Attribution  (sec.  621(j)  of  the  Act  and  sec.  318  of  the  Code) 

Present  Law 

Under  present  law,  in  applying  attribution  of  ownership  rules 
under  section  318,  a  partnership  is  deemed  to  own  proportionately 
stock  owned  by  the  partnership,  and  the  partnership  is  deemed  to 
own  all  the  stock  owned  by  the  partners.  In  the  case  of  a  corpora- 
tion, attribution  to  and  from  shareholders  occur  only  with  respect 
to  shareholders  owning  50  percent  or  more  in  value  of  the  corpora- 
tion's stock. 

Explanation  of  Provision 

The  bill  provides  that  the  attribution  of  stock  to  or  from  an  S 
corporation  and  its  shareholders  would  apply  in  the  same  manner 
as  if  the  S  corporation  (and  its  shareholders)  were  a  partnership 
(with  partners).  Thus,  attribution  will  occur  to  and  from  sharehold- 
ers owning  less  than  50  percent  of  the  corporation's  stock. 

10.  Certain  short  taxable  years  (sec.  621(1)  of  the  bill  and  sec. 
1362(b)  of  the  Code) 

Present  Law 

Under  present  law,  a  subchapter  S  election  for  a  taxable  year 
may  be  made  during  the  first  2  1/2  months  of  the  taxable  year  (sec. 
1362(b)(1)(B)). 

Explanation  of  Provision 

The  bill  provides  that  a  corporation  can  make  the  election  within 
2  1/2  months  from  the  beginning  of  a  taxable  year  although  the 
taxable  year  is  of  less  than  2  1/2  months  duration. 
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11.  Taxable  year  of  existing  S  corporations  (sec.  621(m)  of  the  bill 

and  sec.  1378  of  the  Code) 

Present  law 

Under  present  law,  an  S  corporation  which  had  an  election  in 
effect  for  a  taxable  year  which  includes  December  31,  1982,  may 
not  retain  that  taxable  year  after  there  has  been  a  change  in  own- 
ership of  more  than  50  percent  of  the  stock  after  December  31, 
1982.  Acquisition  by  reason  of  death,  gift  or  certain  buy-sell  agree- 
ments are  not  treated  as  change  in  ownership. 

Explanation  of  provision 

The  bill  clarifies  that  the  ownership  change  rules  apply  to  any 
corporation  which  made  an  election  before  October  19,  1982,  where 
that  election  was  effective  for  a  taxable  year  beginning  in  1983. 
The  bill  also  clarifies  that  stock  held  by  an  estate  of  a  decedent  on 
December  31,  1982,  may  qualify  as  stock  acquired  by  reason  of 
death,  for  purposes  of  the  change  in  ownership  rules. 

12.  Distributions  during  post-termination  period  (sec.  621(o)  of 
the  bill  and  sec.  1371(e)  of  the  Code) 

Present  law 

Under  present  law,  a  distribution  of  cash  by  a  corporation  during 
a  period  generally  one  year  from  the  date  an  S  corporation  election 
terminates  is  tax-free  to  the  extent  of  amounts  in  an  accumulated 
adjustments  account  (generally  undistributed  S  corporation 
income). 

Explanation  of  provision 

The  provision  will  allow  corporations  to  elect  to  treat  distribu- 
tions as  dividends  during  this  post-termination  period.  This  will 
allow  a  corporation  to  pay  dividends  to  avoid  accumulated  earnings 
tax  or  personal  holding  company  tax. 

13.  Corporate  preference  items  (sec.  621(p)  of  the  bill  and  sec.  291 
of  the  Code) 

Present  law 

Under  present  law,  S  corporations  compute  their  taxable  income 
as  an  individual,  and  therefore  the  provision  relating  to  corporate 
preference  items  does  not  apply  to  an  S  corporation. 

Explanation  of  provision 

In  order  to  prevent  a  regular  corporation  from  avoiding  the  cor- 
porate preference  rules  by  making  an  S  corporation  election,  the 
bill  provides  that  the  corporate  preference  rules  will  apply  for  the 
first  three  taxable  years  after  a  regular  corporation  elects  sub- 
chapter S  status.  The  rules  will  not  apply  to  any  corporation  which 
has  been  an  S  corporation  for  all  its  taxable  years. 
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14.  Accumulated  adjustments  account  (sec.  621(r)  of  the  bill  and 
sec.  1368(e)  of  the  Code) 

Present  law 

Under  present  law,  S  corporations  generally  may  make  tax-free 
distributions  to  the  extent  the  distributions  do  not  exceed  the 
amount  in  an  accumulated  adjustments  account.  This  account  gen- 
erally reflects  the  accumulated  net  income  of  the  corporation  less 
prior  distributions. 

Explanation  of  provision 

The  bill  provides  that  S  corporation  losses  for  any  taxable  year 
may  cause  the  account  to  become  negative  so  that  future  income 
may  cause  the  account  to  become  positive  only  after  the  negative 
balance  has  been  restored. 

The  bill  also  provides  that  non-deductible  amounts  which  are  not 
related  to  the  production  of  income  which  is  exempt  from  tax  will 
reduce  the  amount  in  the  account. 

Finally,  the  bill  provides  that  for  any  taxable  year,  the  amount 
in  the  account  (after  taking  into  account  income  and  loss  for  the 
taxable  year)  will  be  used  up  pro  rata  among  all  distributions  made 
during  the  year.  Thus,  if  the  account  balance  at  the  end  of  a  year, 
before  distributions,  is  $100  and  the  corporation  distributed  $200 
during  the  taxable  year,  one-half  of  each  distribution  will  be  treat- 
ed as  from  the  accumulated  adjustments  account  and  therefore  will 
not  be  taxed  as  a  dividend. 

15.  Clerical  amendments 

The  bill  also  makes  several  clerical  amendments  to  the  Act. 
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C.  Technical  Corrections  to  Miscellaneous  Provisions 

1.  Tax  preference  for  low-income  housing  (sec.  622(a)(1)  of  the 

bill  and  sec.  57  of  the  Code) 

Present  Law 

The  Technical  Corrections  Act  of  1982  added  a  provision  to  clari- 
fy that  the  amortization  of  low-income  housing  under  section  167(k) 
remained  a  tax  preference,  but  erroneously  added  that  provision  to 
subparagraph  (A)  of  section  57(a). 

Explanation  of  Provision 

This  bill  moves  that  provision  to  subparagraph  (B)  of  section 
57(a),  relating  to  the  tax  preference  for  15-year  real  property. 

2.  Foreign  currency  contracts  (sec.  622(a)(2)  and  (4)  of  the  bill 

and  sec.  1256(g)  of  the  Code) 

Present  Law 

The  Technical  Corrections  Act  of  1982  provided  that  certain  for- 
eign currency  contracts  entered  into  after  May  11,  1982  (or  earlier, 
if  certain  elections  were  made)  will  be  treated  as  regulated  futures 
contracts  and  therefore  be  taxed  on  the  marked-to-market  system 
with  a  maximum  tax  rate  of  32  percent.  In  order  for  a  contract  to 
qualify  as  a  foreign  currency  contract,  the  contract  must  require 
delivery  of  a  foreign  currency  which  is  a  currency  in  which  posi- 
tions are  also  traded  through  regulated  futures  contracts. 

Explanation  of  Provision 

Because  certain  contracts  may  call  for  a  cash  settlement  by  ref- 
erence to  the  value  of  the  foreign  currency  rather  than  actual  de- 
livery of  the  currency,  the  bill  provides  that  the  delivery  of  a  for- 
eign currency  requirement  is  met  where  the  contract  provides  for  a 
settlement  determined  by  reference  to  the  value  of  the  foreign  cur- 
rency. 

The  bill  also  permits  taxpayers  to  elect  to  have  the  regulated  fu- 
tures contract  rules  apply  only  to  contracts  entered  into  after  Jan- 
uary 12,  1983,  the  date  of  enactment  of  the  Technical  Corrections 
Act  of  1982. 

3.  Effective   date   of  corporation   acquisition   provision  (sec. 

622(a)(3)  of  the  bill  and  sec.  306(a)(8)  of  TEFRA) 

Present  Law 

The  Technical  Corrections  Act  of  1982  clarified  that  any  recap- 
ture income  required  to  be  reported  as  the  result  of  an  election  to 

(1646) 


1647 


treat  the  purchase  of  corporate  stock  as  the  sale  and  purchase  of 
the  corporate  assets  generally  is  not  reported  on  a  consolidated 
return.  Instead,  the  income  is  reported  on  the  target  corporation's 
separate  return.  The  new  TEFRA  provision  allowing  an  election  to 
treat  stock  purchases  as  asset  purchases  was  effective  for  purchases 
on  or  after  September  1,  1982.  A  transitional  rule  was  provided  by 
the  Technical  Corrections  Act  to  require  reporting  of  the  recapture 
income  on  the  selling  corporation's  consolidated  return  in  circum- 
stances where  the  contract  was  negotiated  on  the  contemplation 
that  the  recapture  income  would  be  reported  on  the  selling  corpo- 
ration's consolidated  return,  and  where  the  stock  was  purchased 
pursuant  to  a  binding  contract  entered  into  on  or  after  the  date  of 
enactment  of  TEFRA  (September  3,  1982)  and  before  the  date  of  en- 
actment of  the  Technical  Corrections  Act.  The  transitional  rule  is 
inapplicable  where  the  contract  was  entered  into  before  September 

3.  1982,  notwithstanding  that  it  was  contemplated  that  the  new 
TEFRA  rules  would  apply. 

Explanation  of  Provision 

The  bill  makes  the  special  transitional  rule  requiring  recapture 
income  to  be  reported  on  a  selling  corporation's  consolidated  return 
applicable  to  contracts  entered  into  on  or  after  September  1,  1982 
(the  effective  date  of  the  TEFRA  election  provision),  rather  than  on 
or  after  September  3,  1982  (the  date  TEFRA  was  enacted  into  law). 

4.  Coordination  of  certain  amendments  made  by  the  Highway 

Revenue  Act  of  1982  and  Public  Law  97-473  (sec.  622(b)  of  the 
bill) 

Present  Law 

The  Highway  Revenue  Act  of  1982  revised  Code  section  103(m)  to 
clarify  that  interest  on  certain  obligations  is  tax  exempt  under  sec- 
tion 103  and  that  therefore  the  shareholders  of  regulated  invest- 
ment companies  holding  those  obligations  qualify  for  tax-free  treat- 
ment on  the  distributions  of  the  interest  on  those  obligations. 
Public  Law  97-473  also  revised  old  section  103(m)  to  provide  cross 
references.  Because  the  Highway  Act  was  signed  prior  to  P.L.  97- 
473,  the  question  arises  whether  the  provision  relating  to  Code  sec- 
tion 103(m)  contained  in  the  Highway  Act  was  repealed  by  the 
later-signed  law. 

Explanation  of  Provision 

The  bill  clarifies  that  Public  Law  97-473  did  not  repeal  the 
exempt  interest  provision  added  by  the  Highway  Revenue  Act. 

5.  Principal  campaign  committees  (sec.  622(c)  of  the  bill  and  sec. 

527(h)  of  the  Code) 

Present  Law 

Under  present  law,  the  principal  campaign  committee  of  a  candi- 
date for  Congress  is  taxed  by  using  the  graduated  corporate  rates. 
The  principal  campaign  committee  is  the  committee  designated  by 
the  candidate. 
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Explanation  of  Provision 

The  bill  provides  that  if  the  candidate  has  only  one  campaign 
committee,  that  committee  will  be  treated  as  the  principal  cam- 
paign committee  without  the  necessity  of  a  designation. 


D.  Technical  Corrections  to  Highway  Revenue  Act  of  1982 

1.  Application  of  retail  truck  and  trailer  excise  tax  to  vehicles  in- 

cluding used  parts  (sec.  631  of  the  bill  and  sec.  4052  of  the 
Code) 

Present  Law 

The  Highway  Revenue  Act.  repealed  the  prior  10-percent  manu- 
facturers excise  tax  on  certain  trucks  and  trailers  and  imposed  the 
tax  as  a  retail  excise  tax.  The  new  tax  is  imposed  at  a  12-percent 
rate  on  the  first  retail  sale  of  taxable  trucks  and  trailers. 

Explanation  of  Provision 

The  bill  clarifies  that  the  value  of  any  used  component  included 
in  a  taxable  truck  or  trailer  (if  furnished  by  the  first  user  of  the 
taxable  vehicle)  is  excluded  in  determining  the  retail  price  of  (and 
thereby  the  excise  tax  on)  the  truck  or  trailer. 

2.  Application  of  gasoline  excise  tax  to  gasohol  (sec.  632  of  the 

bill,  sees.  4081(c)  and  6427  of  the  Code,  and  sec.  521(a)  of  the 
Act) 

Present  Law 

The  Highway  Revenue  Act  provides  a  5-cents-per-gallon  exemp- 
tion for  gasohol  from  the  9-cents-per-gallon  gasoline  excise  tax. 

Explanation  of  Provision 

The  bill  clarifies  that  the  exemption  applies  to  the  gasohol  mix- 
ture, and  not  solely  to  the  gasoline  component  of  the  mixture.  A 
conforming  amendment  is  made  to  the  floor  stocks  tax  imposed  on 
certain  gasohol  held  for  sale  on  April  1,  1983. 

3.  Certain  chain  operators  of  retail  gasoline  stations  treated  as 

producers  (sec.  633  of  the  bill  and  sec.  4082(d)  of  the  Code) 

Present  Law 

The  Highway  Revenue  Act  imposed  a  tax  of  9  cents  per  gallon  on 
the  sale  of  gasoline  by  a  producer  or  importer.  For  purposes  of  this 
tax,  the  term  "producer"  includes  wholesale  distributors  who  (1) 
sell  gasoline  to  producers,  to  retailers,  or  to  users  who  purchase  the 
gasoline  in  bulk  quantities  for  delivery  into  bulk  storage  tanks  and 
(2)  who  elect  to  be  so  treated.  These  distributors  (jobbers)  may  pur- 
chase gasoline  tax-free  for  sale  to  independent  dealers. 


(1649) 


1650 


Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  the  gasoline  tax,  wholesale 
distributors  include  chain  operators  who  (1)  purchase  gasoline  from 
a  producer  and  distribute  the  gasoline  to  10  or  more  retail  stations 
under  common  management  with  such  operator  and  (2)  who  elect 
to  be  so  treated.  These  distributors  will  be  entitled  to  purchase  gas- 
oline tax-free  for  sale  at  the  commonly-managed  retail  stations,  the 
tax  being  imposed  upon  such  later  sale.  For  purposes  of  this  rule, 
retail  sale  of  the  same  brand  of  gasoline  is  not  sufficient  to  indicate 
common  management.  This  amendment  is  effective  for  sales  after 
June  30,  1984. 

4.  Floor  stocks  refunds  for  tax-reduced  tires  (sec.  634(a)  of  the 

bill  and  sec.  523(b)  of  the  Highway  Revenue  Act) 

Present  Law 

The  Highway  Revenue  Act  provides  for  refund  of  certain  previ- 
ously-paid manufacturers  excise  taxes  on  articles  on  which  tax  is 
repealed. 

Explanation  of  Provision 

The  bill  clarifies  that  floor  stocks  refunds  also  are  available  with 
respect  to  tires  on  which  the  excise  tax  is  reduced,  but  not  re- 
pealed, on  January  1,  1984.  The  refund  is  limited  to  the  reduction 
in  tax. 

5.  Collection  of  excise  tax  on  noncommercial  aviation  gasoline 

(sec.  634(c)  of  the  bill  and  new  sees.  4082(e)  and  6427(j)  of  the 
Code) 

Present  Law 

Present  law  provides  for  a  tax  of  12  cents  per  gallon  on  gasoline 
used  in  noncommercial  aviation  aircraft.  The  tax  consists  of  two 
parts:  a  9-cents-per-gallon  tax  on  gasoline  collected  at  the  manufac- 
turer's level  (sec.  4081)  plus  a  3-cents-per-gallon  tax  collected  at  the 
retail  level  (sec.  4041(c).  A  tax  of  14  cents  per  gallon  on  nongasoline 
fuels  (e.g.,  jet  fuel)  used  by  noncommercial  aviation  is  collected  at 
the  retail  level. 

Explanation  of  Provision 

The  bill  provides  that,  effective  on  July  1,  1984,  the  12  cents  per 
gallon  excise  tax  on  gasoline  used  in  noncommercial  aviation  air- 
craft shall  be  collected  at  the  retail  level  effective  January  1,  1984. 
The  aviation  gasoline  dealer  (under  new  sec.  4082(e))  is  to  be  treat- 
ed as  a  "producer"  of  gasoline  and  thus  able  to  purchase  such  gaso- 
line tax-free  from  the  gasoline  manufacturer  or  producer.  An  avi- 
ation gasoline  dealer  includes  any  person  who  regularly  sells  gaso- 
line to  owners,  lessees,  or  operators  of  aircraft  for  use  as  fuel  in 
such  aircraft  in  noncommercial  aviation. 

An  aviation  gasoline  dealer  must  register  with  the  IRS  in  order 
to  purchase  gasoline  tax-free.  If  the  gasoline  is  later  used  or  resold 
as  fuel  for  other  than  noncommercial  aviation  aircraft,  the  user  or 
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seller  must  then  pay  the  appropriate  tax  (i.e.,  9  cents  per  gallon 
tax  if  used  in  a  highway  motor  vehicle  or  in  a  motorboat). 

6.  Floor  stocks  refunds  for  retread  tires  (sec.  634(d)  of  the  bill, 

sec.  523(b)  of  the  Highway  Revenue  Act,  and  sec.  4072  of  the 
Code) 

Present  Law 

The  Highway  Revenue  Act  repeals,  effective  January  1,  1984,  the 
tax  of  5  cents  per  pound  on  tread  rubber  used  in  recapping  or  re- 
treading highway  tires.  The  Act  provides  for  floor  stocks  refunds 
with  respect  to  tread  rubber  on  which  the  tax  was  previously  paid 
and  which  remains  in  inventory  on  December  31,  1983. 

Explanation  of  Provision 

The  bill  provides  that  tread  rubber  which  has  been  placed  on  re- 
tread tires  prior  to  January  1,  1984,  qualifies  for  a  floor  stocks 
refund.  Only  one  such  refund  per  tire  may  be  received. 

7.  Other  technical  and  conforming  changes  (sees.  634  (b),  (c),  and 
(e)-(h)  and  635  of  the  bill,  sees.  513(c),  521(c),  and  523(b)  of  the 
Highway  Revenue  Act,  and  sees.  4051,  4053,  4061,  4063,  4071, 
4073,  4082,  4216,  4218,  4221,  4227,  4481,  6412,  and  6416  of  the 
Code) 

Explanation  of  Provisions 

The  bill  restates  as  part  of  the  new  truck  and  trailer  retail  excise 
tax  the  exemptions  previously  provided  under  the  repealed  manu- 
facturers excise  tax. 

The  bill  clarifies  that  refunds  on  tax  paid  on  articles  used  as 
components  in  the  manufacture  of  later  articles  are  generally  to  be 
paid  to  the  person  who  paid  tax  on  the  later  article  rather  than  the 
person  who  paid  tax  on  the  component. 

The  bill  clarifies  that  the  liability  of  installers  for  the  truck  and 
trailer  retail  excise  tax  on  certain  parts  and  accessories  installed 
on  taxable  vehicles  within  six  months  of  their  purchase  is  second- 
ary to  the  liability  of  the  truck  or  trailer  owners. 

The  bill  clarifies  that  penalties  applicable  to  the  highway  excise 
taxes  also  apply  to  the  floor  stocks  taxes  imposed  by  the  Highway 
Revenue  Act. 

The  bill  clarifies  two  provisions  relating  to  the  heavy  vehicle  use 
tax.  First,  the  bill  clarifies  that  owner-operators  eligible  for  a  one- 
year  delay  in  the  increased  heavy  vehicle  use  tax  rates  will  be  sub- 
ject to  a  full  year's  tax  at  the  present  law  rates  during  1984  (rather 
than  a  partial  year's  tax  because  of  the  previously  scheduled  expi- 
ration date  of  September  30,  1984).  Second,  the  bill  provides  that  no 
inference  is  to  be  drawn  from  the  1982  amendments  with  respect  to 
the  taxation  of  trailers  based  on  their  '  'customary  use"  for  periods 
before  the  effective  date  of  those  amendments. 

Further,  the  bill  repeals  provisions  of  the  Code  made  obsolete  by 
the  Highway  Revenue  Act. 


E.  Technical  Corrections  to  the  Social  Security  Amendments  of 
1983  and  Related  Legislation 

1.  Foreign  work  test:  Withholding  from  auxiliary  on  account  of 

work  performed  by  a  retired  worker  (sec.  641(g)  of  the  bill 
and  sees.  203(d)(1)  and  (2)  of  the  Act.) 

Present  law 

The  Social  Security  Amendments  of  1983  (P.L.  98-21)  changed  the 
foreign  work  test  to  provide  that  a  retirement,  auxiliary,  or  survi- 
vor beneficiary  will  have  his  benefit  withheld  for  each  month  in 
which  he  is  under  age  70  and  works  for  more  than  45  hours  in  non- 
covered  remunerative  activity  outside  the  United  States.  However, 
the  7-day  work  test  which  applied  to  all  beneficiaries  under  prior 
law  continues  to  apply  only  with  respect  to  withholding  an  auxil- 
iary benefit  because  of  work  performed  by  the  retired  worker. 

Explanation  of  provision 

In  order  to  avoid  the  anomalous  situation  of  having  two  different 
foreign  work  tests,  the  bill  provides  that  auxiliary  benefits  will  be 
withheld  due  to  noncovered  work  performed  by  a  retired  worker 
outside  the  United  States  on  the  same  basis  as  primary  benefits. 

2.  FICA  treatment  of  employer  pickup  of  employee  contributions 

under  State  and  local  retirement  plans  (sees.  641(i)(2)  and 
643(i)(9)  of  the  bill,  sec.  209  of  the  Act,  and  sees.  3121  and 
3306  of  the  Code) 

Present  Law 

Prior  to  the  Social  Security  Amendments  of  1983,  certain  em- 
ployer payments  ("pickups")  of  employee  contributions  under  a 
State  or  local  retirement  plan  were  treated  as  subject  to  FICA  and 
FUTA  only  if  the  payments  were  made  under  a  salary  reduction 
arrangement.  Under  the  Amendments,  all  such  employer  payments 
are  subject  to  FICA  and  FUTA. 

Explanation  of  Provision 

Congress  intended,  in  the  Amendments,  merely  to  codify  the 
prior  law  treatment  of  employer  pickups.  Thus,  the  bill  amends  the 
provision  so  that  employer  pickups  are  taxable,  for  FICA  and 
FUTA  purposes,  only  if  the  pickup  is  pursuant  to  a  salary  reduc- 
tion agreement  (whether  evidenced  by  a  written  instrument  or  oth- 
erwise). The  term  salary  reduction  agreement  is  not  intended  to  in- 
clude to  cover  those  "agreements"  which  are  mandated  by  state 
statutes. 
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3.  Social  Security  coverage  of  Federal  workers  (sees.  641(j)(2)  and 
643(i)(4)  of  the  bill  and  sec.  210(a)(5)(B)  of  the  Social  Secu- 
rity Act  and  sec.  3121(b)(5)(B)  of  the  Code) 

Present  Law 

The  Social  Security  Amendments  of  1983  provided  social  security 
coverage  for  newly  hired  Federal  civilian  employees  effective  with 
remuneration  paid  after  December  31,  1983.  Persons  continuously 
in  the  employ  of  the  United  States  since  December  31,  1983  (or 
with  a  break  in  such  employment  of  365  days  or  less)  will  not  be 
covered.  Legislative  branch  employees  are  covered  by  social  secu- 
rity unless  they  were  covered  by  the  Civil  Service  Retirement 
System  on  December  31,  1983. 

Contrary  to  the  intent  of  P.L.  98-21,  several  gaps  and  anomalies 
in  this  coverage  are  possible  under  current  law.  First,  a  person  in 
Federal  employment  that  is  already  covered  (mainly  the  armed 
services,  which  have  been  covered  since  1956)  can  retire  from  mili- 
tary service,  enter  Federal  civilian  service,  and  be  exempt  from 
social  security.  Second,  a  person  who  only  technically  severs  his 
Federal  civilian  employment  connection  in  order  to  serve  a  term  of 
duty  with  an  international  organization  would  be  treated  as  having 
had  a  break  in  service  upon  his  return  to  domestic  service,  and 
would  be  covered  under  the  new  retirement  system.  Finally,  legis- 
lative branch  employees  who  were  covered  by  CSRS  on  Dec.  31, 
1983  could  withdraw  from  CSRS  after  that  date  and  not  be  covered 
by  social  security,  while  Federal  employees  covered  by  civilian  re- 
tirement systems  other  than  CSRS  on  Dec.  31,  1983  would  be  cov- 
ered by  social  security  if  they  transferred  from  the  executive 
branch  to  the  legislative  branch.  In  addition,  the  use  of  the  phrase 
■  'remuneration  paid"  in  the  effective  date  would  have  the  effect  of 
covering  some  1983  earnings  for  which  payment  is  not  actually 
made  until  1984,  which  was  not  the  intent  of  the  provision. 

Explanation  of  Provision 

In  order  to  prevent  Federal  employees  who  had  been  previously 
covered  under  social  security  from  losing  coverage  as  a  result  of  a 
break  in  service  of  less  than  365  days,  the  bill  provides  that  per- 
sons transferring  from  other  government  service  to  civilian  service 
will  be  covered  under  social  security,  unless  the  other  service  was 
in  an  international  organization,  or  the  person  is  returning  to  civil- 
ian service  after  temporary  military  or  reserve  duty  and  is  exercis- 
ing his  reemployment  rights  under  chapter  43  of  title  38,  U.S.C. 
The  bill  also  provides  that  legislative  branch  employees  who  were 
covered  under  either  CSRS  or  another  Federal  civilian  retirement 
system  on  December  31,  1983,  but  who  have  a  break  in  service  of 
less  than  a  year  after  that  date,  will  be  covered  by  social  security 
on  their  return  or  transfer  to  legislative  employment,  unless  they 
elect  coverage  under  CSRS  within  45  days.  The  bill  also  corrects 
the  effective  date  language  to  refer  to  "service  performed"  after 
December  31,  1983. 
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4.  Basis  for  calculation  of  alternate  annual  cost-of-living  adjust- 

ments (sees.  641(k)(4)  and  (5)  of  the  bill  and  sec.  215(i)(5)  of 
the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  provided  an  alternative 
basis  for  the  calculation  of  the  annual  cost-of-living  adjustment  to 
be  paid  in  years  when  the  trust  fund  balance  is  below  a  given  per- 
centage (15  percent  at  the  beginning  of  years  from  1985  through 
1988,  20  percent  thereafter).  In  any  such  year,  the  adjustment 
would  be  based  on  the  lower  of  the  CPI  increase  or  the  increase  in 
average  wages.  The  provision  also  requires  that  a  "catch-up"  pay- 
ment be  made  at  the  point  the  trust  funds  again  accumulate  a  re- 
serve of  at  least  32  percent,  to  increase  overall  benefit  levels  to  the 
extent  necessary  in  order  to  compensate  for  losses  resulting  from 
the  lower  adjustment  being  paid.  These  payments  can  be  made 
only  to  the  extent  that  a  fund  ratio  of  at  least  32  percent  is  main- 
tained. 

Due  to  a  drafting  oversight,  the  provision  does  not  provide  the 
authority  necessary  to  round  these  catch-up  payments  in  the  same 
manner  as  all  other  social  security  benefits  are  rounded.  The  provi- 
sion also  could  be  interpreted  as  basing  the  calculation  of  the 
amount  of  the  catch-up  increase  on  a  period  of  years  including  the 
year  of  the  catch-up  itself,  rather  than  on  the  period  ending  with 
the  year  prior  to  the  catch-up,  as  was  intended  and  is  stated  else- 
where in  the  provision.  In  addition,  the  provision  could  be  inter- 
preted to  allow  a  much  higher  catch-up  payment  than  intended  for 
persons  who  are  eligible  for  retirement  benefits  long  after  the  year 
of  a  lower  benefit  increase,  but  who  were  eligible  for  disability 
benefits  during  the  year  the  lower  increase  was  paid.  Finally,  the 
provision  is  not  precise  as  to  the  description  of  the  catch-up  pay- 
ment as  an  actual  percentage. 

Explanation  of  Provision 

In  order  to  clarify  these  ambiguities,  the  bill  provides  the  neces- 
sary authority  to  round  benefits,  specifies  that  the  catch-up  pay- 
ment will  be  based  on  the  period  of  years  preceding  the  year  of  the 
catch-up  payment,  and  specifies  that  the  calculation  for  an  individ- 
ual's entitlement  to  a  catch-up  payment  is  to  be  based  on  the  year 
of  eligibility  for  the  benefit  on  which  the  catch-up  increase  is  paid, 
and  is  to  be  cleraly  expressed  as  a  percentage. 

5.  Benefits  of  persons  receiving  pensions  from  noncovered  em- 

ployment (sec.  641(k)(l)  of  the  bill  and  sec.  215(a)  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  provided  for  a  different 
benefit  formula  to  be  used  in  computing  social  security  benefits  for 
persons  receiving  pensions  from  employment  not  covered  by  social 
security.  Because  of  a  drafting  oversight,  the  language  of  the  provi- 
sion may  result  in  exemption  from  the  ' 'windfall' '  formula  of 
anyone  who  was  eligible  for  any  type  of  social  security  benefit  at 
any  time  prior  to  eligibility  for  retirement  benefits  (e.g.,  during  a 
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brief  period  of  disability.)  Also,  this  language  may  result  in  unin- 
tended anomalous  treatment  of  earnings  for  persons  who  work 
after  age  62. 

Explanation  of  Provision 

The  bill  clarifies  the  definition  of  eligibility  for  the  windfall  bene- 
fit formula  to  make  certain  that  all  those  becoming  eligible  for 
social  security  benefits  after  1985  (provided  they  had  not  become 
eligible  for  their  noncovered  pension  prior  to  that  time)  will  have 
the  new  formula  applied  to  them,  and  corrects  the  unintended, 
anomalous  treatment  of  earnings  after  age  62. 

6.  Gender-based  distinction  concerning  divorced  husbands  (sec. 

641(1)(1)  of  the  bill  and  sec.  216(f)  of  the  Act) 

Present  Law 

Under  present  law,  a  divorced  woman  is  deemed  to  be  divorced 
throughout  the  month  in  which  she  becomes  divorced.  Divorced 
husbands  are  not  so  deemed. 

Explanation  of  Provision 

While  the  Social  Security  Amendments  of  1983  sought  to  elimi- 
nate all  gender-based  distinctions  in  the  Social  Security  Act,  this 
gender-based  distinction  was  not  eliminated  by  those  Amendments. 
Consistent  with  the  intention  of  the  1983  amendments,  the  bill 
deems  a  divorced  husband  to  be  divorced  throughout  the  month  in 
which  he  becomes  divorced. 

7.  Financing  of  noncontributory  military  wage  credits  (sec.  641(n) 

of  the  bill  and  sec.  229(b)  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  changed  the  method  of 
financing  post- 19 56  noncontributory  military  wage  credits  by  pro- 
viding for  a  lump-sum  payment  to  be  made  to  the  OASDHI  trust 
funds  from  the  general  fund  based  on  an  amount  estimated  to  be 
equivalent  to  the  OASDHI  employer-employee  taxes  attributable  to 
such  wage  credits  for  the  period  1957-83,  accumulated  with  inter- 
est. 

The  law  also  provides  that  within  1  year  after  the  date  of  the 
lump-sum  transfer  (which  occurred  on  May  20,  1983),  the  amount  is 
to  be  revised  based  on  data  which  become  available  during  that 
year.  However,  due  to  the  timing  of  annual  wage  reporting,  the 
actual  amount  of  1983  deemed  military  service  wage  credits  will 
not  become  available  until  early  in  1985  and,  therefore,  cannot  be 
used  to  adjust  the  lump-sum  amount. 

The  1983  amendments  also  provided  that  in  the  future  the  trust 
funds  would  be  paid  annually  for  the  OASDHI  employer-employee 
taxes  on  deemed  wage  credits  attributable  to  military  service  in 
years  after  1983.  These  annual  payments  may  be  adjusted  in  subse- 
quent years  to  account  for  actual  experience  but  not  for  years 
before  1984.  Thus,  under  current  law,  there  will  be  no  opportunity 
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to  revise  the  payment  based  on  estimates  of  the  amount  of  1983 
deemed  wage  credits  in  order  to  reflect  actual  experience. 

Explanation  of  Provision 

In  order  to  ensure  that  the  OASDHI  trust  funds  are  paid  the  cor- 
rect amount  for  employer  and  employee  taxes  attributable  to 
deemed  military  service  wage  credits  for  1983,  the  bill  delays  the 
final  adjustment  of  the  estimated  amount  transferred  to  the  trust 
funds  based  on  deemed  military  service  wage  credits  for  1983  by 
providing  that  the  yearly  authorizations  of  appropriations  to  the 
Social  Security  trust  funds  from  the  general  fund  may  include  ad- 
justments of  prior  estimates  for  wages  deemed  to  have  been  paid  in 
1983. 

8.  Effective  date  for  elimination  of  gender-based  distinction  con- 

cerning entitlement  of  divorced  husbands  (sec.  642(d)  of  the 
bill  and  sec.  202(c)  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  provided  that  divorced 
spouses  could  become  entitled  to  benefits  without  regard  to  the  en- 
titlement of  their  former  spouses.  Due  to  a  drafting  error,  the  pro- 
vision applies  to  divorced  husbands  who  become  entitled  to  benefits 
after  April  1983  and  divorced  wives  who  become  entitled  after  De- 
cember 1984. 

Explanation  of  Provision 

The  bill  corrects  this  discrepancy  and  eliminates  this  newly  cre- 
ated gender-based  distinction  since  P.L.  98-21  sought  to  eliminate 
all  gender-based  distinctions  in  the  Act. 

9.  Effective  date  for  treatment  of  certain  deferred  remuneration 

(sec.  642(g)(2)  of  the  bill,  sees.  3121  and  3306  of  the  Code,  and 
sec.  209  of  the  Act) 

Present  Law 

Under  the  Social  Security  Amendments  of  1983,  remuneration 
paid  after  services  are  performed,  other  than  amounts  paid  under  a 
qualified  retirement  plan,  generally  is  taxable  when  paid,  for  FICA 
and  FUTA  purposes.  Amounts  deferred  under  nonqualified  de- 
ferred compensation  plans,  however,  are  included  in  an  employee's 
FICA  and  FUTA  base  when  the  services  for  which  the  amounts  are 
payable  are  performed  or,  if  later,  when  there  is  a  lapse  of  a  sub- 
stantial risk  of  forfeiture  of  the  employee's  right  to  those  amounts. 

In  general,  the  provision  relating  to  certain  deferred  remunera- 
tion is  effective  for  remuneration  paid  after  December  31,  1983  (for 
FICA  and  social  security  benefit  purposes),  and  after  December  31, 
1984  (for  FUTA  purposes).  Under  a  grandfather  rule,  in  the  case  of 
any  agreement,  in  existence  on  March  24,  1983,  between  a  nonqua- 
lified deferred  compensation  plan  and  an  individual,  the  provision 
applies  only  with  respect  to  remuneration  paid  that  is  attributable 
to  services  performed  after  December  31,  1983  (December  31,  1984, 
for  FUTA  purposes).  As  drafted,  the  treatment  for  FICA  and  social 
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security  benefit  purposes  is  not  clear,  for  example,  for  deferred 
compensation  under  an  agreement  not  in  existence  on  March  24, 
1983,  for  services  performed  in  1983  and  for  which  there  is  no  sub- 
stantial risk  of  forfeiture  at  some  point  during  1983.  Further,  the 
grandfather  rule  does  not  apply  to  payments  under  retirement  or 
termination  agreements,  other  than  deferred  compensation  agree- 
ments, which  may  be  qualified  for  exemption  from  FICA  and 
FUTA  under  prior  law. 

Explanation  of  Provision 

The  bill  makes  two  changes  in  the  effective  date  of  the  above 
provisions  of  the  1983  Amendments.  First,  in  order  to  eliminate  the 
ambiguity  in  the  tax  treatment  of  nonqualified  deferred  compensa- 
tion not  subject  to  the  grandfather  rule,  the  bill  provides  that  re- 
muneration, which  is  paid  after  December  31,  1983  (December  31, 
1984  for  FUTA  purposes)  but  would  have  been  included  in  the  defi- 
nition of  wages  on  or  before  that  date  if  the  provisions  of  the  Social 
Security  Amendments  of  1983  had  applied  on  or  before  that  date,  is 
included  in  the  definition  of  wages  when  the  remuneration  is  paid, 
or,  at  the  election  of  the  payor,  at  the  time  which  would  be  appro- 
priate if  such  amendments  had  applied.  Thus,  for  example,  if  an  in- 
dividual enters  into  a  nonqualified  deferred  compensation  arrange- 
ment after  March  24,  1983,  and  before  January  1,  1984,  the  bill  pro- 
vides that  with  respect  to  services  performed  before  January  1, 
1984  deferred  amounts  for  which  risk  of  forfeiture  lapses  during 
1983  are  included  in  wages  for  FICA  tax  purposes  when  the 
amounts  are  paid  after  December  31,  1983,  unless  the  payor  elects 
to  treat  them  as  wages  paid  during  1983.  Of  course,  the  grandfa- 
ther rule  for  certain  agreements  in  existence  on  March  24,  1983, 
still  applies  to  insure  that  remuneration  attributable  to  services 
performed  before  January  1,  1984,  and  paid  under  these  agree- 
ments continues  to  be  subject  to  prior  law. 

Second,  the  bill  extends  the  grandfather  rule  to  apply  to  agree- 
ments in  existence  on  March  24,  1983  between  an  individual  and  a 
plan  or  employer,  if  the  agreement  provided  for  making  payments 
upon  retirement  which  would  have  been  excluded  from  tax  under 
prior  law.  Thus,  under  the  bill,  if  such  an  agreement  was  in  exist- 
ence on  that  date,  prior  law  is  applicable  with  respect  to  remunera- 
tion attributable  to  services  performed  before  January  1,  1984,  for 
FICA  purposes  (before  January  1,  1985,  for  FUTA  purposes). 

10.  Codification  of  Rowan  decision  (sec.  642(h)  of  the  bill,  sees. 
3121  and  3306  of  the  Code,  and  sec.  209  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  provided  that,  with  the 
exception  of  the  value  of  certain  meals  and  lodging  provided  for 
the  convenience  of  the  employer,  the  determination  of  whether  or 
not  amounts  are  includible  in  the  social  security  and  FUTA  wage 
bases  is  to  be  made  without  regard  to  whether  such  amounts  are 
treated  in  regulations  as  wages  for  income  tax  withholding  pur- 
poses. This  provision  thus  prevents  the  application  to  compensa- 
tion, other  than  meals  and  lodging,  of  the  Supreme  Court's  reason- 
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ing  in  Rowan  Companies,  Inc.  vs.  United  States,  452  U.S.  247  (1981). 
In  this  case,  the  Supreme  Court  held  that,  because  the  treatment  of 
certain  employer  meals  and  lodging,  excluded  from  gross  income 
under  section  119,  for  income  tax  withholding  and  for  FICA  pur- 
poses was  not  explicitly  dealt  with  in  the  statutes  governing  these 
provisions,  Treasury  regulations  defining  wages  for  purposes  of 
these  two  provisions  had  to  be  consistent.  Thus,  because  one  Treas- 
ury regulation  excluded  from  wages  for  income  tax  withholding 
purposes  the  value  of  meals  and  lodging  excluded  from  gross 
income  under  section  119,  another  regulation  including  these 
amounts  in  wages  for  FICA  purposes  was  held  to  be  invalid. 

The  provision  in  the  Amendments  applies  to  remuneration  paid 
after  December  31,  1983,  for  FICA  and  social  security  benefit  pur- 
poses and  to  remuneration  paid  after  December  31,  1984,  for  FUTA 
purposes.  Thus,  it  is  possible  that  this  provision  could  be  cited  as 
demonstrating  Congressional  intent  that  the  reasoning  of  the 
Rowan  decision  should  generally  apply  before  these  dates  to  types 
of  remuneration  other  than  meals  and  lodging  excluded  under  sec- 
tion 119,  e.g.,  to  contributions  under  a  salary  reduction  agreement 
to  tax-sheltered  annuities  (sec.  403(b)).  These  contributions  have 
been  held  by  the  Treasury  Department  to  be  taxable  for  FICA  pur- 
poses (Revenue  Ruling  65-208)  even  though  they  are  exempt  by  reg- 
ulation from  income  tax  withholding.5  If  the  1965  revenue  ruling 
were  determined  to  be  invalid,  then  employers  and  employees 
would  be  eligible  for  refunds  for  open  years  because  taxable  wages 
would  be  lower.  In  addition,  wages  for  benefit  computation  pur- 
poses would  be  reduced,  leading  in  some  cases  to  reduction  of  social 
security  benefits  being  paid  to  current  beneficiaries  and  recoup- 
ment of  a  portion  of  benefits  which  have  been  paid  in  recent  years 
on  the  basis  of  wage  records  which  included  the  salary  reduction 
contributions. 

Explanation  of  Provision 

In  order  to  avoid  the  inferences  which  this  provision  could  raise, 
the  bill  clarifies  the  effective  date  of  the  provision  overriding  the 
Rowan  decision  so  that  the  provision  applies  for  all  purposes,  other 
than  the  treatment  of  certain  employer-provided  meals  and  lodg- 
ing, both  to  remuneration  paid  after  March  4,  1983,  and  to  remu- 
neration paid  on  or  before  March  4,  1983,  which  the  employer 
treated  as  wages  when  paid.  For  example,  if  an  employer  treated  as 
wages,  for  FICA  or  FUTA  taxes  (or  both),  the  amounts  contributed 
during  1982  to  an  employee's  tax-sheltered  annuity  pursuant  to  a 
salary  reduction  agreement,  the  FICA  or  FUTA  taxes  (as  the  case 
may  be)  paid  by  the  employer  and  employee  may  not  be  refunded 
or  credited.  The  committee  intends  no  inference  as  to  the  treat- 
ment of  amounts  paid  on  or  before  March  4,  1983,  which  the  em- 
ployer did  not  treat  as  wages  when  paid. 

5  The  Social  Security  Amendments  provide  explicitly  that  contributions  to  tax-sheltered  annu- 
ities under  a  salary  reduction  agreement  are  included  in  the  wage  base  for  social  security  and 
FUTA  purposes,  effective  for  remuneration  paid  after  December  31,  1983  (December  31,  1984,  for 
FUTA). 
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11.  Exclusion  from  coverage  of  foreign  agricultural  workers 
under  the  Agricultural  Act  of  1949  (sees.  643(a)(7)(A)  and 
643(i)(3)  of  the  bill  and  sec.  210(a)(1)  of  the  Act  and  sec. 
3121(b)(1)  of  the  Code) 

Present  Law 

Under  present  law,  service  performed  by  foreign  agricultural 
workers  under  contracts  entered  into  in  accordance  with  title  V  of 
the  Agricultural  Act  of  1949,  as  amended  are  excluded  from  cover- 
age under  the  Social  Security  Act  and  taxation  under  the  Internal 
Revenue  Code. 

Explanation  of  Provision 

In  light  of  the  fact  that  the  provision  of  the  Agricultural  Act 
which  provides  for  such  contracts  expired  on  December  31,  1964, 
the  bill  strikes  the  references  in  the  law  to  the  Agricultural  Act  of 
1949,  as  amended. 

12.  Gender-based  distinction  concerning  the  penalty  for  fraud 
(sec.  643(e)(2)  of  the  bill  and  sec.  1107(b)  of  the  Act) 

Present  Law 

Under  present  law,  any  person  who,  with  the  intent  of  eliciting 
information  about  the  birth,  employment,  wages  or  benefits  of  any 
individual,  falsely  represents  that  he  is  either  that  individual  or 
the  husband,  wife,  widow,  widower,  divorced  wife,  child  or  parent 
of  that  individual  is  subject  to  the  penalty  for  fraud  set  out  in  the 
law.  However,  a  person  who  falsely  represents  himself  as  a  di- 
vorced husband  is  not  subject  to  the  penalty. 

Explanation  of  Provision 

While  the  Social  Security  Amendments  of  1983  sought  to  elimi- 
nate all  gender-based  distinctions  in  the  Social  Security  Act,  this 
gender-based  distinction  was  not  eliminated  by  those  amendments. 
In  order  to  assure  that  the  Social  Security  Act  provides  the  same 
penalty  for  fraud  regardless  of  sex,  the  bill  provides  that  the  penal- 
ty for  fraud  would  also  apply  to  an  individual  who  falsely  repre- 
sents that  he  is  the  divorced  husband  of  a  worker  or  beneficiary. 

13.  Treatment  of  social  security  benefits  in  computing  credit  for 
the  elderly  and  disabled  (sec.  643(i)(l)  of  the  bill  and  sec. 
86(f)  of  the  Code) 

Present  Law 

The  credit  for  the  elderly  and  permanently  and  totally  disabled 
is  equal  to  15  percent  of  a  base  amount,  which  is  reduced  by 
amounts  received  of  certain  types  of  income  (sec.  37).  One  such  type 
of  income  is  amounts  received  as  a  pension  or  annuity  or  disability 
benefit  which  is  paid  under  title  II  of  the  Social  Security  Act  and 
excluded  from  gross  income.  The  section  of  the  Social  Security 
Amendments  of  1983  dealing  with  the  taxation  of  Social  Security 
benefits  contains  a  provision  stating  that  social  security  benefits 
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are  to  be  treated  as  a  pension  or  annuity  for  the  purposes  of  cer- 
tain Code  sections,  not  including  the  credit  for  the  elderly  and  dis- 
abled (sec.  86(f)). 

Explanation  of  Provision 

In  order  to  remove  any  ambiguity  as  to  the  treatment  of  social 
security  benefits  in  computing  the  credit  for  the  elderly  and  dis- 
abled, the  bill  adds  this  credit  to  the  list  of  provisions  for  which 
social  security  benefits  are  to  be  treated  as  an  amount  received  as 
a  pension  or  annuity. 

14.  Peer  review  organizations  (sec.  646(a)  of  the  bill  and  sec.  1866 

of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  required  hospitals  to 
enter  into  an  agreement  with  a  Utilization  and  Quality  Control 
Peer  Review  Organization  (also  known  as  a  Peer  Review  Organiza- 
tion or  PRO)  as  a  condition  of  payment  under  the  medicare  pro- 
gram. The  costs  of  such  review  are  reimbursed  through  the  medi- 
care trust  fund.  A  full  transition  from  the  Professional  Standards 
Review  Organization  (PSRO)  program  to  the  PRO  program  has  not 
yet  been  made. 

Explanation  of  Provision 

The  bill  treats  PSRO's  in  a  manner  similar  to  that  applied  to 
PRO's  under  the  Social  Security  Amendments  while  the  transition 
is  being  made  from  PSRO's  to  PRO's.  Hospitals  would  be  required 
to  enter  into  an  agreement  with  a  PSRO  (which  was  in  existence 
on  July  1,  1983)  within  60  days  after  enactment  of  the  bill  as  a  con- 
dition of  medicare  payment.  The  costs  of  the  review  will  be  paid 
from  the  medicare  trust  fund. 

15.  Medicare  prospective  payment  (sec.  646(b)  of  the  bill  and  sees. 

1866,  1878  and  1886  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  established  a  new 
system  of  paying  hospitals  under  medicare,  known  as  the  prospec- 
tive payment  system. 

Explanation  of  Provision 

The  bill  clarifies  that  the  percentage  of  payment  to  be  made 
under  target  reimbursement  as  opposed  to  diagnosis  related  group 
payments  (i.e.,  the  phase-in  of  the  DRG  payment  system  from  a 
cost-based  system)  is  based  on  a  hospital's  cost  reporting  period, 
and  that  the  'applicable  combined  adjusted  DRG  prospective  pay- 
ment rates'  are  based  on  discharges  occurring  on  or  after  October  1 
of  each  year. 

It  was  the  intent  of  the  legislation  when  passed  that  the  DRG 
payment  levels  would  change  once  a  year,  on  October  1,  with  the 
Federal  fiscal  year.  The  blend  of  the  regional  and  national  pay- 
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ments  into  the  DRG  payment  levels  is  a  part  of  this  calculation, 
and  it  was  intended  to  be  done  once  a  year,  beginning  with  the 
Federal  fiscal  year.  This  will  mean  that  some  hospitals,  which  have 
an  accounting  year  beginning  on  a  date  other  than  October  1,  will 
have  less  than  a  full  hospital  accounting  year  of  a  fully  regional 
DRG  payment. 

To  do  otherwise  would  require  that  each  medicare  intermedicary 
keep  a  separate  set  of  DRG  payment  levels  for  each  hospital  in  an 
area  depending  on  each  hospital's  accounting  year.  This  would 
place  a  enormous  administrative  burden  on  the  medicare  program. 
Further,  hospitals  in  the  same  area  would  have  a  different  DRG 
payment  level  for  the  same  service  depending  on  the  date  on  which 
the  hospital's  accounting  year  began. 

The  bill  requires  that  State  hospital  cost  control  systems  must 
prevent  gaming  and  'unbundling'  of  services  and  inappropriate  ad- 
missions practices  in  order  to  be  provided  a  medicare  waiver. 

The  bill  clarifies  that  public  comment  is  required  only  on  pro- 
posed determinations  issued  with  respect  to  annual  indexing  of 
DRG's  on  June  1  of  each  year,  beginning  with  fiscal  year  1986. 

The  bill  also  requires  that  hospitals  exempt  from  the  DRG  pay- 
ment system  have  agreements  with  PRO's  or  PSRO's;  it  amends 
section  1878  of  the  Social  Security  Act  to  provide  for  consolidated 
judicial  review  of  Provider  Reimbursement  Review  Board  (PRRB) 
determination  of  group  petitions  effective  with  respect  to  actions  or 
appeals  brought  on  or  after  the  date  of  enactment  of  the  bill;  and  it 
corrects  a  reference  error  in  section  1818(c)  of  the  Act. 

16.  Normalizing  credit  of  medicare  taxes  to  the  Hospital  Insur- 
ance Trust  Fund  (sec.  646(c)  of  the  bill  and  sec.  1817  of  the 
Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  revised  the  accounting 
procedures  of  the  Old  Age  and  Survivors,  Disability,  and  Hospital 
Insurance  Trust  Funds  to  provide  that  the  Treasury  would  credit  to 
the  trust  funds,  at  the  beginning  of  each  month,  the  amount  of 
payroll  taxes  estimated  to  be  received  during  the  month.  Under 
prior  law,  amounts  were  paid  to  the  trust  fund  from  "time  to 
time." 

Explanation  of  Provision 

The  bill  repeals  the  "normalization"  provisions  with  respect  to 
the  Hospital  Insurance  Trust  Fund.  Thus,  funds  will  be  transferred 
from  the  Treasury  to  the  HI  Trust  Fund  as  under  prior  law.  The 
provision  does  not  affect  the  OASDI  Trust  Funds. 

17.  Effective  dates  relating  to  certain  medicare  changes  (sec. 
646(d)  of  the  bill  and  sees.  1878  and  1886  of  the  Act) 

Present  Law 

The  Social  Security  Amendments  of  1983  made  certain  changes 
with  respect  to  group  appeals  under  the  Provider  Reimbursement 
Review  Board.  In  addition,  the  Amendments  required  the  Secretary 
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of  Health  and  Human  Services  to  issue  regulations  with  respect  to 
prospective  payment  by  a  certain  date. 

Explanation  of  Provision 

The  bill  clarifies  that  the  PRRB  changes  only  apply  to  appeals 
and  actions  brought  on  or  after  the  date  of  enactment  of  the  bill. 
The  bill  applies  an  implementation  schedule  for  the  State  waiver 
provisions  of  prospective  payment  (sec.  1886(c))  requiring  the  publi- 
cation of  proposed  regulations  by  May  1,  1984,  followed  by  a  45-day 
comment  period,  and  requiring  publication  of  the  final  regulations 
by  August  1,  1984. 

18.  Enrollment  and  premium  penalty  with  respect  to  working 
aged  provision  (sec.  647  of  the  bill  and  sec.  1839  of  the  Act) 

Present  Law 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  requires 
employers  to  offer  to  their  employees  age  65  through  69  the  same 
group  health  plan  which  is  offered  to  their  employees  under  65. 
Where  the  employee  chooses  the  employer  plan,  medicare  becomes 
the  secondary  payor. 

Under  present  law,  a  penalty  equal  to  10  percent  of  the  part  B 
premium  is  assessed  against  an  individual  for  every  year  in  which 
he  or  she  fails  to  enroll  in  medicare  part  B  after  he  or  she  becomes 
eligible  for  benefits.  Further,  an  individual  who  does  not  enroll 
when  initially  eligible  at  65,  may  enroll  in  medicare  only  during 
the  January  through  March  enrollment  period. 

Explanation  of  Provision 

The  bill  eliminates  any  penalty  for  late  enrollment  in  medicare 
for  any  individual  65  through  69  for  any  month  in  which  the  indi- 
vidual can  demonstrate  that  he  or  she  was  enrolled  as  an  employee 
(or  a  spouse  of  an  employee)  in  an  employer  group  health  plan 
which  is  a  primary  payor  to  the  medicare  program. 

The  provision  is  intended  to  apply  with  respect  to  months  in 
which  the  individual  was  an  employee  and  enrolled  in  a  plan. 
Thus,  an  individual  who  was  employed  after  age  65,  became  unem- 
ployed and  was  subsequently  reemployed  could  count  those  periods 
during  which  he  or  she  was  employed  and  covered  by  a  plan  re- 
gardless of  the  intervening  unemployment.  The  use  of  the  phrase — by 
reason  of  current  employment — was  meant  to  distinguish  those  persons 
who  are  receiving  health  benefits  based  on  employment  and  are  actually 
employed  from  those  persons  who  are  receiving  benefits  based  on  em- 
ployment, but  who  are  now  retired. 

A  special  enrollment  period  will  be  provided  to  individuals  age 
65  through  69  who  did  not  elect  coverage  under  medicare  during 
their  initial  enrollment  period  because  of  coverage  at  the  time 
under  an  employer  plan  and  who  lose  such  employer  coverage  or 
turn  70  years  of  age.  In  addition,  there  is  also  a  special  enrollment 
period  for  those  who  were  enrolled  during  periods  in  which  they 
were  not  covered  under  an  employer  plan,  who  have  not  terminat- 
ed medicare  enrollment  other  than  at  a  time  when  they  were  cov- 
ered under  such  a  group  health  plan  or  turn  70.  These  special  en- 


1663 


rollment  periods  begin  either  three  months  before  the  month  in 
which  the  individual  turns  70  and  last  seven  months,  or  begin  with 
the  month  in  which  the  individual  loses  coverage  under  the  em- 
ployer plan  and  last  seven  months,  whichever  begins  earlier. 
Where  the  individual  has  such  a  special  enrollment  period,  because 
the  individual  turns  70  or  the  employer  coverage  terminates,  medi- 
care coverage  begins  in  a  manner  similar  to  current  law  for  indi- 
viduals turning  65.  If  the  individual  enrolls  in  the  month  in  which 
he  or  she  turns  70,  the  coverage  period  begins  with  the  first  day  of 
the  following  month. 

The  regulations  issued  by  the  Equal  Employment  Opportunity 
Commission  pursuant  to  the  original  'working  aged'  provision 
made  it  clear  that  employees  were  to  be  fully  informed  of  their  op- 
tions at  the  time  of  selecting  either  the  employer  plan  or  medicare. 
One  of  the  points  which  should  be  made  clear  to  the  beneficiary  at 
the  time  he  or  she  is  informed  of  the  options  is  the  impact  on  the 
premium  and  on  enrollment  periods  of  certain  decisions  with  re- 
spect to  the  employer  plan  and  medicare. 

The  provision  is  effective  with  respect  to  months  beginning  with 
January  1983  for  premiums  for  months  beginning  with  July  1984. 
The  special  enrollment  provisions  are  effective  beginning  July 
1984. 

19.  Clerical  amendments 

The  bill  makes  certain  corrections  of  spelling,  punctuation,  cross- 
references  and  other  clerical  amendments  to  the  Social  Security 
Act  and  related  provisions  in  the  Internal  Revenue  Code. 

F.  Effective  Dates 

Except  as  otherwise  described,  the  amendments  made  by  the 
Technical  Corrections  Act  of  1983  will  take  effect  as  if  included  in 
the  original  legislation  to  which  each  amendment  relates. 

G.  Revenue  Effect 

The  provisions  contained  in  the  Technical  Corrections  Act  of 
1983  have  a  negligible  revenue  effect. 


TITLE  VII— TAX-EXEMPT  BOND  PROVISIONS 


A.  Mortgage  Subsidy  Bonds 

(Sees.  711-712  of  the  bill  and  sec.  103A  and  new  sees.  25  and  6706 

of  the  Code) 

Present  Law 

Overview 

The  Mortgage  Subsidy  Bond  Tax  Act  of  1980  (the  "1980  Act")1 
imposed  restrictions  on  the  ability  of  State  or  local  governments  to 
issue  bonds,  the  interest  on  which  is  tax-exempt,  for  the  purpose  of 
making  mortgage  loans  on  single-family,  owner-occupied  resi- 
dences. The  1980  Act  provided  that  interest  on  mortgage  subsidy 
bonds  is  exempt  from  taxation  only  if  the  bonds  are  "qualified  vet- 
erans' mortgage  bonds"  or  "qualified  mortgage  bonds".  The  ability 
of  State  and  local  governments  to  issue  tax-exempt  qualified  mort- 
gage bonds  expired  on  December  31,  1983. 

Qualified  veterans'  mortgage  bonds 

Qualified  veterans'  mortgage  bonds  are  general  obligation  bonds, 
the  proceeds  of  which  are  used  to  finance  mortgage  loans  to  veter- 
ans. Unlike  qualified  mortgage  bonds,  the  tax-exemption  for  veter- 
ans' bonds  did  not  expire  on  December  31,  1983,  and  veterans' 
bonds  are  not  subject  to  the  volume,  arbitrage,  and  most  of  the  tar- 
geting rules  applicable  to  qualified  mortgage  bonds. 

Qualified  mortgage  bonds 

Qualified  mortgage  bonds  must  satisfy  numerous  requirements, 
discussed  below.  Also,  interest  on  these  bonds  is  tax-exempt  only  if 
the  bonds  were  issued  before  January  1,  1984. 

Volume  limitations 

The  1980  Act  restricted  the  aggregate  annual  volume  of  qualified 
mortgage  bonds  that  a  State,  and  local  governments  within  the 
State,  can  issue.  The  State  ceiling  is  equal  to  the  greater  of  (1)  9 
percent  of  the  average  annual  aggregate  principal  amount  of  mort- 
gages executed  during  the  3  preceding  years  for  single-family, 
owner-occupied  residences  located  within  the  State,  or  (2)  $200  mil- 
lion. The  State  ceiling  is  generally  allocated  50  percent  to  State 
and  50  percent  to  local  issuers  (on  the  basis  of  mortgage  activity), 
unless  the  State  provides  a  different  allocation  formula. 


1  Title  XI  of  the  Omnibus  Reconciliation  Act  of  1980  (P.L.  96-499).  The  provisions  adopted  by 
the  1980  Act  (Code  sec.  103A)  were  subsequently  amended  by  section  220  of  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982  (P.L.  97-248)  (TEFRA). 
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Limitation  to  single-family,  owner-occupied  residences 

All  lendable  proceeds  (i.e.,  total  proceeds  less  issuance  costs  and 
reasonably  required  reserves)  of  qualified  mortgage  bonds  must  be 
used  to  finance  the  purchase  of  single-family  residences  located 
within  the  jurisdiction  of  the  issuing  authority.  Additionally,  it 
must  be  reasonably  expected  that  each  residence  will  become  the 
principal  residence  of  the  mortgagor  within  a  reasonable  time  after 
the  financing  is  provided.  Generally,  the  term  single-family  resi- 
dence includes  2-,  3-,  and  4-family  residences  if  (1)  the  units  in  the 
residence  were  first  occupied  at  least  5  years  before  the  mortgage  is 
executed  and  (2)  one  unit  in  the  residence  is  occupied  by  the  owner 
of  the  units. 

General  limitation  to  new  mortgages 

With  certain  exceptions,  all  lendable  proceeds  of  qualified  mort- 
gage bonds  must  be  used  for  acquisition  of  new  mortgages  rather 
than  existing  mortgages.  The  exceptions  permit  replacement  of 
construction  period  loans  and  other  temporary  initial  financing, 
and  certain  rehabilitation  loans.  Rehabilitation  loans  must  be 
made  for  work  begun  at  least  20  years  after  the  residence  is  first 
used  and  the  expenditures  must  equal  25  percent  or  more  of  the 
mortgagor's  adjusted  basis  in  the  building.  Additionally,  at  least  75 
percent  of  the  existing  external  walls  of  the  building  must  be  re- 
tained as  such  after  the  rehabilitation. 

Certain  mortgage  assumptions  permitted 

Loans  financed  by  qualified  mortgage  bond  proceeds  may  be  as- 
sumed if  the  residence  satisfies  the  location  and  principal  residence 
requirements,  discussed  above,  and  the  assuming  mortgagor  satis- 
fies the  3-year  and  purchase  price  requirements,  discussed  below. 

Limitation  on  advance  refunding 

Qualified  mortgage  bonds  may  not  be  advance  refunded. 

Targeting  requirement 

At  least  20  percent  of  the  lendable  proceeds  of  each  issue  of 
qualified  mortgage  bonds  (but  not  more  than  40  percent  of  the 
average  mortgage  activity  in  the  targeted  area)  must  be  made 
available  for  owner-financing  in  targeted  areas  for  a  period  of  at 
least  one  year.  The  term  ' 'targeted  area"  means  a  census  tract  in 
which  70  percent  or  more  of  the  families  have  income  which  is  80 
percent  or  less  of  the  state-wide  median  family  income,  or  an  area 
designated  as  an  area  of  chronic  economic  distress. 

Three-year  requirement 

In  order  for  an  issue  to  be  a  qualified  mortgage  bond  issue,  at 
least  90  percent  of  the  lendable  proceeds  must  be  used  to  finance 
residences  for  mortgagors  who  had  no  present  ownership  interest 
in  a  principal  residence  at  any  time  during  the  3-year  period 
ending  on  the  date  the  mortgage  is  granted.2  The  3-year  require- 


2  TEFRA  reduced  the  percentage  of  bond  proceeds  that  must  be  used  in  a  manner  satisfying 
the  3-year  requirement  from  100  percent  to  90  percent,  effective  for  bonds  issued  after  Septem- 
ber 3,  1982. 
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ment  does  not  apply  with  respect  to  mortgagors  of  residences  in 
three  situations:  (1)  mortgagors  of  residences  that  are  located  in 
targeted  areas;  (2)  mortgagors  who  receive  qualified  home  improve- 
ment loans;3  and  (3)  mortgagors  who  receive  qualified  rehabilita- 
tion loans. 

Purchase  price  restrictions 

In  order  for  an  issue  to  be  a  qualified  mortgage  issue,  all  of  the 
mortgages  (or  other  financing)  provided  from  the  bond  proceeds, 
except  qualified  home  improvement  loans,  are  required  to  be  for 
the  purchase  of  residences  the  acquisition  cost  of  which  does  not 
exceed  110  percent  (120  percent  in  targeted  areas)  of  the  average 
area  purchase  price  applicable  to  that  residence.4 

Arbitrage  requirements 

In  order  for  an  issue  to  be  a  qualified  mortgage  issue,  the  issue  is 
required  to  meet  certain  limitations  regarding  arbitrage  as  to  both 
mortgage  loans  and  nonmortgage  investments. 

Mortgage  investments. — The  effective  rate  of  interest  on  mort- 
gages provided  under  an  issue  of  qualified  mortgage  bonds  may  not 
exceed  the  yield  on  the  issue  by  more  than  1.125  percentage 
points.5  This  determination  is  made  on  a  composite  basis  for  all 
mortgages  under  the  issue.  Consequently,  the  effective  interest  rate 
on  some  mortgages  may  be  greater  than  1.125  percentage  points 
above  the  yield  of  the  issue  if  other  mortgages  have  a  lower  effec- 
tive interest  rate. 

Nonmortgage  investments. — The  1980  Act  also  imposed  restric- 
tions on  the  arbitrage  permitted  to  be  earned  on  nonmortgage  in- 
vestments. The  amount  of  qualified  mortgage  bond  proceeds  that 
can  be  invested  at  unrestricted  yield  in  nonmortgage  investments 
is  limited  to  150  percent  of  the  debt  service  on  the  issue  for  the 
year.  Exceptions  to  the  150-percent  of  debt  service  rule  are  pro- 
vided for  proceeds  invested  for  an  initial  temporary  period  until 
such  proceeds  are  needed  for  mortgages  and  for  temporary  debt 
service  funds.  Arbitrage  earned  by  the  issuer  or  an  intermediary 
on  nonmortgage  investments  must  be  paid  or  credited  to  the  mort- 
gagors or  paid  to  the  Federal  Government. 

Issuers  of  qualified  mortgage  bonds  usually  have  established  a  re- 
serve to  secure  payment  of  the  debt  service  on  the  bonds.  This  re- 
serve must  be  reduced  as  debt  service  is  reduced.  However,  if  the 
sale  of  any  investment  would  result  in  a  loss  exceeding  the  amount 
otherwise  required  to  be  paid  or  credited  to  mortgagors,  the  invest- 
ment may  be  retained  until  it  can  be  sold  without  resulting  in  such 
a  loss.6 


3  Qualified  home  improvement  loans  are  loans,  not  exceeding  $15,000,  that  finance  the  alter- 
ation or  repair  of  a  residence  in  a  manner  that  substantially  protects  "the  basic  livability  or 
energy  efficiency  of  the  property"  (sec.  103A(1)(6)). 

4  TEFRA  increased  the  maximum  purchase  price  restriction  from  90  percent  (110  percent  in 
targeted  areas)  to  its  present  level,  effective  for  bonds  issued  after  September  3,  1982. 

5  TEFRA  increased  the  maximum  permitted  arbitrage  from  1  percentage  point  to  1.125  per- 
centage points,  effective  for  bonds  issued  after  September  3,  1982. 

6  The  rule  permitting  retention  of  an  investment  where  its  disposition  would  result  in  a  loss 
was  added  by  TEFRA,  effective  for  bonds  issued  after  September  3,  1982. 
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Limited  equity  cooperatives 

Present  law  provides  that  the  owners  of  shares  in  housing  coop- 
eratives are  to  be  treated  as  homeowners  for  purposes  of  the  Code 
by  allowing  a  deduction  for  the  portion  of  the  rents  paid  to  the  co- 
operative that  are  allocable  to  the  interest  and  taxes  paid  by  the 
cooperative  on  the  property  (sec.  216).  The  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1983,  P.L.  97-248  (TEFRA)  included  changes  in 
the  mortgage  subsidy  bond  provisions  designed  to  enable  tenant 
shareholders  of  cooperatives  to  be  eligible  for  tax-exempt  financing 
as  owners  of  single  family  residences. 

Reasons  for  Change 

The  committee  believes  that  mortgage  subsidy  bonds  can  perform 
a  valuable  function  by  enabling  first-time  homebuyers  who  might 
otherwise  be  unable  to  purchase  a  home,  because  of  high  interest 
rates,  to  do  so.  When  Congress,  in  1982,  decided  to  relax  certain  of 
the  restrictions  on  mortgage  subsidy  bonds,  the  interest  rate  on 
taxable  mortgages  approached  15  percent  and  the  housing  market 
was  in  a  state  of  extreme  crisis.  Since  that  time,  there  has  been  a 
significant  improvement  in  the  housing  market;  however,  the  aver- 
age mortgage  interest  rate  is  approximately  13  percent,  and  it  re- 
mains difficult  for  average  Americans  (particularly  first-time 
homebuyers)  to  purchase  a  single-family  residence.  In  this  situa- 
tion, the  committee  believes  that  the  qualified  mortgage  bond  pro- 
gram can  continue  to  make  an  important  contribution  by  making 
housing  more  affordable  to  low-  and  middle-income  Americans.  Ac- 
cordingly, the  committee  decided  that  the  qualified  mortgage  bond 
program  should  be  extended. 

In  order  to  provide  an  opportunity  for  reassessment  of  the  quali- 
fied mortgage  bond  program  under  changing  conditions,  the  com- 
mittee decided  that  the  program  should  be  extended  for  a  5-year 
period  only  (i.e.,  for  bonds  issued  prior  to  January  1,  1989).  In  the 
interim,  in  order  to  ensure  an  adequate  basis  for  reevaluation, 
qualified  mortgage  bonds  will  be  subject  to  reporting  rules  similar 
to  the  TEFRA  information  reporting  requirements  for  private  pur- 
pose tax-exempt  bonds. 

While  approving  the  extension  of  the  qualified  mortgage  bond 
program,  the  committee  is  aware  of  the  relative  inefficiency  of  tax- 
exempt  bonds  as  a  means  of  providing  a  subsidy  to  first-time  home- 
buyers.  Additionally,  the  committee  is  aware  that,  because  of  the 
nature  of  tax-exempt  financing,  it  may  be  difficult  to  target  the 
subsidy  provided  by  mortgage  bonds  to  those  most  in  need  of  hous- 
ing assistance.  The  committee  therefore  decided  to  offer  States  and 
localities  the  alternative  of  distributing  mortgage  credit  certificates 
(MCCs)  in  place  of  qualified  mortgage  bonds.  The  rules  for  distrib- 
uting MCCs  have  been  designed  to  provide  assistance  to  the  same 
beneficiaries  eligible  for  qualified  mortgage  bonds  at  a  subsidy 
level  that  is  the  same  as  or  slightly  greater  than  that  provided  by 
mortgage  bonds.  However,  under  the  MCC  program,  the  entire 
amount  of  subsidy  flows  directly  to  the  first-time  homebuyer, 
rather  than  part  of  the  subsidy  flowing  to  the  first-time  homebuyer 
and  part  to  the  tax-exempt  investor  and  middlemen  as  under  a 
bond  program.  Thus,  the  committee  believes  that  MCCs  will  pro- 
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vide  a  larger  subsidy  at  an  equivalent,  or  reduced,  revenue  cost. 
Additionally,  by  varying  the  amount  of  individual  credits,  State 
and  local  issuing  authorities  may  achieve  greater  flexibility  in  tar- 
geting the  subsidy  to  those  individuals  who  are  considered  most  in 
need. 

The  committee  intends  that  States  and  localities  have  the  choice 
of  issuing  qualified  mortgage  bonds,  MCCs,  or  any  mixture  of  bonds 
and  credits,  according  to  their  particular  needs.  However,  because 
of  the  relative  ease  of  issuing  credits,  the  committee  believes  that  a 
transitional  rule  is  necessary  to  provide  equity  between  States  and 
to  mimimize  the  potential  revenue  loss  associated  with  MCCs.  The 
committee  therefore  decided  to  impose  a  5-year  phase-in  of  authori- 
ty to  issue  MCCs  for  States  which  issued  less  than  their  statutory 
maximum  of  qualified  mortgage  bonds  in  1983.  Also  to  mimimize 
the  potential  revenue  loss,  the  committee  decided  that  the  mini- 
mum $200  million  State  ceiling  for  qualified  mortgage  bonds  should 
not  apply  in  determining  the  amount  of  MCCs  which  may  be  issued 
within  a  State.  This  rule  is  necessary  to  prevent  States  or  localities 
from  exchanging  bond  authority  which  may  now  be  unusable  (be- 
cause the  $200  million  ceiling  approaches  or  exceeds  the  volume  of 
mortgage  originations  in  the  State)  for  authority  to  issue  mortgage 
credits.  In  order  to  provide  an  opportunity  to  review  the  MCC  pro- 
gram, the  committee  provided  that  authority  to  issue  MCCs,  to- 
gether with  authority  to  issue  mortgage  bonds,  would  sunset  on  De- 
cember 31,  1988. 

In  deciding  to  extend  the  qualified  mortgage  bond  program,  the 
committee  is  concerned  by  the  increasing  volume  of  veterans'  mort- 
gage bonds  being  issued  by  a  number  of  States  (approximately  $2.9 
billion  in  the  years  1980  through  1982)  and  the  potential  for  expan- 
sion of  veterans'  mortgage  bonds  in  States  that  do  not  issue  those 
bonds.  To  limit  the  potential  revenue  loss  from  veterans'  bonds,  the 
committee  decided  that  the  amount  of  qualified  mortgage  bond  au- 
thority for  a  State  in  any  year  should  be  reduced  by  the  volume  of 
veterans'  mortgage  bonds  issued  in  the  prior  year.  Additionally,  the 
committee  bill  subjects  veterans'  mortgage  bonds  to  the  sunset  ap- 
plicable to  qualified  mortgage  bonds.  These  changes  are  further  in- 
tended to  provide  greater  equity  between  States  which  emphasize  a 
veterans'  bond  program  and  those  which  rely  primarily  on  quali- 
fied mortgage  bonds  or  credits. 

The  committee  understands  that  housing  cooperatives  may  have 
difficulties  complying  with  the  requirements  for  mortgage  subsidy 
bond  financing,  in  particular  the  first-time  home  buyer  limitation. 
The  committee  believes  that  certain  limited  equity  housing  cooper- 
atives have  the  same  essential  characteristics  as  multifamily  resi- 
dential rental  projects  and  should  therefore  be  eligible  for  tax- 
exempt  financing  under  the  industrial  development  bond  provi- 
sions applicable  to  such  projects.  However,  the  committee  believes 
that,  where  cooperatives  are  treated  as  multifamily  residential 
rental  property  under  the  IDB  provisions,  such  treatment  should 
be  consistent  for  all  purposes  of  the  Code.  Consequently,  the  com- 
mittee's bill  provides  that  tenant  stockholders  of  limited  equity  co- 
operative housing  corporations  which  qualify  for  tax-exempt  IDB  fi- 
nancing as  multifamily  residential  rental  projects  are  not  eligible 
for  the  deductions  available  to  owners  of  single-family  residences. 
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Explanation  of  Provisions 
L  Extension  of  authority  to  issue  qualified  mortgage  bonds 
Qualified  mortgage  bonds 

The  bill  extends  the  tax-exemption  for  interest  on  qualified  mort- 
gage bonds  to  bonds  issued  prior  to  January  1,  1989. 

Qualified  veterans '  mortgage  bonds 

Under  the  bill,  the  tax-exemption  for  interest  on  qualified  veter- 
ans' mortgage  bonds  is  limited  to  bonds  issued  prior  to  January  1, 
1989.  Additionally,  the  State  ceiling  for  qualified  mortgage  bonds  is 
to  be  reduced  by  the  aggregate  amount  of  qualified  veterans'  mort- 
gage bonds  issued  in  the  State  during  the  preceding  calendar  year. 
For  purposes  of  this  reduction,  a  specified  amount  of  qualified  vet- 
erans' mortgage  bonds  the  issuance  of  which  was  authorized  by  a 
State  referendum  before  October  18,  1983,  or  the  issuance  of  which 
was  authorized  pursuant  to  a  State  referendum  before  December 
31,  1983,  which  referendum  was  authorized  by  action  of  a  State  leg- 
islature before  October  18,  1983,  are  not  to  be  taken  into  account. 
Except  for  this  exception,  the  reduction  in  the  ceiling  for  qualified 
mortgage  bonds  on  account  of  qualified  veterans'  mortgage  bonds 
issued  in  a  prior  year  would  begin  in  1985  with  respect  to  bonds 
issued  in  1984. 

Information  reporting  requirements 

The  bill  requires  that  any  issuer  of  mortgage  subsidy  bonds  (in- 
cluding qualified  mortgage  bonds  and  qualified  veterans'  mortgage 
bonds)  must  submit  to  the  Treasury  Department,  by  the  fifteenth 
day  of  the  second  calendar  month  after  the  close  of  the  calendar 
quarter  in  which  the  bonds  were  issued,  a  statement  providing  cer- 
tain information  concerning  the  issue.  This  statement  must  contain 
(1)  the  name  and  address  of  the  issuer,  (2)  the  date  of  the  issue,  the 
amount  of  lendable  proceeds  of  the  issue,  and  the  rate,  term  and 
face  amount  of  each  obligation  which  is  part  of  the  issue,  and  (3) 
such  other  information  as  the  Treasury  may  require  (including  in- 
formation required  in  order  to  determine  whether  the  issue  quali- 
fied for  tax  exemption).  The  bill  allows  the  Treasury  to  provide  for 
extensions  of  time  for  providing  any  information  where  there  is 
reasonable  cause  for  delay. 

State  allocation  formulas 

The  bill  provides  that,  if  a  State  law  which  provides  a  formula 
for  allocation  of  the  State's  qualified  mortgage  bond  ceiling  among 
State  and  local  issuers  expires  as  of  the  close  of  calendar  year  1983, 
the  law  shall  be  treated  as  remaining  in  effect  after  1983.  If  the  ex- 
piring formula  requires  action  by  a  State  official  in  order  to  allo- 
cate the  State  ceiling,  actions  of  such  officials  shall  continue  to  be 
effective.  The  extension  of  the  previously  existing  formula  shall  be 
effective  until  the  effective  date  of  any  new  State  legislation  with 
respect  to  allocation  of  the  ceiling. 

The  bill  further  provides  that  a  State's  qualified  mortgage  bond 
authority  is  to  be  allocated,  beginning  1985,  50  percent  to  local  is- 
suers on  the  basis  of  population  (rather  than  mortgage  activity  as 
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under  present  law),  unless  the  State  provides  a  different  allocation 
formula. 

2.  Mortgage  credit  certificates 
In  general 

The  bill  allows  State  and  local  governments  to  elect,  for  any  cal- 
endar year  beginning  after  1983,  to  exchange  all  or  part  of  their 
qualified  mortgage  bond  authority  for  authority  to  issue  mortgage 
credit  certificates  (MCCs).  MCCs  entitle  taxpayers  to  nonrefundable 
Federal  income  tax  credits  for  not  more  than  50  percent  (but  not 
less  than  10  percent)  of  interest  on  indebtedness  incurred  to  fi- 
nance the  acquisition  (or  qualified  rehabilitation  or  improvement) 
of  qualifing  principal  residences.  The  credits  are  subject  to  the  ex- 
isting eligibility  requirements  for  qualified  mortgage  bonds.  For 
States  and  localities  which  issued  less  than  their  statutory  maxi- 
mum of  qualified  mortgage  bonds  during  calendar  year  1983,  au- 
thority to  issue  MCCs  is  to  be  phased  in  over  a  5-year  period. 

Mortgage  credit  certificates  (MCCs) 

Mortgage  credit  certificates  (MCCs)  are  to  take  the  form  of  certif- 
icates issued  to  qualifying  homebuyers.  Each  certificate  is  to  speci- 
fy (1)  the  principal  amount  of  indebtedness  which  qualifies  for  the 
credit  and  (2)  the  applicable  percentage  rate  of  the  credit.  The  ap- 
plicable percentage  may  not  exceed  50  percent  (25  percent  in  the 
case  of  mortgage  assumptions),  but  may  not  be  less  than  10  per- 
cent, of  interest  on  the  qualifying  indebtedness.  (The  actual 
amount  of  the  credit  in  any  year  depends  upon  the  mortgage  inter- 
est paid  during  the  taxable  year.)  The  certificate  entitles  the  tax- 
payer to  a  credit  against  his  Federal  income  taxes  for  the  applica- 
ble percentage  of  mortgage  interest  paid  during  any  taxable  year 
during  which  the  taxpayer  uses  the  residence  as  his  principal  resi- 
dence. 

MCCs  are  not  refundable  to  the  taxpayer  (i.e.,  credit  amounts  in 
excess  of  any  Federal  income  taxes  will  not  be  refunded  to  the  tax- 
payer). However,  excess  credits  can  be  carried  over  to  reduce  tax 
liability  of  the  taxpayer  arising  in  any  subsequent  year. 

When  a  taxpayer  receives  an  MCC,  the  taxpayer's  deduction  for 
interest  on  the  qualifying  mortgage  (sec.  163(a))  is  reduced  by  the 
amount  of  the  credit.  For  example,  a  taxpayer  receiving  a  50-per- 
cent credit,  and  making  $5,000  of  interest  payments  on  qualified  in- 
debtedness in  a  given  year,  is  to  receive  a  $2,500  credit  and  a  de- 
duction for  the  remaining  $2,500  of  interest  payments. 

Under  the  bill,  MCCs  are  not  available  for  residences  financed 
with  qualified  mortgage  bonds.  Additionally,  loans  between  related 
parties  do  not  qualify  for  the  credit.  Finally,  MCCs  are  not  availa- 
ble if  the  homebuyer  is  required  to  obtain  his  mortgage  from  speci- 
fied mortgagees. 

Criteria  for  eligibility 

MCCs  generally  are  subject  to  the  existing  eligibility  require- 
ments applicable  to  qualified  mortgage  bonds.  Thus,  MCCs  are  gen- 
erally (1)  limited  to  single-family  owner-occupied  residences  (as  de- 
fined under  the  qualified  mortgage  bond  provisions)  located  within 
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the  jurisdiction  of  the  issuing  authority,  (2)  available  only  for  new 
mortgages  (with  allowances  for  qualified  rehabilitation  and  im- 
provement loans  and  for  certain  mortgage  assumptions),  and  (3) 
available  to  finance  the  acquisition  of  residences  the  acquisition 
cost  of  which  does  not  exceed  110  percent  (120  percent  in  targeted 
areas)  of  the  average  area  purchase  price  applicable  to  the  resi- 
dence. Additionally,  90  percent  of  MCCs  must  be  distributed  under 
each  MCC  program  only  to  mortgagors  who  did  not  have  a  present 
ownership  interest  in  a  principal  residence  at  any  time  during  the 
3-year  period  ending  on  the  date  the  mortgage  is  granted  (with  ex- 
ceptions for  qualified  rehabilitation  and  home  improvement  loans 
and  residences  located  in  targeted  areas).  Unless  an  issuing  author- 
ity submits  a  plan  to  the  Secretary  of  the  Treasury  for  administer- 
ing the  90  percent  requirement  and  the  Secretary  is  satisfied  that 
such  requirement  will  be  met  under  the  plan,  100  percent  of  the 
credits  must  be  distributed  to  individuals  who  meet  the  3-year  re- 
quirement. At  least  20  percent  of  the  aggregate  amount  of  MCCs 
issued  under  each  program  are  required  to  be  made  available  for 
financing  in  targeted  areas  for  a  period  of  at  least  one  year.  Final- 
ly, where  MCCs  are  issued  to  finance  a  particular  development,  the 
developer  is  required  to  certify  that  the  price  for  any  residence  is 
not  higher  than  it  would  be  without  the  use  of  the  credits. 

Under  the  bill,  MCCs  may  be  issued  for  debt  incurred  to  refi- 
nance a  principal  residence  if  the  refinancing  takes  the  place  of  an 
existing  mortgage  for  which  a  certificate  has  already  been  issued 
and  does  not  extend  the  term  or  increase  the  principal  amount  of 
the  original  mortgage. 

As  in  the  case  of  qualified  mortgage  bonds,  a  State  or  locality 
may  establish  more  stringent  criteria  for  participation  in  an  MCC 
program,  including  more  stringent  rules  to  prevent  assumption  of 
the  credits. 

Volume  limitations 

General  limits. — Under  the  bill,  the  aggregate  annual  amount  of 
MCCs  distributable  by  a  State  or  locality  may  not  exceed  15  per- 
cent of  the  volume  of  qualified  mortgage  bond  authority  exchanged 
by  the  State  or  locality.  For  example,  a  State  which  is  entitled  to 
issue  $200  million  of  qualified  mortgage  bonds,  and  which  elects  to 
surrender  $100  million  of  bond  authority,  may  distribute  an  aggre- 
gate amount  of  MCCs  not  exceeding  $15  million. 

The  aggregate  annual  amount  of  MCCs  issued  by  a  State  or  local- 
ity is  to  be  determined  by  multiplying  (1)  the  principal  amount  of 
each  MCC  certificate  issued  by  the  State  or  locality  by  (2)  the  appli- 
cable percentage  for  each  certificate,  and  adding  the  products.  For 
example,  a  State  with  $15  million  of  MCC  authority  may  distribute 
credits  for  15  percent  of  the  interest  payments  on  mortgages 
having  an  aggregate  principal  amount  of  $100  million  (thereby  ap- 
proximating the  benefits  provided  by  $100  million  of  mortgage  sub- 
sidy bonds).  However,  the  State  also  may  issue  any  other  mix  of 
higher  or  lower  percentage  credits  in  an  aggregate  amount  not  ex- 
ceeding $15  million  (subject  to  the  10  -and  50-percent  requirements 
and  the  targeting  and  purchase  price  requirements  applicable  to 
mortgage  subsidy  bonds).  For  example,  a  State  may  determine  to 
issue  higher  percentage  credits  to  lower-income  individuals. 
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Where  a  State  MCC  program  issues  credits  exceeding  15  percent 
of  the  amount  of  exchanged  bond  authority,  the  State's  ceiling  for 
the  subsequent  year  is  reduced  by  twice  the  excess.7  Similarly, 
where  a  State  MCC  program  failed  to  satisfy  the  proper  eligibility 
requirements,  the  State's  ceiling  for  the  subsequent  year  is  reduced 
by  twice  the  amount  of  ineligible  indebtedness. 

Phase-in  of  and  limitations  on  MCC  authority. — States  or  local- 
ities which  issued  qualified  mortgage  bonds  in  amounts  less  than 
their  maximum  legal  authority  during  calendar  year  1983  are  sub- 
ject to  a  5-year  phase-in  of  authority  to  issue  MCCs.  For  each  of 
these  years,  the  amount  of  qualified  mortgage  bond  authority 
which  a  State  or  locality  may  exchange  for  authority  to  issue  MCCs 
is  limited  to  the  volume  of  qualified  mortgage  bonds  it  actually 
issued  in  1983,  increased  for  each  year  by  25  percent  of  the  remain- 
ing difference  between  the  1983  volume  and  the  statutory  amount. 
These  amounts  would  be  applicable  regardless  of  the  volume  of 
bonds  issued  in  any  intervening  year. 

For  example,  a  State  which  had  authority  to  issue  $200  million  of 
qualified  mortgage  bonds  in  1983,  but  actually  issued  only  $100  mil- 
lion, would  be  entitled  to  exchange  $125  million  of  authority  in 
1984  ($100  million  plus  25  percent  of  the  remaining  statutory  au- 
thority), $144  million  in  1985  ($125  million  plus  25  percent  of  au- 
thority remaining  in  1984),  $158  million  in  1986,  $167  million  in 
1987,  and  $175  million  in  1988. 

Where  a  State  or  locality  issues  both  qualified  mortgage  bonds 
and  MCCs,  the  phase-in  will  apply  to  the  total  amount  of  bonds 
and  credits  which  it  could  issue.  Thus,  in  the  example  above,  the 
State,  if  it  elected  to  issue  MCCs,  could  use  or  exchange  a  total  of 
$144  million  of  qualified  mortgage  bond  authority  in  1985.  The 
phase-in  does  not  apply  if  the  State  elects  to  issue  only  mortgage 
bonds. 

Under  the  bill,  the  volume  of  bond  authority  exchanged  for  au- 
thority to  issue  MCCs  may  not  exceed  9  percent  of  the  average 
volume  of  mortgages  on  single  family  residences  originated  in  the 
State  in  the  prior  three  years.  Thus,  the  $200  million  safe  harbor 
ceiling  is  not  applicable  for  determining  the  maximum  State 
volume  of  MCCs. 

Public  notification  requirement 

Under  the  bill,  State  or  local  housing  agencies  may  issue  MCCs 
only  after  making  generally  available,  at  least  90  days  prior  to  dis- 
tribution, a  proposed  plan  of  distribution  of  the  credits.  The  pro- 
posed plan  must  set  forth  the  eligibility  requirements  to  receive 
MCC  certificates,  the  methods  by  which  the  certificates  would  be 
issued,  and  such  other  information  as  the  Treasury  Department 
may  require.  State  or  local  agencies  may  adopt  plans  of  distribu- 
tion for  MCCs  in  connection  with  other  housing  assistance  pro- 
grams (including  taxable  bond  issues,  private  development  projects, 
or  private  mortgage  lending  programs). 


7  It  is  expected  that  Treasury  regulations  will  establish  a  procedure  permitting  the  issuer  (or 
other  State  or  local  agencies)  to  make  binding  certifications  to  the  effect  that  an  issue  has  not 
exceeded  the  issuer's  volume  limitation  for  the  year  of  the  issue.  The  regulations  may  provide 
Treasury  with  authority  to  suspend  or  withdraw  such  certifications  if  the  certifications  made  by 
an  issuer  with  respect  to  past  issues  are  incorrect. 
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Administration  of MCC  program 

The  mortgage  credit  certificate  program  is  to  be  administered  as 
provided  in  Treasury  regulations.  It  is  anticipated  that  these  regu- 
lations will  provide  that  a  local  issuer  desiring  to  issue  mortgage 
credits  will  file  an  election  with  the  housing  authority  (or  agency 
designated  by  the  Governor)  for  the  State  in  which  the  issuer  is  lo- 
cated. The  State  housing  authority  will  determine  whether  the 
issuer  has  sufficient  qualified  mortgage  bond  authority  to  cover  the 
election  and,  if  it  does,  the  State  housing  authority  will  approve 
the  election  and  notify  the  Internal  Revenue  Service  of  the  elec- 
tion. The  local  issuer  or  State  issuer  will  distribute  MCCs  to  appli- 
cants who  represent  to  the  issuer  in  a  signed  statement  that  they 
meet  the  eligibility  requirements  pertaining  to  MCCs.  The  credit 
certificate  will  set  forth  relevant  information  such  as  the  following: 
name  of  local  issuer,  the  date  of  the  local  issuer's  election  to  issue 
mortgage  credit  certificates,  the  name  and  social  security  number 
of  the  applicant,  the  percentage  rate  of  credit,  the  maximum 
amount  of  the  loan  (if  the  State  decides  to  impose  a  limit),  and 
other  relevant  information  required  by  the  Treasury. 

It  is  anticipated  that  the  homebuyer  to  whom  credit  certificates 
have  been  awarded  will  take  the  credit  certificate  to  a  lending  in- 
stitution. The  lending  institution  then  will  determine  whether  the 
applicant  meets  the  first-time  homebuyer  requirement  (by  examin- 
ing the  applicant's  tax  returns)  and  the  purchase  price  limit.  The 
lending  institution  must  sign  a  statement  on  the  credit  certificate, 
under  penalties  of  perjury,  that  it  has  made  the  foregoing  determi- 
nations and  examined  the  applicant's  tax  returns.  The  institution 
also  must  state  on  the  credit  certificate  the  principal  amount  of  the 
mortgage,  the  purchase  price  of  the  house,  and  the  address  of  the 
property.  The  lending  institution  must  send  copies  of  the  credit  cer- 
tificate to  the  homebuyer,  the  local  issuer,  and  the  State  housing 
authority.  The  lending  institution  also  must  file  reports  with  the 
IRS  which  permit  the  IRS  to  audit  individual  tax  returns  and  to 
audit  States  to  determine  whether  volume  limits  and  other  statu- 
tory requirements  were  satisfied.  A  penalty  of  $200  is  imposed  by 
the  bill  on  a  mortgage  originator  (i.e.,  lending  institution)  for  fail- 
ure to  file  the  required  information  with  respect  to  any  homebuyer 
that  received  a  credit  certificate.  Similar  requirements  are  imposed 
on  mortgage  originators  and  their  transferees  with  respect  to  ho- 
mebuyers  who  assume  a  seller's  mortgage  together  with  a  mort- 
gage credit  certificate. 

It  is  anticipated  that  the  Treasury  regulations  will  require  State 
housing  authorities  to  file  a  report  with  the  IRS  for  each  calendar 
year  showing  the  issuers  qualified  mortgage  bond  allocation,  the 
dates  and  amounts  of  election  to  issue  MCCs,  and  the  total  amount 
of  credits  issued  pursuant  to  each  election.  The  State  housing  au- 
thority will  also  be  required  to  report  if  an  existing  credit  certifi- 
cate was  revoked. 

3.  Limited  equity  cooperatives 

The  bill  provides  that  limited  equity  housing  cooperatives  are  eli- 
gible, at  the  election  of  the  cooperative,  for  tax-exempt  financing  as 
multifamily  residental  rental  housing  (under  sec.  103(b)(4)(A)).  Lim- 
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ited  equity  housing  cooperatives  are  cooperative  housing  corpora- 
tions (as  defined  under  sec.  216(b)(1))  in  which  a  person  is  entitled 
to  occupy  a  dwelling  unit  by  reason  of  ownership  of  stock  in  the 
cooperative.  Additionally,  to  qualify  for  financing  as  multifamily 
residential  rental  property,  (1)  the  cost  of  any  stock  in  the  coopera- 
tive must  not  exceed  the  amount  paid  for  the  stock  by  the  original 
stockholder  (as  adjusted  for  cost-of-living  increases),  increased  by 
amounts  paid  for  improvements  on  the  stockholder's  house  or 
apartment  and  certain  other  payments  and  contributions  attributa- 
ble to  the  stockholder,  and  (2)  the  assets  of  the  cooperative  in 
excess  of  the  combined  transfer  values  of  outstanding  stock  in  the 
cooperative  (reduced  by  any  liabilities)  must  be  used  only  for  public 
or  charitable  purposes  or  directly  to  benefit  the  cooperative  and 
must  not  be  used  directly  to  benefit  any  stockholder. 

The  bill  provides  that,  where  a  limited  equity  housing  coopera- 
tive elects  to  be  eligible  for  financing  as  multifamily  residential 
rental  property,  the  cooperative's  tenant  shareholders  will  not  be 
entitled  to  a  deduction  for  their  ratable  share  of  interest  and  taxes 
paid  by  the  cooperative  (sec.  216).  Additionally,  bonds  issued  to  fi- 
nance units  in  the  cooperative  will  be  counted  toward  the  State's 
volume  cap  for  qualified  mortgage  bonds,  except  to  the  extent  that 
the  financing  had  previously  been  counted  towards  the  volume  cap 
for  private  activity  bonds.  The  election  to  be  eligible  for  financing 
as  multifamily  residential  rental  property  is  to  be  irrevocable  and 
is  to  apply  only  if  the  cooperative  continues  to  qualify  as  a  limited 
equity  cooperative. 

If  an  election  as  described  above  is  not  made,  a  limited  equity 
housing  cooperative  is  eligible  for  qualified  mortgage  bond  financ- 
ing (as  under  present  law).  Such  financing  will  be  subject  to  all  the 
limitations  applicable  to  qualified  mortgage  bonds  (including  the 
first-time  purchaser,  purchase  price,  and  statewide  volume  limita- 
tions). 

Effective  Date 

The  extension  of  the  qualified  mortgage  bond  program  is  effec- 
tive on  the  date  of  enactment  for  bonds  issued  after  December  31, 
1983.  The  election  for  States  and  localities  to  issue  mortgage  credits 
is  effective  for  interest  paid  or  accrued  after  December  31,  1983,  on 
mortgages  executed  after  December  31,  1983,  with  respect  to  elec- 
tions to  trade  in  qualified  mortgage  bond  authority  of  States  and 
localities  for  calendar  years  after  1983. 

The  election  of  certain  limited  equity  housing  cooperatives  to  be 
treated  as  multifamily  residental  rental  projects  is  effective  for  ob- 
ligations issued  after  December  31,  1983. 

The  allocation  of  50  percent  of  the  State  qualified  mortgage  bond 
authority  among  local  issuers  on  the  basis  of  population  (unless  the 
State  provides  a  different  formula  for  allocation)  is  effective  for  ob- 
ligations issued  after  December  31,  1984. 

Revenue  Effect 

This  provision  is  estimated  to  reduce  fiscal  year  receipts  by  $61 
million  in  1984,  $248  million  in  1985,  $521  million  in  1986,  and  $815 
million  in  1987. 


B.  Private  Activity  Bonds 
(Sees.  721-726  of  the  bill  and  sees.  103  and  168  of  the  Code) 
Present  Law 
Tax-exemption  for  State  and  local  obligations 

Interest  on  State  and  local  government  obligations  generally  is 
exempt  from  Federal  income  tax.  Under  this  rule,  State  and  local 
governments  generally  may  issue  tax-exempt  bonds  to  finance 
public  projects  or  services  (including  schools,  roads,  water,  sewer, 
and  general  improvement  projects  and  the  financing  of  public 
debt).  Additionally,  State  and  local  governments  may  provide  tax- 
exempt  financing  for  certain  private  trades  or  businesses,  for  stu- 
dent loans  and  for  use  by  tax-exempt  religious,  charitable,  scientif- 
ic, or  educational  organizations. 

Industrial  development  bonds 

Under  present  law,  industrial  development  bonds  (IDBs)  are  tax- 
able except  when  issued  for  certain  specified  purposes.  Industrial 
development  bonds  are  obligations  issued  as  part  of  an  issue  all  or 
a  major  portion  of  which  are  to  be  used  in  any  trade  or  business 
carried  on  by  a  nonexempt  person  and  the  payment  of  principal  or 
interest  on  which  is  derived  from,  or  secured  by,  money  or  property 
used  in  a  trade  or  business.  A  non-exempt  person  is  defined  to 
mean  all  persons  other  than  State  or  local  governments  or  tax- 
exempt  charitable,  religious,  educational,  etc.  organizations  (de- 
scribed in  Code  sec.  501(c)(3)). 

Exempt  purpose  IDBs 

One  of  the  exceptions  under  which  interest  on  IDBs  is  tax- 
exempt  is  where  the  proceeds  of  the  IDBs  are  used  for  certain 
exempt  functions.  Under  this  rule,  interest  on  IDBs  is  tax-exempt 
if  the  bonds  are  used  to  finance  the  following  activities:  (1)  certain 
projects  for  mutlifamily  residential  rental  property;  (2)  sports  facili- 
ties; (3)  convention  or  trade  show  facilities;  (4)  airports,  docks, 
wharves,  mass  commuting  facilities,  or  parking  facilities;  (5)  sewage 
and  solid  waste  disposal  facilities,  or  facilities  for  the  local  furnish- 
ing of  electricity  or  gas;  (6)  air  or  water  pollution  control  facilities; 
(7)  certain  facilities  for  the  furnishing  of  water;  (8)  qualified  hydro- 
electric generating  facilities;  (9)  qualified  mass  commuting  vehicles; 
or  (10)  local  district  heating  or  cooling  facilities.  In  addition,  inter- 
est on  IDBs  used  to  acquire  or  develop  land  as  the  site  for  an  indus- 
trial park  is  exempt  from  tax. 

Treasury  regulations  provide  that  whether  the  proceeds  of  an  ob- 
ligation are  used  for  exempt  facilities  is  to  be  determined  by  the 
ultimate  use  of  the  proceeds.  Treas.  Reg.  sec.  1.103-8(a)(4).  The  regu- 
lations illustrate  this  principle  by  indicating  that  bond  proceeds 
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are  used  for  an  exempt  purpose  where  the  proceeds  of  the  bond  are 
loaned  to  banks  or  other  financial  institutions  who  then  relend 
those  proceeds  for  exempt  functions  (referred  to  as  a  'loan  to  lend- 
ers" program). 

Small  issue  IDBs 

In  general. — Present  law  provides  a  tax-exemption  for  interest  on 
small  issue  IDBs  used  for  the  acquisition,  construction,  or  improve- 
ment of  land  or  depreciable  property  referred  to  as  "the  small-issue 
exception".  8  This  exception  applies  to  issues  having  an  aggregate 
authorized  face  amount  (including  certain  outstanding  prior  issues) 
of  $1  million  or  less.  Alternatively,  the  aggregate  face  amount  of 
the  issue,  together  with  the  aggregate  amount  of  related  capital  ex- 
penditures during  the  6-year  period  beginning  3  years  before  the 
date  of  issue  and  ending  3  years  after  that  date,  must  not  exceed 
$10  million.9 

In  determining  whether  an  issue  meets  the  requirements  above, 
prior  small  issues  and  (in  the  case  of  the  $10  million  limitation, 
capital  expenditures)  are  taken  into  account  if  (1)  they  are  with  re- 
spect to  a  facility  located  in  the  same  incorporated  municipality  or 
the  same  county  (but  not  in  any  incorporated  municipality)  as  the 
facility  being  financed  with  small-issue  IDBs,  and  (2)  the  principal 
users  of  both  facilities  are  the  same  or  two  or  more  related  persons. 
"Related  persons"  include  family  members,  fiduciaries,  and  corpo- 
rations (or  partnerships)  subject  to  common  control.  Capital  ex- 
penditures are  not  taken  into  account  if  (1)  they  are  made  to  re- 
place property  destroyed  or  damaged  by  fire,  storm,  or  other  casu- 
alty, (2)  are  required  by  a  change  in  Federal,  State  or  local  law  (or 
the  application  of  such  laws)  made  after  the  date  of  issue,  (3)  are 
required  by  circumstances  which  could  not  reasonably  be  foreseen 
on  the  date  of  issue,  or  (4)  are  qualifying  in-house  research  ex- 
penses (excluding  research  in  the  social  sciences  or  humanities  and 
research  funded  by  outside  grants  or  contracts). 

The  Internal  Revenue  Service  has  generally  ruled  that,  for  pur- 
poses of  the  small  issue  volume  limitations,  where  the  facilities 
comprising  a  project  are  owned  by  unrelated  parties,  each  party 
will  be  considered  the  principal  user  only  of  its  own  facility.  Thus, 
under  present  law,  a  project  in  excess  of  $10  million  (e.g.,  a  multi- 
story office  building)  may  be  divided  into  several  nominally  sepa- 
rate facilities,  each  costing  $10  million  or  less,  and  each  separate 
facility  may  be  financed  by  corresponding  separate  small  issues  of 
IDBs. 

Limitations  on  small  issue  IDBs. — The  Tax  Equity  and  Fiscal  Re- 
sponsibility Act  of  1982  (TEFRA),  Pub.  L.  97-248,  imposed  the  fol- 
lowing new  restrictions  on  small-issue  IDBs.  First,  TEFRA  provided 
that  the  small  issue  exception  will  not  apply  to  obligations  issued 
after  December  31,  1986.  Second,  TEFRA  provided  that  the  $1  mil- 
lion "clean  limit"  exemption  is  not  available  for  any  IDB  issued  as 
part  of  the  same  issue  as  other  obligations,  the  interest  on  which  is 


8  The  small-issue  exception  does  not  apply  to  obligations  a  significant  portion  of  the  proceeds 
of  which  are  used  to  provide  residential  rental  property  for  family  units. 

9  In  the  case  of  facilities  with  respect  to  which  an  Urban  Development  Action  Grant  ("UDAG 
grant")  is  made  under  the  Housing  and  Community  Development  Act  of  1974,  capital  expendi- 
tures of  up  to  $20  million  are  allowed. 
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tax-exempt  under  a  provision  other  than  the  small-issue  exception. 
(The  alternative  $10  million  limitation  remains  available  for  com- 
bined issues.)  Third,  TEFRA  eliminated  the  small-issue  exception 
for  bonds  issued  after  December  31,  1982,  if  (1)  more  than  25  per- 
cent of  the  proceeds  of  the  issue  are  used  to  provide  a  facility  the 
primary  purpose  of  which  is  retail  food  and  beverage  services  (in- 
cluding all  eating  and  drinking  establishments  but  not  grocery 
stores),  automobile  sales  or  service,  or  the  provision  of  recreation  or 
entertainment,  or  (2)  any  portion  of  the  proceeds  is  used  to  provide 
any  private  or  commercial  golf  course,  country  club,  massage 
parlor,  tennis  club,  skating  facility  (including  roller  skating,  skate- 
board, and  ice  skating),  racquet  sports  facility  (including  any  hand- 
ball or  racqetball  court),  hot  tub  or  sun  tan  facility,  or  racetrack. 
These  use  limitations  do  not  affect  bonds  issued  pursuant  to  exemp- 
tions other  than  the  small-issue  exception. 

In  addition  to  the  above  limitations,  TEFRA  provided  that  multi- 
ple lots  of  small-issue  IDBs  are  not  to  be  treated  as  one  issue  unless 
the  proceeds  are  used  to  finance  two  or  more  facilities  which  (1)  are 
located  in  more  than  one  State  or  (2)  have  the  same  or  related 
principal  users.10  Under  this  rule,  multiple  lots  of  IDBs  may  quali- 
fy as  tax-exempt  as  long  as  each  separate  issue  qualifies  as  a  small 
issue. 

Scholarship  funding  bonds 

In  addition  to  State  and  local  obligations,  qualified  scholarship 
funding  bonds  are  exempt  from  Federal  income  tax.  Qualified 
scholarship  funding  bonds  are  obligations  issued  by  a  not-for-profit 
corporation  established  and  operated  exclusively  for  the  purpose  of 
acquiring  student  loan  notes.  To  qualify  for  tax-exemption,  the  cor- 
poration must  be  required  to  use  any  income  (after  payment  of  ex- 
penses and  debt  service)  to  purchase  additional  student  loan  notes, 
or  to  pay  over  any  income  to  the  State  or  a  political  subdivision. 

Cost  recovery  for  property  financed  with  tax-exempt  bonds 

Accelerated  cost  recovery  (ACRS) 

Present  law  provides  for  a  reasonable  depreciation  allowance  for 
property  used  in  a  taxpayer's  trade  or  business  or  held  for  the  pro- 
duction of  income.  Under  the  Economic  Recovery  Tax  Act  of  1981 
(Pub.  L.  97-34),  cost  recovery  for  tangible  property  placed  in  service 
on  or  after  January  1,  1981,  is  determined  according  to  the  Acceler- 
ated Cost  Recovery  System  (ACRS).  ACRS  provides  for  capital  cost 
recovery  over  predetermined  periods  that  are  generally  unrelated 
to,  but  shorter  than,  the  useful  lives  of  the  property  as  determined 
under  prior  law. 

Recovery  of  costs  under  ACRS  is  determined  by  using  a  statuto- 
rily accelerated  method.  The  schedules  approximate  the  benefits  of 
using  a  150-percent  declining  balance  method  for  the  early  recov- 
ery years  and  the  straight-line  method  for  later  recovery  years.  For 
15-year  real  property,  the  schedule  reflects  a  175  percent  declining 


10  For  purposes  of  this  rule,  "principal  users"  include  persons  (other  than  governmental  units) 
which  (1)  arrange  or  assist  in  the  issuance  or  guarantee  (directly  or  indirectly)  the  repayment  of 
any  obligation  used  to  finance  the  facility,  and  (2)  provide  any  property,  franchise,  or  trademark 
to  be  used  in  connection  with  the  facility. 
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balance  method  (200  percent  for  low-income  real  property)  switch- 
ing to  the  straight-line  method. 

As  an  alternative  to  ACRS,  a  taxpayer  may  elect  to  depreciate 
real  or  personal  property  using  the  straight-line  method  over  ACRS 
or  extended  recovery  periods. 

Property  financed  with  tax-exempt  bonds 

Property  placed  in  service  on  or  after  January  1,  1983,  generally 
is  not  eligible  for  full  ACRS  deductions  or  other  accelerated  cost  re- 
covery deductions,  to  the  extent  that  the  property  is  financed  with 
tax-exempt  IDBs.  In  lieu  of  the  full  ACRS  deductions  reflecting  the 
accelerated  recovery  rates,  the  cost  of  personal  property  financed 
with  IDBs  must  be  recovered  using  the  straight-line  method  (using 
a  half-year  convention  and  without  regard  to  salvage  value)  over 
the  applicable  ACRS  period.  For  15-year  real  property,  costs  are  to 
be  recovered  using  the  straight-line  method  (using  a  monthly  con- 
vention and  without  regard  to  salvage  value)  over  a  15-year  period. 

Present  law  contains  several  exceptions  under  which  IDB-fl- 
nanced  facilities  may  continue  to  be  eligible  for  full  ACRS  deduc- 
tions. The  exceptions  include:  (1)  projects  for  multifamily  residen- 
tial rental  property;  (2)  public  sewage  or  solid  waste  disposal  facili- 
ties, where  substantially  all  of  the  sewage  or  solid  waste  (other 
than  recycled  waste)  processed  by  the  facility  is  collected  from  the 
general  public;  (3)  air  or  water  pollution  control  facilities  which  are 
installed  in  connection  with  a  facility  in  existence  on  July  1,  1982, 
or  which  are  used  in  connection  with  conversion  of  oil-  or  gas-fired 
facilities  to  coal  (but  only  if  the  oil-  or  gas-fired  furnace  which  is 
converted  to  coal  was  in  use  at  the  facility  before  July  1,  1982);  and 
(4)  facilities  with  respect  to  which  an  Urban  Development  Action 
Grant  ("UDAG  grant")  has  been  made. 

The  limitations  on  ACRS  deductions,  where  applicable,  apply  to 
both  the  first  owner  of  the  property  and  to  any  subsequent  owners 
who  acquire  the  property  while  the  tax-exempt  IDBs  (including  any 
refunding  issues)  are  outstanding. 1 1  The  limitations  do  not  apply  if 
the  taxpayer  has  elected  a  longer  recovery  period  for  the  property 
than  that  provided  by  the  limitations. 

Arbitrage  limitations 

Present  law  denies  tax-exemption  for  interest  on  obligations  (in- 
cluding IDBs  or  other  State  or  local  obligations)  which  are  treated 
as  arbitrage  bonds.  An  arbitrage  bond  is  defined  as  an  obligation 
which  is  part  of  an  issue  all  or  a  major  part  of  the  proceeds  of 
which  are  to  be  used  (directly  or  indirectly)  to  acquire  taxable  obli- 
gations which  produce  a  materially  higher  yield  than  the  yield  on 
the  tax-exempt  obligations  (or  to  replace  funds  which  are  so  used). 
There  are  exceptions  for  materially  higher  yielding  obligations 
held  for  a  temporary  period  or  in  a  reasonably  required  reserve  or 
replacement  fund. 

Present  law  does  not  provide  a  statutory  definition  of  what  con- 
stitutes a  "materially  higher"  yield.  However,  Treasury  regulations 
provide  rules  for  purposes  of  determining  when  an  obligation  ac- 


1 1  If  tax-exempt  IDBs  are  first  issued  after  the  property  is  placed  in  service,  the  taxpayer  is 
required  to  recompute  any  cost  recovery  deductions  claimed  for  the  property  in  prior  years. 
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quired  with  the  proceeds  of  tax-exempt  bonds  has  a  yield  material- 
ly higher  than  the  bond  yield.  In  general,  a  yield  more  than  0.125 
percent  above  the  bond  yield  is  considered  materially  higher.  In 
the  case  of  certain  obligations,  such  as  student  loans  and  loans  to 
provide  housing,  the  yield  on  the  acquired  obligations  may  exceed 
the  bond  yield  by  as  much  as  1.5  percent. 

Advance  re  fundings 

Under  present  law,  advance  refunding  obligations  generally  do 
not  qualify  for  tax-exemption.  Advance  refunding  obligations  in- 
clude obligations  issued  to  refund  an  IDB  where  the  refunding 
issue  is  issued  more  than  180  days  before  the  prior  issue  is  re- 
deemed. The  Code  provides  a  special  exception  under  which  ad- 
vance refundings  of  IDBs  issued  to  finance  convention  or  trade 
show  facilities  or  airports,  docks,  wharves,  mass  commuting  facili- 
ties, or  parking  facilities  (sec.  103b(4)(C)  and  (D))  qualify  for  tax-ex- 
emption if  the  facilities  financed  with  the  IDBs  are  generally  avail- 
able to  the  general  public. 

Federally  guaranteed  tax-exempt  bonds 

In  general 

The  Public  Debt  Act  of  1941  prohibits  the  Federal  Government 
from  issuing  tax-exempt  obligations.  Since  enactment  of  that  Act, 
the  Federal  Government  generally  has  refrained  from  guarantee- 
ing tax-exempt  State  or  municipal  bonds.  However,  in  the  case  of 
bonds  the  proceeds  of  which  are  deposited  in  Federally  insured  ac- 
counts or  deposits  in  financial  institutions,  Federal  deposit  insur- 
ance may  provide  an  effective  quarantee  for  the  bonds.  In  certain 
other  cases,  Federal  agencies  may  provide  additional  security  for 
tax-exempt  bonds  through  (1)  guaranteeing  of  obligations  which  are 
used  to  secure  tax-exempt  bonds  or  (2)  subordinating  debts  owed  to 
the  Federal  Government  to  the  tax-exempt  bonds.  In  other  cases, 
regulations  specifically  prohibit  the  guarantee  of  tax-exempt  obli- 
gations. 

Tax-exempt  IDBs  guaranteed  by  FDIC  or  FSLIC 

Federal  deposit  insurance  laws. — The  Federal  Deposit  Insurance 
Corporation  (FDIC)  and  the  Federal  Savings  and  Loan  Insurance 
Corporation  (FSLIC)  insure  deposits  to  a  maximum  of  $100,000  per 
depositor.12  Where  assets  of  a  trust  are  deposited  in  Federally  in- 
sured institutions,  the  trust  funds  are  insured  up  to  $100,000  for 
each  beneficial  owner  of  the  funds.13  Additionally,  where  a  public 
official  deposits  funds  required  to  be  paid  to  holders  of  bonds  issued 
by  a  public  unit,  the  interest  of  each  bondholder  is  insured  up  to 
$100,000. 14 

The  FDIC  and  FSLIC  concluded  in  letter  rulings  issued  in  1982 
that,  where  the  proceeds  of  a  tax-exempt  bond  issue  are  used  to 


1 2  The  FDIC  provides  insurance  for  deposits  in  commercial  banks  and  State  mutual  savings 
banks.  The  FSLIC  insures  deposits  in  savings  and  loan  associations,  Federal  mutual  savings 
banks,  and  certain  other  thrift  institutions. 

13  12  U.S.C.  sec.  1817(i)  and  12  C.F.R.  sec.  331(b)  (FDIC);  12  U.S.C.  sec.  1724(b)  and  12  C.F.R. 
sec.  564.2(c)  (FSLIC). 

14  12  C.F.R.  sec.  330.8(b)  (FDIC);  12  C.F.R.  sec.  564.8(b)  (FSLIC). 
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purchase  certificates  of  deposit  of  insured  financial  institutions, 
which  may  occur  in  a  loan-to-lenders  program,  each  bondholder's 
proportionate  interest  in  the  deposits  would  be  separately  recog- 
nized. Thus,  if  one  or  more  depository  banks  failed,  the  interest  of 
each  bondholder  would  be  insured  up  to  $100,000  for  each  deposi- 
tory bank. 

Typical  structure  of  FDIC-  and  FSLIC-insured  bonds. — In  certain 
issues  of  tax-exempt  bonds,  the  issuing  authority  has  deposited  the 
bond  proceeds  in  bank  or  savings  and  loan  accounts  insured  by  the 
FDIC  or  the  FSLIC,  to  be  loaned  to  the  user  by  the  depository  insti- 
tution. In  the  typical  arrangement,  the  issuer  transfers  the  pro- 
ceeds to  a  trustee  for  the  bondholders,  which  deposits  the  funds  in 
FDIC-  or  FSLIC-insured  certificates  of  deposit.  The  depository  insti- 
tution agrees  to  provide  the  deposited  funds  to  private  users  for 
purposes  eligible  for  tax-exempt  IDB  financing.  Interest  and  princi- 
pal on  the  bonds  are  repaid  from  payments  on  the  certificates  of 
deposit.  The  repayment  of  the  bonds  is  secured  by  the  certificates. 
Because  the  proceeds  of  the  bonds  are  used  ultimately  for  exempt 
purposes,  the  bonds  qualify  as  tax-exempt  under  present  law.  Be- 
cause the  trustee  for  the  bondholders  holds  a  certificate  of  deposit 
in  an  insured  institution,  the  amount  of  each  bondholder's  holdings 
is  insured  to  the  extent  of  $100,000. 

Small  Business  Administration  guarantees 

The  Small  Business  Administration  (SBA)  is  authorized  to  guar- 
antee 100  percent  of  the  payments  due  from  eligible  small  business- 
es under  contracts  for  the  planning,  design  or  installation  of  gov- 
ernmentally  mandated  pollution  control  facilities. 15  The  current 
policy  of  the  SBA  is  to  avoid  participation  in  projects  financed  with 
tax-exempt  obligations.  However,  the  House  Committee  on  Small 
Business  has  reported  favorably16  a  bill  (H.R.  3020)  which  would 
prohibit  SBA  from  declining  to  participate  in  projects  because  of 
the  presence  of  tax-exempt  financing. 

Department  of  Housing  and  Urban  Development  guarantees 

Rental  subsidies. — Section  11(b)  of  the  Housing  Act  of  1937  17 
provides  a  special  tax-exemption  for  obligations  issued  by  State  and 
local  housing  agencies  in  connection  with  low-income  housing  proj- 
ects. The  Act  prohibits  the  Department  of  Housing  and  Urban  De- 
velopment (HUD)  from  guaranteeing  any  tax-exempt  obligation 
issued  by  a  State  or  local  agency.18  However,  under  certain  circum- 
stances, an  issuer  may  pledge  HUD  loans  or  contributions  (which 
are  backed  by  the  full  faith  and  credit  of  the  United  States)  as  se- 
curity for  tax-exempt  obligations. 

Mortgage  insurance. — In  addition  to  the  above  program,  the  Fed- 
eral Housing  Authority  (FHA)  is  authorized  to  insure  mortgages  on 
various  properties,  including  certain  owner-occupied  housing, 
rental  and  cooperative  housing,  housing  for  moderate  income  and 
displaced  families,  housing  for  elderly  persons,  and  hospitals  and 


15  Small  Business  Investment  Act  of  1958,  15  U.S.C.  sec.  694-1. 

16H.  Rep.  No.  98-182,  98th  Cong.,  1st  Sess.  (May  16,  1983).  The  Senate  Committee  on  Small 
Business  has  reported  a  similar  bill. 

17  42  U.S.C.  sec.  1437i(b). 

18  42  U.S.C.  sec.  1437i(b). 
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nursing  homes.19  These  mortgages  insured  by  FHA  may  include 
mortgages  on  properties  constructed  with  tax-exempt  financing.  In 
these  situations,  FHA-insured  mortgages  may  be  pledged  as  secu- 
rity for  tax-exempt  bond. 

Veterans '  Administration  guarantees 

The  Veterans'  Administration  (VA)  is  authorized  to  insure  mort- 
gages on  various  properties  owned  by  veterans  of  the  U.S.  Armed 
Forces  and  their  families.  VA-insured  mortgages  may  include  mort- 
gages on  certain  properties  constructed  with  tax-exempt  financing. 
In  those  cases,  the  VA-insured  mortgages  may  be  pledged  as  secu- 
rity for  repayment  of  the  tax-exempt  bonds. 

Student  loan  bond  guarantees 

The  Department  of  Education  guarantees  repayment  of  various 
forms  of  student  loans.  In  certain  cases,  Federally  guaranteed  stu- 
dent loans  may  be  pledged  as  security  for  repayment  of  tax-exempt 
bonds. 

Department  of  Agriculture  (Farmers  Home  Administration) 
guarantees 

The  Farmers  Home  Administration  (FmHA)  guarantees  loans  for 
various  agricutural  purposes,  including  emergency  loans,  farm  op- 
erating loans,  farm  ownership  loans,  soil  and  water  loans,  business 
and  industrial  loans,  economic  emergency  loans,  and  guaranteed 
rural  housing  loans.  The  FmHA  amended  its  regulations  in  1982  to 
provide  that  FmHA  will  not  guarantee  loans  made  with  the  pro- 
ceeds of  tax-exempt  obligations.20  Additionally,  no  FmHA  loan 
may  serve  as  collateral  for  a  tax-exempt  issue. 

Energy  program  guarantees 

Under  certain  energy  production  or  conservation  programs,  the 
Federal  Government  may  guarantee  the  payment  of  principal  or 
interest  on  IDBs  used  to  finance  qualified  hydroelectric  generating 
facilities  or  qualified  steam-generating  or  alcohol-producing  facili- 
ties. The  Internal  Revenue  Code  (sec.  103(h))  eliminates  the  tax-ex- 
emption for  interest  on  bonds  guaranteed  under  these  programs. 
Additionally,  the  tax-exemption  is  eliminated  when  principal  or  in- 
terest on  the  bonds  is  to  be  paid  with  funds  provided  by  the  Feder- 
al government  (or  by  State  or  local  governments)  under  an  energy 
production  or  conservation  program. 

Tax-exemptions  outside  the  Internal  Revenue  Code 

In  addition  to  the  tax-exemptions  provided  under  the  Internal 
Revenue  Code,  certain  non-tax  statutes  provide  an  exemption  for 
interest  on  specified  obligations.  Obligations  to  which  these  provi- 
sions apply  generally  are  not  subject  to  the  restrictions  on  tax- 
exempt  bonds  contained  in  the  Internal  Revenue  Code. 


19  National  Housing  Act  of  1934,  12  U.S.C.  sec.  1707  et  seq. 
207  CFRsec.  1980.23. 
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District  of  Columbia  Bonds 

Under  the  District  of  Columbia  Self-Government  and  Govern- 
mental Reorganization  Act  ,  Pub.  L.  93-198,  the  District  of  Colum- 
bia is  authorized  to  issue  (1)  general  obligation  bonds  and  (2)  reve- 
nue bonds  and  notes  for  use  in  the  areas  of  housing,  health,  transit 
and  utility  facilities,  recreational  facilities,  college  and  university 
facilities,  pollution  control  facilities,  and  industrial  and  commercial 
development.  Under  the  Act,  the  obligations  are  exempt  from  all 
Federal  and  District  taxation  (except  estate  and  gift  taxes).21 

The  Internal  Revenue  Service  has  held  that  interest  on  bonds 
and  notes  issued  by  the  District  of  Columbia  is  exempt  from  Feder- 
al income  taxes  notwithstanding  the  industrial  development  bond 
provisions  of  the  Internal  Revenue  Code.22  Thus,  the  District  of  Co- 
lumbia may  issue  bonds  for  industrial  and  commercial  develop- 
ment without  regard  to  the  limitations  on  small-issue  IDBs.  Howev- 
er, the  bonds  remain  subject  to  an  arbitrage  limitation. 

Possessions  bonds  (Puerto  Rico,  Virgin  Islands,  and  Guam) 

Under  the  Puerto  Rico  Federal  Relations  Act,23  bonds  issued  by 
the  Government  of  Puerto  Rico,  or  by  its  authority,  are  exempt 
from  Federal,  State,  and  Puerto  Rican  taxation.  Similarly,  the  gov- 
ernment of  the  Virgin  Islands  may  issue  tax-exempt  general  obliga- 
tions for  public  works,  slum  clearance,  urban  redevelopment  or  to 
provide  low-rent  housing.  The  government  of  Guam  also  has  au- 
thority to  issue  obligations  that  are  exempt  from  Federal,  State  or 
Guam  taxation.24 

Housing  and  Urban  Development  Bonds 

Section  11(b)  of  the  Housing  Act  of  1937 2  5  provides  a  special  tax- 
exemption  for  certain  obligations  issued  by  State  and  local  public 
housing  agencies  in  connection  with  low-income  housing  projects. 
The  exemption  is  limited  to  projects  developed,  acquired,  or  assist- 
ed by  the  State  or  local  agency.  The  project  units  must  generally  be 
rented  to  families  whose  incomes  do  not  exceed  80  percent  of  the 
median  income  for  the  area  (as  determined  by  the  Department  of 
Housing  and  Urban  Development). 

TEFRA  restrictions  on  private  activity  bonds 

In  addition  to  providing  limitations  on  small  issue  IDBs  (includ- 
ing the  December  31,  1986  sunset  for  small  issue  IDBs)  and  on  cost 
recovery  for  IDB-financed  property,  TEFRA  made  several  changes 
in  the  rules  concerning  IDBs  generally.  First,  TEFRA  required  that 
issuers  of  all  private  activity  bonds  (including  IDBs,  scholarship 
funding  bonds,  and  bonds  issued  by  charitable  organizations 
exempt  from  tax  under  sec.  501(c)(3))  to  make  quarterly  informa- 
tion reports  to  the  IRS  concerning  bonds  issued  by  that  issuer. 
TEFRA  also  required  that  issuance  of  IDBs  be  approved  by  an 
elected  official  in  the  issuing  jurisdiction,  and  in  all  jurisdictions 


21D.C.  Code  sec.  47-332. 

22  Rev.  Rul.  76-202,  1976-1  C.B.  26. 

23  Laws  1917,  ch.  145,  39  Stat.  953  (48  U.S.C.  sec.  745). 

24  Pub.  L.  418,  81st  Cong.,  1st  Sess.  (1949)  (48  U.S.C.  sec.  1403). 

25  42  U.S.C.  sec.  1437i(b). 
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where  the  facilities  financed  with  the  bonds  will  be  located,  fol- 
lowing a  public  hearing  (or  that  issuance  be  approved  pursuant  to 
a  voter  referendum).  In  addition,  the  average  length  of  time  to 
maturity  of  IDBs  generally  was  limited  by  TEFRA  to  120  percent 
of  the  economic  life  of  the  property  financed. 

Reasons  for  Change 

General  considerations 

The  committee  is  extremely  concerned  with  the  volume  of  tax- 
exempt  bonds  used  to  finance  private  activities.  The  volume  of 
these  bonds  has  increased  sharply  over  the  past  few  years — from 
$6.2  billion  in  1976  to  $44.0  billion  in  1982.  During  this  same 
period,  private  activity  bonds  increased  from  21  percent  of  total 
State  and  local  borrowings  in  1975  to  51.7  percent  in  1982.  The 
TEFRA  limitations  on  private  activity  bonds,  including  public 
notice  and  approval  and  information  reporting  requirements,  limi- 
tations on  cost  recovery,  and  limitations  on  small  issue  IDBs,  re- 
stricted the  benefits  associated  with  certain  IDB-financed  projects 
and  eliminated  some  of  the  worst  abuses  associated  with  private  ac- 
tivity bonds.  However,  the  TEFRA  rules  appear  unlikely  to  impose 
adequate  limits  on  the  overall  growth  in  the  volume  of  private  ac- 
tivity bonds. 

The  rapid  growth  of  private  activity  bonds  is  a  source  of  concern 
for  several  reasons.  First,  the  mounting  volume  of  private  activi- 
ty tax-exempt  bonds  has  resulted  in  an  increasing  revenue  loss  (a 
projected  $8.5  billion  for  1983  from  identifiable  private  activity 
bonds).  Because  a  substantial  portion  of  the  benefits  of  tax-exemp- 
tion flows  to  the  investor,  tax-exempt  bonds  are  a  relatively  ineffi- 
cient means  of  providing  a  subsidy. 

Second,  the  committee  is  concerned  that  the  expanding  volume 
of  private  activity  bonds  has  inflated  tax-exempt  interest  rates, 
thereby  increasing  the  costs  of  State  and  local  borrowing  for  tradi- 
tional public  purposes  (schools,  roads,  public  projects,  etc).  Competi- 
tion from  private  activity  bonds  may  thus  force  State  and  local  gov- 
ernments to  choose  between  raising  taxes  in  order  to  meet  in- 
creased borrowing  costs  or  providing  a  lower  level  of  services. 

Finally,  the  availability  of  tax-exempt  financing  for  certain  types 
of  projects  tends  to  encourage  investment  in  such  projects  inde- 
pendent of  the  economic  value  of  the  project.  Such  financing  may 
therefore  divert  investment  capital  away  from  its  most  productive 
uses. 

Volume  ceilings  for  IDBs  and  student  loan  bonds 

To  prevent  further  unrestrained  growth  in  private  activity 
bonds,  the  committee  believes  that  meaningful  limitations  should 
be  imposed  on  the  volume  of  private  activity  tax-exempt  bonds. 
However,  the  committee  continues  to  believe  that  the  decision  of 
what  types  of  projects  should  be  financed  is  best  made  by  the  ap- 
propriate State  or  local  government.  To  achieve  these  goals,  the 
committee  decided  to  place  a  statewide  ceiling,  effective  in  1984,  on 
the  overall  volume  of  private  activity  bonds  which  may  be  issued. 
The  ceiling,  set  initially  at  $150  for  each  resident  of  the  State,  will 
apply  to  certain  industrial  development  bonds  and  student  loan 


1684 


bonds  issued  within  the  State.  (Qualified  mortgage  bonds  have  been 
subject  to  separate  statewide  volume  limits  since  1980  and  the  bill 
places  qualified  veterans'  mortgage  bonds  within  this  volume  cap.) 

Within  the  statewide  ceiling,  and  within  the  other  rules  applica- 
ble to  private  activity  bonds,  State  and  local  governments  will  be 
free  to  issue  bonds  to  finance  activities  which  they  determine  serve 
the  greatest  public  benefit.  The  committee  therefore  believes  that 
the  volume  limits  will  impose  meaningful  limits  on  the  growth  of 
tax-exempt  bonds  without  impinging  unnecessarily  on  State  and 
local  perogatives.  Further,  the  committee  believes  that  the  limits 
will  result  in  tax-exempt  financing  being  provided  to  those  projects 
which  best  serve  the  public  interest. 

While  desiring  to  limit  the  growth  of  private  activity  bonds,  the 
committee  is  aware  that  the  current  definition  of  IDBs  may  encom- 
pass certain  facilities  which  are  traditionally  thought  of  as  public 
facilities  and  which  perform  essentially  public  functions.  The  com- 
mittee is  also  aware  that  certain  of  these  facilities  are  large,  one- 
time projects  which  may  be  particularly  difficult  to  finance  under  a 
volume  ceiling.  To  prevent  hardships  of  this  sort,  the  bill  exempts 
from  the  volume  ceiling  IDBs  which  are  used  to  finance  conven- 
tion, trade  show,  and  certain  transportation  facilities  if  no  person 
other  than  a  governmental  unit  owns  the  facilities  being  financed. 
In  providing  this  exception,  the  committee  believed  it  appropriate, 
because  advance  refundings  duplicate  amounts  of  bonds  outstand- 
ing with  respect  to  a  facility,  to  repeal  the  existing  provision  which 
allows  for  advance  refunding  of  bonds  used  to  finance  these  and 
certain  other  related  types  of  facilities. 

The  committee  recognize  the  importance  of  tax-exempt  bonds  in 
financing  multi-family  housing  for  low-  and  moderate-income  rent- 
ers. Thus,  bonds  for  this  purpose  are  exempted  from  the  volume 
ceiling  and  certain  other  restrictions  in  the  bill.  The  committee 
also  believes  that  private  nonprofit  organizations  (sec.  501(c)(3)) 
should  continue  to  benefit  from  tax-exempt  financing  without  being 
forced  to  compete  with  private  businesses.  This  is  consistent  with 
the  general  treatment  of  these  organizations,  which  are  exempt 
from  Federal  taxes  and  are  (in  most  cases)  entitled  to  receive  tax- 
deductible  contributions.  Accordingly,  the  committee  decided  that 
bonds  issued  to  provide  financing  for  section  501(c)(3)  organizations 
(other  than  with  respect  to  proceeds  used  in  an  unrelated  trade  or 
business)  should  not  be  included  in  the  statewide  ceiling. 

The  committee  believes  that  States  which  have  issued  bonds  in 
excess  of  their  statewide  ceiling  in  1983  should  be  allowed  a  reason- 
able period  in  which  to  adjust  to  the  ceiling.  The  committee's  bill 
therefore  allows  these  States  to  phase  down  to  the  applicable  limit 
so  that  all  states  are  subject  to  the  $150  cap  beginning  in  1985. 

Further  restrictions 

In  addition  to  the  volume  limits  on  private  activity  bonds,  the 
committee  believes  that  a  number  of  other  modifications  to  the 
rules  applicable  to  tax-exempt  financing  need  to  be  changed. 

Federally  guaranteed  tax-exempt  obligations 

First,  the  committee  is  concerned  by  the  combination  of  tax- 
exempt  financing  with  Federal  guarantees.  This  combination  re- 
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suits  in  a  double  subsidy  for  certain  activities.  Since  federally  guar- 
anteed tax-exempt  bonds  are  more  attractive  than  United  States 
Treasury  securities  (which  are  taxable)  and  other  State  and  local 
obligations  (which  do  not  have  Federal  guarantees),  the  prolifera- 
tion of  such  bonds  may  make  it  difficult  for  both  the  Federal  and 
State  governments  to  raise  needed  funds.  The  committee's  bill 
therefore  eliminates  the  tax-exemption  for  interest  on  bonds  where 
a  substantial  portion  of  the  issue  is  to  be  guaranteed,  directly  or 
indirectly,  by  the  Federal  Government.  This  restriction  applies  to 
tax-exempt  bonds  the  proceeds  of  which  are  deposited  in  Federally 
insured  financial  institutions,  thereby  receiving  an  effective  guar- 
antee. However,  the  committee  decided  that  guarantees  of  bonds 
for  certain  housing-related  guarantees,  student  loan  guarantees 
and  small  business  pollution  control  bond  guarantees  were  neces- 
sary to  the  success  of  the  related  programs  and  should  be  exempted 
from  the  rule. 

Limitations  on  cost  recovery  deductions 

The  committee  believes  that  the  general  rule  provided  by 
TEFRA  that  the  cost  of  IDB  financed  property  should  be  recovered 
on  the  straight  line  method  over  ACRS  lives  is  appropriate  because 
the  combined  benefits  of  tax-exempt  financing  and  full  ACRS  de- 
ductions provide  an  unnecessarily  large  subsidy.  The  committee 
concluded  that  most  of  the  exceptions  provided  by  TEFRA  to  that 
rule  are  unnecessary.  Accordingly,  the  committee  bill  removes 
most  of  the  TEFRA  exceptions.  However,  the  committee  concluded 
that  multifamily  housing  projects  financed  with  tax-exempt  bonds 
should  continue  to  be  eligible  for  accelerated  cost  recovery. 

Miscellaneous  changes 

The  committee  bill  also  imposes  other  restrictions  (in  addition  to 
those  imposed  by  TEFRA)  on  IDBs.  These  restrictions  are  designed, 
in  part,  to  prevent  the  aggregation  of  small  issue  bonds  so  as  to 
provide  extensive  amounts  of  financing  for  one  large-scale  project. 
In  addition,  the  bill  tightens  the  arbitrage  restrictions  on  certain 
tax-exempt  IDBs  and  student  loan  bonds  by  extending  the  arbi- 
trage rules  similar  to  those  applicable  to  mortgage  subsidy  bonds  to 
all  such  bonds,  limits  the  use  of  IDBs  to  acquire  land  and  existing 
facilities,  subjects  bonds  with  respect  to  which  tax-exemption  pres- 
ently is  outside  the  Internal  Revenue  Code  to  Code  provisions,  and 
makes  certain  other  changes  in  the  law  regarding  private  activity 
tax-exempt  bonds. 

Explanation  of  Provisions 
1.  Volume  limitation  on  IDBs  and  student  loan  bonds 
In  general 

The  bill  imposes  a  ceiling  on  the  volume  of  tax-exempt  industrial 
development  bonds  (IDBs)  and  student  loan  bonds  that  each  State 
(including  U.S.  possessions)  may  issue  during  any  calendar  year. 
The  ceiling  does  not  apply  to  IDBs  the  proceeds  of  which  are  used 
to  finance  projects  for  multifamily  residential  rental  property  (sec. 
103(b)(4)(A))  including  any  public  housing  program  obligation  issued 
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under  section  11(b)  of  the  United  States  Housing  Act  of  1937.  Addi- 
tionally, the  ceiling  does  not  apply  to  IDBs  to  finance  convention  or 
trade  show  facilities  or  airports,  docks,  wharves,  or  mass  commut- 
ing facilities  (sec.  103(b)(4)(C)  and  (D)),  but  only  if  the  property  fi- 
nanced by  the  IDBs  is  owned  by  a  governmental  unit.  For  this  pur- 
pose, publicly  owned  mass  commuting  vehicles  which  are  associat- 
ed with  qualified  mass  commuting  facilities  are  to  be  included  in 
the  definition  of  section  103(b)(4)(D)  property.  IDB-financed  proper- 
ty will  be  considered  to  be  owned  by  a  governmental  unit  if  no  non- 
governmental entity  is  considered  an  owner  of  the  property  for 
Federal  income  tax  purposes  and  if  no  such  entity  is,  therefore,  en- 
titled to  cost  recovery  deductions  or  an  investment  tax  credit  for 
any  portion  of  the  property.  Facilities  may  qualify  for  this  excep- 
tion even  if  the  governmental  unit's  obligation  to  pay  interest  and 
principal  on  the  bonds  is  limited  to  revenues  from  fees  collected 
from  users.  This  exception  from  the  volume  limitation  does  not 
apply  to  parking  facilities  financed  with  IDBs  under  section 
103(b)(4)(D)  of  the  Code.  However,  parking  facilities  which  are  func- 
tionally related  and  subordinate  to  a  facility  which  qualifies  under 
the  exception  (i.e.,  airport  parking  facilities)  are  included  within 
the  exception. 

For  purposes  of  the  volume  limitation,  student  loan  bonds  in- 
clude any  obligation  which  is  issued  as  part  of  an  issue  all  or  a 
major  portion  of  the  proceeds  of  which  are  to  be  used  directly  or 
indirectly  to  finance  loans  to  individuals  for  education  expenses. 

The  volume  ceiling  does  not  apply  to  bonds  which  are  neither 
IDBs  nor  student  loan  bonds  (e.g.,  bonds  issued  to  organizations  de- 
scribed in  section  501(c)(3)  for  use  other  than  in  unrelated  trades  or 
businesses  and  bonds  used  to  finance  traditional  governmental 
activities).25A 

Size  of  ceiling 

The  volume  ceiling  is  $150  for  every  individual  who  is  a  resident 
of  the  State  as  determined  by  the  most  recent  estimate  of  the 
State's  population  by  the  Bureau  of  the  Census  as  of  the  beginning 
of  the  calendar  year  to  which  the  limitation  applies.  The  $150  ceil- 
ing will  continue  until  1987,  when  the  ceiling  will  be  reduced  to 
$100  in  order  to  reflect  the  termination  in  present  law  of  the  tax- 
exemption  for  small  issue  IDBs. 

Phase-in  of  ceiling 

For  States  whose  annualized  per  capita  issuance  of  IDBs  and  stu- 
dent loan  bonds  subject  to  the  volume  limitation  during  the  first 
nine  months  of  1983  was  more  than  $150,  a  special  phase-in  rule 
applies.  Under  the  phase-in  rule,  the  per  capita  amount  that  can  be 
issued  in  such  a  State  in  1984  is  equal  to  $150  plus  one-half  of  the 
difference  between  the  1983  per  capita  issuance  level  and  $150. 


25A  The  State  of  Texas  has  a  program  called  the  Texas  Veterans'  Bond  Program  under  which 
general  obligation  bonds  are  issued  for  the  purchase  of  land.  Loans  under  this  program  are  lim- 
ited to  $20,000  per  veteran.  Where  the  proceeds  of  such  a  bond  issue,  other  than  an  amount 
which  is  not  a  major  portion  of  the  proceeds,  are  used,  for  example,  for  the  acquisition  of  land 
for  recreational  or  other  non-trade  or  business  purposes  of  its  owners,  the  issue  would  not  be 
subject  to  this  limitation.  The  use  of  the  proceeds  by  the  veteran  may  be  established  by  an  affi- 
davit of  the  veteran  unless  there  is  actual  knowledge  or  reasonable  information  that  would  indi- 
cate a  different  usage. 
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Thus,  by  1985,  all  States  will  be  limited  to  the  $150  per  capita  ceil- 
ing. 

Allocation  of  ceiling  among  various  governmental  units 

In  general. — Under  the  bill,  the  State  ceiling  is  allocated  among 
the  various  governmental  units  within  the  State  that  can  issue 
IDBs  or  student  loan  bonds  pursuant  to  a  three-step  rule.  This  allo- 
cation is  the  same  as  that  provided  for  mortgage  subsidy  bonds. 

Under  the  first  step,  the  State  ceiling  is  allocated  equally  be- 
tween the  State  (and  its  agencies)  and  localities  until  either  the 
governor  or  the  legislature  makes  a  different  allocation.  The  later 
allocation  for  a  particular  year  would  be  reduced  by  bonds  issued 
under  the  first  allocation.  One-half  of  the  State  ceiling  is  allocated 
to  the  State  and  its  agencies  that  have  authority  issue  IDBs  or  stu- 
dent loan  bonds.  The  other  one-half  of  the  State  ceiling  is  allocated 
to  localities  that  have  authority  to  issue  IDBs  or  student  loan 
bonds  on  the  basis  of  the  relative  populations  of  those  localities  as 
determined  by  the  most  recent  population  estimate  for  the  local- 
ities from  the  Bureau  of  the  Census  available  before  the  beginning 
of  the  calendar  year  to  which  the  ceiling  relates.  Where  there  are 
two  overlapping  local  governmental  units,  a  portion  of  the  ceiling 
is  allocated  to  the  governmental  unit  with  jurisdiction  over  the 
smallest  geographical  area.  That  portion  is  determined  by  multiply- 
ing the  one-half  of  the  State  ceiling  by  a  fraction,  the  numerator  of 
which  is  the  most  recent  population  estimate  of  that  governmental 
unit  from  the  Bureau  of  the  Census  at  the  beginning  of  the  calen- 
dar year  to  which  the  limit  relates  and  the  denominator  of  which  is 
the  population  of  the  entire  State  using  that  same  data.  The  re- 
maining portion  allocable  to  the  governmental  unit  with  jurisdic- 
tion over  the  larger  area  would  be  equal  to  one-half  of  the  State 
ceiling  multipied  by  a  fraction  the  numerator  of  which  is  the  popu- 
lation of  the  larger  governmental  unit  not  residing  in  the  smaller 
governmental  unit  and  the  denominator  of  which  is  the  population 
of  the  entire  State. 

Where  two  governmental  units  have  authority  to  issue  IDBs  or 
student  loan  bonds  and  both  governmental  units  have  jurisdiction 
over  the  identical  geographical  area,  the  portion  of  the  one-half  of 
the  State  ceiling  allocable  to  that  area  is  allocated  to  the  govern- 
mental unit  having  the  broader  sovereign  powers.  For  example, 
where  a  city  and  an  IDB  authority  for  the  city  have  authority  to 
issue  IDBs,  then  the  portion  of  the  one-half  of  the  State  ceiling  al- 
locable to  the  city  based  upon  the  population  of  that  city  is  allo- 
cated to  the  city  since  the  city  has  broader  sovereign  powers  than 
the  IDB  authority. 

Under  the  second  step,  the  governor  of  the  State  is  authorized  to 
allocate  the  State  ceiling  among  all  of  the  governmental  units 
(both  State  and  local)  having  authority  to  issue  IDBs  or  student 
loan  bonds.  This  power  of  the  governor  to  allocate  the  State  ceiling 
terminates  after  the  first  day  of  the  calendar  year  beginning  after 
1983  during  which  the  legislature  of  the  State  met  in  regular  ses- 
sion or  the  effective  date  of  any  State  legislation  with  respect  to 
the  allocation  of  the  State  ceiling  enacted  after  the  date  of  enact- 
ment of  this  bill.  If  the  legislature  of  any  State  has  met  and  ad- 
journed sine  die  before  60  days  after  enactment  of  the  bill,  howev- 


1688 


er,  the  power  of  the  governor  terminates  after  the  first  day  of  the 
first  calendar  year  beginning  after  the  year  in  which  the  legisla- 
ture next  meets. 

Under  the  third  step,  the  State  legislature  may  enact  a  law  pro- 
viding for  a  different  allocation  than  that  provided  in  step  one. 
Under  this  authority,  the  State  legislature  may  allocate  all  or  any 
portion  of  the  State  ceiling  to  any  governmental  unit  in  the  State 
that  has  authority  to  issue  IDBs  or  student  loan  bonds. 

Special  rule  for  home  rule  subdivisions. — The  bill  provides  a  spe- 
cial allocation  rule  for  certain  political  subdivisions  with  home  rule 
powers.  The  home  rule  subdivisions  to  which  the  special  allocation 
rule  applies  are  those  home  rule  subdivisions  that  are  granted 
home  rule  powers  by  the  beginning  of  the  calendar  year  in  which 
the  bonds  are  issued  pursuant  to  a  State  constitution  that  was 
adopted  in  1970  and  become  effective  on  July  1,  1971  (Illinois).  In 
that  State,  a  full  portion  of  the  State  ceiling  is  allocated  to  each 
home  rule  subdivision  based  upon  the  ratio  that  the  population  of 
that  home  rule  subdivision  bears  to  the  population  of  the  entire 
State,  determined  using  the  most  recent  population  estimate  from 
the  Bureau  of  the  Census  which  are  available  before  the  beginning 
of  the  calendar  year  to  which  the  bonds  relate  using  the  same  data 
for  both  the  State  and  the  home  rule  subdivisions.  The  amount  so 
allocated  to  home  rule  subdivisions  cannot  be  altered  by  the  power 
to  provide  a  different  allocation  which  the  bill  grants  to  the  gover- 
nor or  the  State  legislature  described  above.  However,  a  home  rule 
subdivision  can  agree  to  a  different  allocation. 

The  remaining  portion  of  the  State  ceiling  (i.e.,  the  State  limit 
reduced  by  the  amount  allocated  to  home  rule  subdivisions)  is  then 
allocated  among  the  other  governmental  units  in  the  State  that 
have  authority  to  issue  IDBs  or  student  loan  bonds  under  essential- 
ly the  same  three  steps  described  in  the  previous  section.  Thus, 
under  the  first  step,  one-half  of  the  remaining  State  ceiling  is  allo- 
cated to  the  State  and  its  agencies.  The  other  one-half  of  the  re- 
maining State  ceiling  is  allocated  to  the  localities  outside  of  the 
home  rule  subdivisions  based  upon  the  ratio  that  the  populations  of 
those  localities  outside  of  home  rule  subdivisions  bears  to  the  popu- 
lation of  the  State's  residents  located  outside  of  home  rule  subdivi- 
sions. Under  the  second  and  third  steps  described  above,  the  gover- 
nor or  the  State  legislature  can  allocate  the  State  ceiling  other 
than  that  allocated  to  home  rule  subdivisions  to  any  governmental 
units  that  have  authority  to  issue  IDBs  or  student  loan  bonds  (in- 
cluding home  rule  subdivisions),  but  they  may  not  allocate  the 
amount  specially  allocated  to  the  home  rule  subdivisions. 

Refunding  issues 

Under  the  bill,  all  IDBs  (other  than  those  for  which  exceptions 
are  provided)  and  student  loan  bonds  issued  during  the  calendar 
year,  other  than  certain  refunding  bonds,  count  towards  the  State 
ceiling.  Refunding  bonds  that  do  not  count  towards  the  State  ceil- 
ing are  any  obligations  that  are  issued  to  refund  another  obligation 
to  the  extent  that  the  refunding  obligation  does  not  exceed  the 
then  outstanding  principal  amount  of  the  refunded  obligation.  In 
the  case  of  student  loan  bonds,  refunding  bonds  are  not  counted  to- 
wards the  State  ceiling  only  if  the  maturity  date  of  the  refunding 
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obigation  is  not  later  than  the  maturity  date  of  the  refunded  obli- 
gation or  the  maturity  date  of  the  refunding  obligation  is  not  later 
than  the  date  which  is  15  years  after  the  date  on  which  the  refund- 
ed obligation  was  issued  (or,  in  the  case  of  a  series  of  refundings, 
the  date  on  which  the  original  obligation  was  issued).  An  obligation 
is  a  refunding  obligation  if  the  proceeds  of  the  refunding  obligation 
are  used  to  retire  the  refunded  obligation  within  180  days  of  the 
date  of  issue  of  the  refunding  obligation. 

Three-year  carryover 

The  bill  provides  a  special  rule  under  which  a  State  can  elect  to 
carryover  for  up  to  three  years  any  unused  State  ceiling  for  specific 
projects.  A  special  rule  permits  a  longer  six-year  carryover  for  cer- 
tain specifically  identified  air  or  water  pollution  control  projects. 
Where  the  election  applies,  obligations  issued  in  the  three  (six)  cal- 
endar years  following  the  calendar  year  for  which  the  election  is 
made  are  not  counted  towards  the  State's  ceiling  for  those  three 
(six)  calendar  years  to  the  extent  that  the  proceeds  from  those  obli- 
gations are  used  to  finance  the  project  specified  in  the  election. 

The  unused  bond  ceiling  is  absorbed  in  the  order  in  which  the 
obligations  for  the  specified  project  are  issued.  The  election  is  to  be 
made  in  accordance  with  regulations  to  be  prescribed  by  the  Secre- 
tary of  the  Treasury.  Identification  of  a  project  by  its  address, 
name  of  intended  owner,  lessee,  etc.,  and  general  type  of  facility  or- 
dinarily will  be  considered  adequate  specification.  An  election,  once 
made,  is  irrevocable.  The  purpose  of  issuing  student  loan  bonds  is 
considered  a  separate  project  which  is  adequately  specified  for  pur- 
poses of  any  election. 

2.  Denial  of  tax-exemption  for  obligations  issued  with  a  Federal 

guarantee 

The  bill  provides  generally  that  interest  on  any  obligation  is  not 
exempt  from  Federal  income  tax  if  the  obligation  is  Federally  guar- 
anteed. An  obligation  is  treated  as  Federally  guaranteed  if  (1)  the 
payment  of  the  principal  or  interest  on  the  obligation  is  guaran- 
teed, in  whole  or  in  part,  by  the  United  States  or  any  agency  or 
instrumentality  thereof,  (2)  a  significant  portion  of  the  proceeds  of 
the  obligation  are  to  be  used  in  making  loans  or  other  investments 
the  payments  on  which  are  guaranteed  in  whole  or  in  part  by  the 
United  States  or  any  agency  or  instrumentality  thereof,  (3)  a  sig- 
nificant portion  of  the  proceeds  of  the  issue  of  which  the  obligation 
is  a  part  are  to  be  invested,  directly  or  indirectly,  in  Federally  in- 
sured deposits  or  accounts  in  a  financial  institution,  or  (4)  the  pay- 
ment of  the  principal  or  interest  of  the  obligation  is  otherwise  indi- 
rectly guaranteed,  in  whole  or  in  part,  by  the  United  States  or  an 
agency  or  instrumentality  thereof.  These  rules  apply  to  all  obliga- 
tions which  are  issued  by  or  on  behalf  of  States  and  their  political 
subdivisions  or  otherwise  described  in  section  103. 

For  purposes  of  these  rules,  an  entity  with  statutory  authority  to 
borrow  from  the  United  States  generally  is  to  be  treated  as  an  in- 
strumentality of  the  United  States.  In  addition,  a  "Federally  in- 
sured financial  institution"  means  any  bank,  credit  union,  mutual 
savings  bank,  cooperative  bank,  domestic  building  and  loan  associ- 
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ation,  or  other  savings  instituion  whose  deposits  or  accounts  are  in- 
sured under  Federal  law. 

Federally  insured  deposits  or  accounts  include  any  deposit  or  ac- 
count in  a  financial  institution  to  the  extent  the  deposit  or  account 
is  insured  under  Federal  law  by  the  Federal  Deposit  Insurance  Cor- 
poration (FDIC),  the  Federal  Savings  and  Loan  Insurance  Corpora- 
tion (FSLIC),  the  National  Credit  Union  Administration  (NCUA), 
or  any  similar  Federally  chartered  corporation.  This  rule  on  invest- 
ment of  bond  proceeds  in  Federally  insured  deposits  or  accounts  ap- 
plies to  all  IDBs  and  to  qualified  mortgage  bonds  and  veterans' 
mortgage  bonds. 

Exceptions. — The  bill  provides  a  number  of  exceptions  to  the 
rules  on  Federal  guarantees.  First,  the  rule  does  not  apply  to  any 
obligations  which  would  be  treated  as  Federally  guaranteed  solely 
because  the  loans  financed  with  the  tax-exempt  bond  proceeds  are 
guaranteed  by  the  Federal  Housing  Administration,  the  Veterans' 
Administration,  the  Federal  National  Mortgage  Association 
(Fannie  Mae),  the  Federal  Home  Loan  Mortgage  Corporation  (Fred- 
die Mac),  the  Government  National  Mortgage  Association  (Ginnie 
Mae),  the  Student  Loan  Marketing  Association  (Sallie  Mae),  or  the 
Small  Business  Administration  (for  bonds  used  to  finance  air  or 
water  pollution  control  facilities)  or  to  any  guarantee  of  student 
loans. 

Second,  the  rule  does  not  apply  to  any  obligation  to  the  extent 
that  any  proceeds  of  the  obligation  are  invested  in  Federal  obliga- 
tions during  an  initial  temporary  period  or  to  investments  during 
periods  necessary  to  maintain  adequate  funds  in  a  bona  fide  debt 
service  fund  (under  sec.  103  (c)(4)(b)).  The  rule  also  does  not  apply 
to  the  extent  the  bond  proceeds  are  invested  in  obligations  of  the 
United  States  Treasury  (e.g.,  an  advance  refunding)  or  invested 
otherwise  as  permitted  under  Treasury  regulations. 

An  additional  exception  is  provided  for  guarantees  in  connection 
with  obligations  the  proceeds  of  which  are  used  to  finance  projects 
for  multifamily  residential  rental  property  (as  described  in  sec. 
103(b)(4)(A))  or  in  connection  with  a  public  housing  program  obliga- 
tion (under  sec.  11(b)  of  United  States  Housing  Act  of  1937).  A  simi- 
lar rule  is  provided  for  qualified  mortgage  bonds  and  qualified  vet- 
erans mortgage  bonds  (sec.  103A).  Therefore,  interest  on  bonds  the 
proceeds  of  which  are  used  to  finance  both  multifamily  rental  hous- 
ing and  single  family  owner-occupied  housing  may  be  tax-exempt 
even  if  the  underlying  mortgages  are  pooled  and  repayment  of  the 
pooled  mortgages  is  Federally  guaranteed.  This  exception  does  not 
apply,  however,  to  any  obligation,  the  proceeds  of  which  are  invest- 
ed in  a  Federally  insured  deposit  or  account. 

Another  exception  to  the  general  denial  of  tax-exemption  pro- 
vides that  obligations  shall  not  be  treated  as  Federally  guaranteed 
solely  because  the  proceeds  are  used  in  making  loans  to  financial 
institutions  (e.g.,  as  part  of  a  loans  to  lenders  programs)  or  because 
such  a  financial  institution  guarantees  repayment  of  the  loans  (e.g., 
issues  a  letter  of  credit). 

Finally,  the  bill  provides  that  the  District  of  Columbia  or  any 
U.S.  possession  (including  Puerto  Rico,  the  Virgin  Islands  and 
Guam)  is  not  to  be  considered  an  instrumentality  of  the  United 
States,  under  the  rules  pertaining  to  Federal  statutory  authority  to 
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borrow  from  the  United  States.  However,  this  amendment  does  not 
apply  in  the  case  of  private  activity  bonds  (e.g.,  IDBs  or  student 
loan  bonds).  Thus,  under  the  bill  the  District  of  Columbia  or  a  U.  S. 
possession  having  statutory  authority  to  borrow  from  the  U.  S.  may 
issue  tax-exempt  bonds  other  than  private  activity  bonds  subject  to 
the  the  same  limitations  (other  than  the  rule  pertaining  to  authori- 
ty to  borrow  from  the  United  States)  which  are  applicable  to  obli- 
gations issued  by  States.  In  addition,  the  District  of  Columbia  or  a 
U.S.  possession  may  issue  private  activity  bonds  if  the  bonds  are 
not  guaranteed  by  the  governmental  entity  involved,  determined 
under  the  general  rules  regarding  Federally  guaranteed  obligations 
(e.g.,  revenue  bonds  backed  by  revenues  from  the  financed  project 
rather  than  the  revenues  of  the  issuing  government).256 

3.  Other  limitations  on  the  use  of  IDBs 

a.  Restrictions  on  use  of  small  issue  IDBs  where  beneficiary 

has  significant  IDB  use 

The  bill  provides  rules  which  restrict  the  amount  of  small  issue 
IDBs  that  can  be  issued  for  a  particular  beneficiary  of  IDBs  where 
that  beneficiary  has  received  the  benefit  of  a  significant  amount  of 
IDBs.  Under  the  bill,  tax-exempt  small  issue  IDBs  could  not  be 
issued  if  the  total  amount  of  all  IDBs  that  would  be  outstanding 
after  the  issue  for  the  beneficiary  who  would  be  the  beneficiary  of 
the  small  issue  IDBs  exceeds  $40  million.  In  determining  whether 
the  $40  million  limit  has  been  reached,  all  types  of  IDBs  are  count- 
ed. However,  bonds  which  are  to  be  redeemed  with  the  proceeds  of 
the  small  issue  IDBs  are  not  to  be  counted,  A  beneficiary  is  defined 
as  any  person  who  is  a  user  of  the  bond-financed  facilities.  Addi- 
tionally, all  related  parties  are  treated  as  one  user. 

The  bill  includes  allocation  rules  for  applying  the  $40  million 
limitation.  Under  these  rules,  where  50  percent  or  more  of  the 
facilities  financed  by  the  issue  are  used  by  one  beneficiary,  the 
entire  amount  of  the  issue  is  to  be  allocated  to  that  beneficiary. 
Where  no  beneficiary  uses  50  percent  or  more  of  the  facilities,  the 
amount  of  the  issue  is  to  be  allocated  equally  among  beneficiaries 
who  use  at  least  25  percent  of  the  facilities;  this  allocation  is  not  to 
exceed  50  percent  for  each  such  beneficiary.  Any  amount  not  allo- 
cated under  these  rules  is  to  be  allocated  to  any  person  who  is  a 
beneficiary  by  reason  of  owning  the  facilities  being  financed  by  the 
issue  and  renting  the  facilities  to  other  persons. 

b.  Restrictions  on  use  of  IDBs  for  purchase  of  land  or  exist- 

ing facilities 

Nonagricultural  land. — The  bill  permits  the  use  of  IDB  proceeds 
for  the  purchase  of  nonagricultural  land  when  not  more  than  25 
percent  of  the  proceeds  are  allocable  to  the  cost  of  such  land.  The 
terms  of  the  bond  indenture  generally  will  govern  in  determining 
which  proceeds  are  allocable  to  the  purchase  of  land.  If  the  inden- 


258  General  obligations  of  the  District  of  Columbia  shall  not  be  deemed  to  be  directly  or  indi- 
rectly guaranteed  by  the  United  States  merely  because  the  Department  of  the  Treasury  has 
agreed  to  pay  or  guarantee  payment  of  such  obligations  in  the  event  the  courts  determine  that 
such  obligations  are  not  valid  and  binding  obligations  of  the  District  because  of  the  effect  of  the 
Chadha  case  on  the  D.C.  home  rule  provisions. 
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ture  makes  no  provision  for  this  allocation,  the  proceeds  will  be 
deemed  to  have  been  used  for  the  purchase  of  land  and  other  facili- 
ties in  relation  to  the  relative  fair  market  values  of  the  properties 
involved.  The  committee  intends  that,  in  applying  this  restriction, 
expenditures  nominally  related  to  land,  but  which  are  eligible  for 
cost  recovery  deductions,  such  as  irrigation  ditches,  are  to  be  treat- 
ed as  made  for  property  other  than  land. 

Existing  facilities. — The  bill  generally  prohibits  the  use  of  IDB 
proceeds  to  acquire  existing  facilities.  However,  the  bill  includes  an 
exception  permitting  the  acquisition  of  existing  facilities  if  expendi- 
tures equal  to  at  least  15  percent  of  the  purchase  price  of  the  exist- 
ing facilities  are  made  for  rehabilitation.  Rehabilitation  expendi- 
tures need  not  be  financed  by  tax-exempt  bond  proceeds.  The  costs 
of  rehabilitating  an  existing  building  purchased  as  part  of  the  facil- 
ities and  of  rehabilitating  or  replacing  substantially  similar  equip- 
ment which  was  part  of  an  integrated  operation  contained  in  the 
building  prior  to  its  acquisition  are  included  for  purposes  of  deter- 
mining whether  the  15-percent  requirement  is  satisfied.  Additional- 
ly, under  this  provision,  expenditures  for  building  fixtures  (e.g., 
stoves,  refrigerators,  and  carpeting)  are  treated  as  expenditures  for 
rehabilitation  of  the  building.  Purchase  of  existing  facilities  other 
than  a  building  is  prohibited  unless  the  other  facilities  (i.e.,  equip- 
ment) are  functionally  related  to  and  purchased  with  an  existing 
building. 

Rehabilitation  expenses  must  be  incurred  by  the  person  acquir- 
ing the  building.  Only  those  rehabilitation  expenditures  incurred 
within  two  years  after  the  building  is  acquired,  or  the  date  the 
bonds  are  issued  (if  later),  are  considered  in  determining  whether 
rehabilitation  expenditures  equal  at  least  15  percent  cost  of  the 
building  (and  equipment)  .  For  example,  if  a  building  were  pur- 
chased for  $500,000  and  existing  equipment  in  the  building  were 
purchased  for  $250,000,  IDB  financing  would  be  available  if  at  least 
$112,500  were  expended  for  rehabilitation  of  the  building  and 
equipment. 

In  addition  to  nonagricultural  existing  facilities,  tax-exempt  bond 
proceeds  may  be  used  to  acquire  existing  facilities  (other  than  land) 
used  in  farming  if  the  rehabilitation  requirement  is  met.  This  use 
of  tax-exempt  financing  is  not  restricted  to  first  time  farmers,  who 
are  the  only  individuals  eligible  for  such  financing  for  farmland. 

First-time  farmer  exception — The  bill  includes  an  alternative  ex- 
ception to  the  land  and  existing  facility  rule  for  first-time  farmers. 
This  first-time  farmer  exception  applies  to  both  agricultural  land 
and  existing  facilities  used  in  connection  therewith.  Under  the  ex- 
ception, IDB  proceeds  may  be  used  for  the  purchase  of  agricultural 
land  and  existing  facilities  to  the  extent  that  such  expenditures 
with  respect  to  any  individual  do  not  exceed  $250,000.  The  excep- 
tion applies  to  facilities  other  than  land  only  to  the  extent  that  the 
other  facilities  constitute  existing  real  property  improvements  lo- 
cated on  the  land.  In  applying  the  $250,000  limit,  expenditures  by 
an  individual's  parents,  spouse,  and  dependent  children  will  be 
treated  as  made  by  the  individual. 

Property  purchased  under  the  first-time  farmer  exception  must 
be  acquired  by  an  individual  who  will  participate  materially  and 
substantially  on  the  farm  in  the  farming  operation  of  which  the 
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property  is  to  be  a  part.  This  requirement  is  intended  to  restrict 
availability  of  the  exception  to  individuals  who  generally  will  per- 
form substantial  physical  work  in  the  farming  operation. 

A  first-time  farmer  eligible  for  IDB  financing  means  any  individ- 
ual who  has  not  at  any  time  had  any  direct  or  indirect  ownership 
in  land  used  for  farming  purposes  in  a  farming  operation  in  which 
the  individual  (or  the  individual's  spouse  or  minor  children)  have 
materially  participated.  This  definition  permits  individuals  who 
have  previously  owned  farm  equipment  and  such  real  property  im- 
provements as  sheds  to  house  the  equipment  and  have  used  those 
facilities  as  part  of  a  farming  operation  involving  only  leased  land 
to  qualify  as  first-time  farmers. 

c.  Denial  of  tax-exempt  IDB  financing  for  certain  facilities 

The  bill  provides  that  interest  on  IDBs  is  not  exempt  from  Feder- 
al income  tax  if  any  portion  of  the  proceeds  of  the  IDB  are  to  be 
used  to  provide  any  airplane,  skybox  or  other  private  luxury  box, 
any  facility  primarily  used  for  gambling,  or  any  store  the  principal 
business  of  which  is  the  sale  of  alcoholic  beverages  for  consumption 
off-premises.  This  prohibition  applies  to  exempt  purpose  IDBs  and 
to  small  issue  IDBs. 

In  the  case  of  skyboxes  or  other  private  luxury  boxes,  the  com- 
mittee does  not  intend  to  prohibit  the  use  of  IDBs  to  finance  the 
construction,  renovation  or  refurbishing  of  a  facility  solely  because 
skyboxes  are  included  in  the  project,  so  long  as  the  project  other- 
wise qualifies  for  tax-exempt  financing.  Rather,  no  portion  of  the 
proceeds  of  the  IDB  may  be  used  to  provide  any  skybox.  For  this 
purpose,  the  skybox  shall  be  deemed  to  include  the  interior  fur- 
nishing of  the  box  (e.g.,  the  box's  plumbing,  electrical  and  decorat- 
ing costs)  and  the  structural  components  required  for  the  box  (e.g., 
the  box's  walls,  ceilings,  special  enclosures),  but  does  not  include 
the  normal  components  of  the  stadium,  such  as  structural  supports, 
to  the  extent  they  would  have  been  required  for  the  remaining  por- 
tion of  the  stadium  if  no  skyboxes  (and  no  regular  seats  in  lieu  of 
skyboxes)  had  been  built. 

d.  Extension  of  Internal  Revenue  Code  rules  to  certain  obliga- 

tions 

The  bill  extends  certain  Internal  Revenue  Code  rules  relating  to 
tax-exempt  obligations  to  bonds  which  are  described  in  provisions 
of  Federal  law  outside  of  the  Internal  Revenue  Code.  The  rules  ex- 
tended to  these  obligations  are  (1)  the  rules  relating  to  industrial 
development  bonds,  arbitrage  bonds,  and  mortgage  subsidy  bonds; 
(2)  the  public  approval  requirements  and  information  reporting  re- 
quirements of  present  law;  (3)  the  requirement  that  obligations  be 
in  registered  form,  (4)  the  disallowance  of  tax-exemption  for  obliga- 
tions which  are  Federally  guaranteed  and  (5)  the  volume  limita- 
tions applicable  to  certain  IDBs  and  student  loan  bonds.  In  the  case 
of  obligations  issued  by  U.S.  posessions  (including  Puerto  Rico,  the 
Virgin  Islands  and  Guam),  the  volume  limitations  are  to  be  applied 
as  if  those  units  were  States.  Under  this  amendment,  interest  on 
the  obligations  described  in  those  non-Code  provisions  would  not  be 
exempt  from  Federal  income  tax  unless  the  obligations  complied 
with  the  rules  described  above. 
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e.  Restriction  on  cost  recovery  deductions  for  property  fi- 

nanced with  IDBs 

The  bill  repeals  three  of  the  four  exceptions  to  the  rule  requiring 
the  cost  of  IDB-flnanced  property  to  be  recovered  on  the  straight- 
line  method  over  the  applicable  ACRS  period.  The  exceptions  re- 
moved by  the  bill  are  those  for  certain  municipal  sewage  and  solid 
waste  disposal  facilities,  certain  pollution  control  facilities  on  exist- 
ing property,  and  certain  UDAG  assisted  projects.  Under  the  bill, 
the  cost  of  these  facilities  must  be  recovered  over  the  straight  line 
method  over  ACRS  periods.  However,  the  cost  of  multifamily  rental 
housing  will  continue  to  be  recovered  using  the  accelerated  cost  re- 
covery rule  under  the  ACRS  system. 

f.  Application  of  small  issue  IDB  limits  to  entire  project 

The  bill  provides  a  special  rule  which  prevents  avoidance  of  the 
limitations  on  small  issue  IDBs  through  division  of  the  ownership 
of  a  project.  Under  the  rule,  where  two  or  more  issues  of  IDBs  are 
used  to  finance  a  single  building,  an  enclosed  shopping  mall,  or  a 
strip  of  offices,  stores,  or  residential  property  which  use  substantial 
common  facilities,  the  two  or  more  issues  are  treated  as  a  single 
issue  for  purposes  of  determining  qualification  under  the  small 
issue  exception,  and  all  principal  users  of  any  of  the  facilities  fi- 
nanced with  the  issue  are  treated  as  principal  users  of  a  single  fa- 
cility. Thus,  under  the  rule,  where  ownership  of  a  project  is  divided 
among  several  different  unrelated  users,  qualification  under  the 
small  issue  exception  is  to  be  determined  by  measuring  the  capital 
expenditures  and  outstanding  obligations  of  all  the  principal  users 
of  that  project. 

Examples  of  common  facilities  include  situations  where  there  are 
(1)  common  heating,  cooling  and  other  facilities  or  (2)  common  en- 
trances, plazas,  malls,  lobbies,  parking,  elevators,  and  stairways  for 
use  by  employees  or  patrons  of  the  facilities.  In  order  for  there  to 
be  common  facilities,  the  two  facilities  used  by  the  different  users 
generally  must  be  contiguous.  For  example,  all  units  in  a  strip 
shopping  center  which  use  a  common  parking  lot  would  be  treated 
as  a  single  facility  (regardless  of  whether  the  strip  shopping  center 
is  physically  divided  into  more  than  one  structure)  because  the 
structures  are  essentially  contiguous  to  each  other.  However,  two 
or  more  stores  located  in  a  downtown  redevelopment  project  which 
are  not  contiguous  to  each  other  generally  would  not  be  treated  as 
a  single  project.  Structures  which  are  separated  by  inconsequential 
barriers,  such  as  rights  of  way,  are  treated  as  contiguous  for  this 
purpose. 

The  committee  anticipates  that  the  Treasury  Department  will 
issue  regulations  defining  circumstances  where,  because  use  of 
common  facilities  is  de  minimis,  otherwise  separate  facilities  will 
not  be  treated  as  a  single  project.  For  example,  separate  depart- 
ment stores  that  each  lease  less  than  25  percent  of  an  independ- 
ently owned  parking  garage  adjoining  them  should  not  be  treated 
as  a  single  facility.  Likewise,  use  of  utility  facilities,  such  as  the 
same  local  district  heating  and  cooling  system,  by  otherwise  sepa- 
rate businesses  is  not  in  itself  sufficient  to  treat  the  buildings  used 
by  the  businesses  as  a  single  project. 
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g.  Extension  of  substantial  user  rule  to  all  partners 

The  bill  amends  the  rules  of  present  law  under  which  interest  on 
IDBs  is  not  exempt  from  Federal  income  tax  to  the  extent  that  the 
bonds  are  owned  by  a  substantial  user  of  the  facilities  financed 
with  the  IDB  or  the  holder  is  a  related  person  to  that  substantial 
user.  Under  the  amendment,  all  partners  (including  both  general 
and  limited  partners)  of  a  partnership  and  spouses  and  dependent 
children  of  partners  are  treated  as  related  persons  to  the  partner- 
ship. Thus,  interest  on  IDBs  held  by  any  partner  of  a  partnership 
that  is  a  substantial  user  of  the  facilities  financed  with  the  IDB 
would  not  be  exempt  from  Federal  income  tax. 

h.  Clarification  that  residential  rental  property  may  be  in  a 

mixed  use  structure 

The  bill  clarifies  present  law  to  provide  that  facilities  may  be  re- 
sidental  rental  property  for  low  or  moderate  income  persons  even 
though  not  all  of  the  building  is  used  for  residential  rental  use. 
Thus,  a  building  may  qualify  for  residential  rental  property  (de- 
scribed in  section  103(b)(4)(A))  even  though  all  or  a  portion  of  the 
bottom  floor  is  used  for  commercial  use.  However,  in  such  a  case, 
only  the  portion  actually  used  for  residential  rental  use  qualifies  as 
tax-exempt  financing  under  section  103(b)(4)(A).  In  addition,  the 
committee  intends  that,  in  determining  the  amount  of  facilities 
that  are  described  in  section  103(b)(4)(A),  the  cost  of  property  that 
benefits  both  uses  must  be  properly  allocable  between  those  uses. 
For  example,  where  a  portion  of  a  building  is  used  for  commercial 
purposes  and  another  portion  of  that  building  is  used  for  residen- 
tial rental  purposes,  a  proper  portion  of  the  cost  of  the  building's 
foundation  and  other  common  items  must  be  allocated  to  the  com- 
mercial use  and  the  residential  rental  use. 

i.  Increase  in  amount  of  capital  expenditures  not  taken  into 

account  where  there  is  an  Urban  Development  Action 
grant 

The  bill  increases  the  maximum  amount  of  capital  expenditures 
that  are  not  taken  into  account  in  meeting  the  $10  million  limit  on 
small  issue  IDBs  in  the  case  of  facilities  to  which  an  urban  develop- 
ment action  grant  (UDAG)  has  been  made  from  $10  million  to  $15 
million.  In  addition,  the  bill  codifies  the  rule  of  present  law  that 
the  size  of  the  UDAG  must  be  at  least  5  percent  of  the  reasonable 
estimate  of  the  cost  of  the  project. 

The  determination  of  whether  the  5-percent  test  is  satisfied  is  to 
be  made  at  the  time  the  UDAG  is  preliminarily  approved  by  the 
Department  of  Housing  and  Urban  Deveopment.  In  determining 
whether  the  5-percent  test  is  satisfied  in  the  case  of  a  UDAG  in  the 
form  of  a  loan,  the  full  amount  of  the  loan  is  counted  towards 
meeting  the  5  percent  test  only  if  the  rate  of  interest  on  the  loan  is 
significantly  below  the  fair  market  rate  and  the  maturity  of  the 
loan  is  at  least  5  years.  In  addition,  the  committee  intends  that  this 
exception  apply  only  to  projects  with  respect  to  which  the  UDAG 
was  specifically  made. 
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j.  Public  approval  requirement  in  case  of  certain  airport  facil- 
ities 

The  bill  provides  a  special  rule  under  which  the  public  approval 
requirement  is  deemed  to  be  satisfied  in  the  case  of  IDBs  issued  to 
finance  a  public  airport  where  the  governmental  unit  which  is  the 
owner  or  operator  of  the  airport  and  is  the  issuer  of  the  bonds 
properly  approves  the  issue,  even  though  all  or  a  portion  of  the  air- 
port is  located  in  the  jurisdiction  of  other  governmental  units 
which  have  not  properly  approved  the  issuance  of  the  IDBs. 

k.  Repeal  of  advance  refunding  for  qualified  public  facilities 

The  bill  repeals  the  provision  of  present  law  permitting  advance 
refunding  of  IDBs,  the  proceeds  of  which  are  used  to  finance  con- 
vention and  trade  show  facilities  (sec.  103(b)(4)(C))  and  airports, 
docks,  wharves,  mass  commuting  facilities,  parking  facilities  (and 
storage  and  training  facilities  related  thereto)  (sec.  103(b)(4)(D)). 

4.  Extension  of  mortgage  subsidy  bond  arbitrage  rules  to  IDBs 
and  student  loans 

The  bill  provides  that,  pursuant  to  Treasury  Department  regula- 
tions, rules  similar  to  the  arbitrage  rules  of  present  law  relating  to 
mortgage  subsidy  bonds  are  to  be  applied  to  IDBs  and  student  loan 
bonds.  However,  in  the  case  of  student  loan  bonds,  the  bill  contin- 
ues the  present  rule  under  section  103(c)  that  excludes  payments 
made  by  the  Secretary  of  Education  pursuant  to  section  438  of  the 
Higher  Education  Act  of  1965  from  the  arbitrage  computation.  As 
under  the  present  law  mortgage  bond  arbitrage  rules,  fees  and 
other  charges  paid  by  the  beneficiary  of  the  bonds  are  excluded  if 
they  are  reasonable  and  would  have  been  incurred  if  conventional 
financing  were  used. 

The  new  arbitrage  rules  will  not  apply  to  IDBs,  the  proceeds  of 
which  are  used  to  finance  multifamily  residential  rental  property 
under  section  103(b)(4)(A).  Similarly,  the  new  provision  does  not 
apply  to  public  housing  program  obligations  issued  under  section 
11(b)  of  the  United  States  Housing  Act  of  1937.  Finally,  an  excep- 
tion is  provided  for  obligations  issued  to  refund  student  loan  bonds 
where  (1)  the  obligations  to  be  refunded  were  issued  before  January 
1,  1986,  (2)  the  amount  of  the  refunding  bonds  does  not  exceed  the 
outstanding  amount  of  the  refunded  obligations,  and  (3)  the  maturi- 
ty of  the  refunding  obligations  does  not  exceed  the  greater  of  the 
maturity  date  of  the  refunded  obligation  or  15  years  after  the  date 
the  original  issue  occurred. 

Effective  Dates 
Private  activity  bond  ceiling 

The  ceiling  on  the  volume  of  certain  IDBs  and  student  loan 
bonds  that  States  and  their  political  subdivisions  may  issue  applies 
generally  to  obligations  issued  after  December  31,  1983. 

The  bill  provides  a  special  rule  which  requires  that,  in  certain 
cases,  priority  over  other  projects  be  given  to  projects  for  which  an 
inducement  resolution  (or  other  comparable  preliminary  approval) 
was  granted  before  October  19,  1983,  by  the  issuing  governmental 
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unit  which  granted  the  inducement  resolution  (or  other  comparable 
preliminary  approval).  Sponsors  of  such  projects  have  30  days  from 
the  date  of  enactment  to  notify  an  issuing  authority  of  their  inten- 
tion to  exercise  their  claim  to  priority.  If  the  governmental  unit 
granting  the  inducement  resolution  does  not  provide  priority  over 
other  projects,  the  authority  of  that  governmental  unit  is  reduced 
in  the  next  subsequent  calendar  year.  Where  there  are  more  proj- 
ects which  receive  priority  than  that  governmental  unit  has  au- 
thority to  finance,  the  priority  shall  be  granted  first  to  those  proj- 
ects for  which  substantial  expenditures  were  incurred  before  Octo- 
ber 19,  1983.  A  governmental  unit  cannot  avoid  this  rule  by  trans- 
ferring all  or  a  part  of  its  authority  to  another  governmental  unit. 
However,  the  priority  rule  can  be  overridden  by  a  specific  State 
statute. 

Other  limitations 

Restrictions  on  cost  recovery  deductions  for  property  financed 
with  IDBs 

The  provision  that  restricts  the  cost  recovery  deductions  of  prop- 
erty financed  with  IDBs  generally  applies  to  property  placed  in 
service  after  December  31,  1983,  to  the  extent  that  such  property  is 
financed  by  the  proceeds  of  IDBs  (including  a  refunding  obligation) 
issued  after  October  18,  1983. 

However,  the  restrictions  on  cost  recovery  deductions  do  not 
apply  to  facilities  placed  in  service  after  December  31,  1983,  if  the 
original  use  of  the  facilities  commence  with  the  taxpayer  and 
either — 

(1)  the  construction  of  the  facilities  had  commenced  before  Octo- 
ber 19,  1983,  or 

(2)  a  binding  contract  existed  before  October  19,  1983,  and  at  all 
times  thereafter  which  committed  the  purchaser  to  incur  signifi- 
cant expenditures  for  construction  or  acquisition  of  the  facilities. 

The  restrictions  on  cost  recovery  deductions  also  do  not  apply  to 
property  placed  in  service  after  December  31,  1983,  to  the  extent 
that  property  is  financed  with  tax-exempt  bonds  issued  before  Octo- 
ber 19,  1983.  For  purposes  of  this  exception,  a  refunding  issue 
issued  after  October  18,  1983,  generally  is  treated  as  a  new  issue 
and  the  taxpayer  must  use  the  slower  recovery  methods  for  costs 
that  are  unrecovered  on  the  date  of  the  refunding  issue.  If  signifi- 
cant expenditures  were  incurred  with  respect  to  the  facility  before 
January  1,  1984,  and  the  original  use  of  the  facility  commences 
with  the  taxpayer,  however,  such  a  refunding  issue  will  not  be 
treated  as  a  newissue  and  accelerated  cost  recover  methods  may 
continue  to  be  used. 

In  cases  where  a  change  of  recovery  method  is  required  because 
of  a  refunding  issue,  only  the  remaining  unrecovered  cost  of  the 
property  is  required  to  be  recovered  using  the  slower  method  and 
period.  Therefore,  no  retroactive  adjustments  to  cost  recovery  de- 
ductions previously  claimed  are  required  upon  a  refinancing  of  a 
pre-October  19,  1983  issue  where  no  significant  expenditures  are 
made  with  respect  to  the  facility  after  December  31,  1983. 
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Other  rules 

The  provisions  of  this  title  of  the  bill  other  than  the  restrictions 
on  cost  recovery  deductions  and  the  repeal  of  advance  refunding 
for  qualified  public  facilities  generally  apply  to  obligations  includ- 
ing refunding  obligations  issued  after  December  31,  1983.  However, 
under  a  special  effective  date,  the  portion  of  the  provision  denying 
tax-exemption  to  interest  on  obligations  which  are  Federally  guar- 
anteed which  relates  to  obligations  issued  in  conjunction  with  Fed- 
erally insured  deposits  or  accounts  in  financial  institutions  applies 
to  obligations  issued  after  April  14,  1983. 

Additionally,  these  restrictions  do  not  apply  to  a  facility — 

(1)  if  the  original  use  of  the  facility  commences  with  the  tax- 
payer and  the  construction,  reconstruction,  or  rehabilitation  of 
which  begun  before  October  19,  1983,  or 

(2)  with  respect  to  which  a  binding  contract  to  incur  signifi- 
cant expenditures  was  entered  into  before  October  19,  1983. 

For  purposes  of  the  above  rules,  an  expenditure  is  considered  sig- 
nificant if  the  expenditure  is  equal  to  the  lesser  of  $15  million  or  20 
percent  of  the  estimated  cost  of  the  facilities.  In  addition,  the 
amount  of  any  UDAG  grant  preliminarily  approved  on  May  5,  1981 
or  April  4,  1983,  shall  be  treated  as  a  qualified  expenditure  before 
October  19,  1983,  for  purposes  of  satisfying  the  binding  contract 
rule  with  respect  to  the  facility  for  which  such  grant  was  so  ap- 
proved. 

Whether  or  not  an  arrangement  between  a  purchaser  and  con- 
tractor or  seller  constitutes  a  contract  is  to  be  determined  under 
the  applicable  local  law.  A  binding  contract  is  not  considered  to 
have  existed  on  October  18,  1983,  however,  unless  the  property  to 
be  acquired  or  service  to  be  rendered  was  specifically  identified  or 
described  before  that  date. 

A  binding  contract  for  purposes  of  this  provision  exists  only  with 
respect  to  property  or  services  which  the  taxpayer  is  obligated  to 
pay  for  under  the  contract.  In  addition,  where  a  contract  obligates 
a  taxpayer  to  purchase  specified  number  of  items  and  also  grants 
an  option  to  purchase  additional  items,  the  contract  is  binding  on 
the  taxpayer  only  to  the  extent  of  the  items  that  must  be  pur- 
chased. 

A  contract  may  be  considered  binding  on  the  taxpayer  even 
though  (1)  the  price  of  the  item  is  to  be  acquired  or  services  ren- 
dered under  the  contract  is  to  be  determined  at  a  later  date,  (2)  the 
contract  contains  conditions  the  occurrences  of  which  are  under 
the  control  of  a  person  not  a  party  to  the  contract,  or  (3)  the  tax- 
payer has  the  right  under  the  contract  to  make  minor  modifica- 
tions as  to  the  details  of  the  subject  matter  of  the  contract. 

A  contract  which  was  binding  on  the  taxpayer  on  October  18, 
1983,  will  not  be  considered  binding  at  all  times  thereafter  if  it  is 
substantially  modified  after  that  date.  Additionally,  a  contract 
under  which  the  taxpayer  has  an  option  to  acquire  property  is  not 
a  contract  that  is  binding  on  the  taxpayer  for  purposes  of  this  ex- 
ception unless  the  amount  paid  for  the  option  is  forfeitable  and  is 
more  than  a  nominal  amount. 

Finally,  all  property  which  is  part  of  facilities  described  in  an  in- 
ducement resolution  (or  other  comparable  preliminary  approval) 
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adopted  before  October  19,  1983,  pursuant  to  which  the  bonds  are 
issued,  is  to  be  treated  as  under  construction  by  October  19,  1983, 
where  any  part  of  those  facilities  are  under  construction  before  Oc- 
tober 19,  1983.  Moreover  all  such  property  is  included  under  this 
transitional  rule  even  though  part  of  the  facilities  are  transferred 
by  the  taxpayer  prior  to  their  being  placed  in  service  and  even 
though  properties  which  are  part  of  the  facilities  are  placed  in 
service  before  the  completion  of  construction  of  other  properties 
which  are  part  of  those  facilities. 

Repeal  of  advance  refunding  for  qualified  public  facilities 

The  provision  repealing  advance  refunding  for  qualified  public 
facilities  applies  to  refunding  obligations  issued  after  the  date  of 
the  provision's  enactment. 

Special  rules 

The  bill  also  provides  special  transitional  rules  under  which  cer- 
tain projects  are  to  be  exempt  from  some  or  all  of  the  restrictions 
provided  by  this  title  of  the  bill. 

Revenue  Effect 

This  provision  is  estimated  to  increase  fiscal  year  receipts  by  $30 
million  in  1984,  $142  million  in  1985,  $364  million  in  1986,  and  $599 
million  in  1987. 


C.  Tax-Exempt  Status  of  Obligations  of  Certain  Educational 
Organizations 

(Sec.  731  of  the  bill) 

Present  Law 

Under  present  law,  interest  on  State  and  local  government  obli- 
gations generally  is  exempt  from  Federal  income  tax. 

Treasury  regulations  provide  that  State  and  local  obligations  in- 
clude obligations  issued  by  or  on  behalf  of  a  State  or  local  govern- 
mental unit  by  authorities  empowered  to  issue  such  obligations. 
Treas.  Reg.  sec.  1.103-l(b).  The  courts  have  held  that  whether  an 
obligation  has  been  issued  by  a  State  or  local  government  unit  de- 
pends on  a  variety  of  factors,  including  the  degree  of  sovereign 
power  exercised  by  the  issuing  authority  and  the  relationship  of 
the  authority  to  the  State  or  local  government.26  Similarly,  several 
requirements  must  be  satisfied  in  order  for  an  issuer  to  qualify  as  a 
constituted  authority  that  is  issuing  obligations  on  behalf  of  a  State 
or  local  governmental  unit.  (See  Rev.  Rul.  57-187,  1957-1  C.B.  65; 
Rev.  Rul.  63-20,  1963-1  C.B.  26,27 

Reasons  for  Change 

The  committee  understands  that,  for  technical  reasons,  interest 
on  obligations  of  the  Pennsylvania  State  University  may  not  be 
exempt  from  Federal  income  tax  because  those  obligations  may  not 
be  issued  by  or  on  behalf  of  the  Commonwealth  of  Pennsylvania. 
The  committee  has  examined  the  operations  of  the  Pennsylvania 
State  University  and  its  relationship  with  the  Commonwealth  of 
Pennsylvania  and  believes  that  the  operations  of  the  Pennsylvania 
State  University  are  sufficiently  a  part  of  the  operations  of  the 
Commonwealth  of  Pennsylvania  and  its  relationship  to  the  Com- 
monwealth of  Pennsylvania  is  sufficiently  close  that  interest  on  ob- 
ligations of  the  Pennsylvania  State  University  should  be  exempt 
from  Federal  income  tax. 


26  Commissioner  v.  Shamberg's  Estate,  144  F.  2d  998  (2d  Cir.  1944),  cert,  den.,  323  U.S.  792 
(1945);  Philadelphia  Nat'l.  Bank  v.  U.S.,  666  F.  2d  834  (3d  Cir.  1981),  cert,  den.,  102  S.  Ct.  2904 
(1982). 

27  See  also,  Prop.  Treas.  Reg.  sec.  1.103-l(c)(2).  These  proposed  regulations  provided  that  those 
requirements  are  generally  satisfied  if:  (1)  the  authority  is  specifically  authorized  pursuant  to 
State  law  to  issue  obligations  to  accomplish  public  purposes  of  the  unit;  (2)  the  unit  controls  the 
governing  board  of  the  authority;  (3)  the  unit  has  either  organizational  control  over  the  authori- 
ty or  supervisory  control  over  the  activities  of  the  authority;  (4)  any  net  earnings  of  the  authori- 
ty (beyond  that  necessary  for  retirement  of  the  indebtedness  or  to  implement  the  public  pur- 
poses or  program  of  the  unit)  may  not  inure  to  the  benefit  of  any  person  other  than  the  unit;  (5) 
upon  dissolution  of  the  authority,  title  to  all  property  owned  by  the  authority  will  vest  in  the 
unit;  and  (6)  the  authority  is  created  and  operates  solely  to  accomplish  one  or  more  of  the  public 
purposes  of  the  unit  specified  in  the  authorization  of  the  unit.  The  proposed  regulations  were 
withdrawn  on  December  16,  1983.  The  statement  accompanying  the  withdrawal  indicated  that 
prior  rulings  relating  to  entities  issuing  obligations  on  behalf  of  a  State  or  local  governmental 
unit  form  the  primary  source  of  guidance  on  this  question.  48  Fed.  Reg.  55878  (Dec.  16,  1983). 
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Explanation  of  Provision 

The  bill  provides  that  the  Pennsylvania  State  University  is  to  be 
treated  as  a  State  governmental  unit  for  purposes  of  the  tax- 
exempt  bond  provisions  of  the  Internal  Revenue  Code  (sec.  103).  In- 
terest on  obligations  of  the  Pennsylvania  State  University  will  thus 
qualify  for  tax  exemption  subject  to  the  limitations  applicable  to 
obligations  issued  by  a  State  (see,  e.g.,  sec.  103(b)  and  (c)).  The  pro- 
vision does  not  apply  with  respect  to  trades  or  businesses  carried 
on  by  the  Pennsylvania  State  University  which  would  constitute 
unrelated  trades  or  businesses  under  the  provisions  regarding  un- 
related business  taxable  income. 

Effective  Date 

The  bill  applies  generally  to  obligations  to  which  the  Internal 
Revenue  Code  of  1954  is  applicable. 

Revenue  Effect 

It  is  estimated  that  this  provision  will  reduce  fiscal  year  budget 
receipts  by  less  than  $10  million  annually. 


TITLE  VIII— MISCELLANEOUS  REVENUE  MATTERS 


A.  Capital  Gain  Treatment  for  Portion  of  Gain  on  Sale  of  Condo- 
minium Units  Converted  from  Existing  Structures  (Sec.  801  of 
the  bill  and  new  sec.  1257  of  the  Code) 

Present  Law 

Taxation  of  capital  gain 

Under  present  law,  gain  or  loss  on  the  sale  or  exchange  of  a  capi- 
tal asset  is  treated  as  capital  gain  or  loss.  If  a  capital  asset  that  is 
held  for  more  than  one  year  is  sold  or  exchanged,  the  capital  gain 
or  loss  is  long-term.  Long-term  capital  gain  is  taxed  at  preferential 
rates. 

In  general,  a  capital  asset  is  any  property  owned  by  a  taxpayer, 
whether  or  not  connected  with  a  trade  or  business,  subject  to  cer- 
tain exceptions.  Under  one  of  those  exceptions,  an  asset  is  not  a 
capital  asset  if  it  is  stock  in  trade  of  the  taxpayer  or  other  property 
of  a  kind  which  would  properly  be  included  in  the  inventory  of  the 
taxpayer  if  on  hand  at  the  close  of  the  taxable  year,  or  is  property 
held  by  the  taxpayer  primarily  for  sale  to  customers  in  the  ordi- 
nary course  of  a  trade  or  business. 

The  question  of  whether  or  not  property  is  held  primarily  for 
sale  to  customers  in  the  ordinary  course  of  a  trade  or  business  is 
one  of  fact.  Among  the  factors  considered  in  making  this  determi- 
nation are  the  intent  of  the  owner;  whether  the  sale  is  merely  the 
liquidation  of  an  investment;  whether  there  are  sales  activities 
such  as  development  and  improvement  work  on  the  property; 
whether  there  is  promotional  activity  such  as  advertising,  the  use 
of  salespersons,  or  payment  of  commissions;  whether  the  proceeds 
are  reinvested  in  like  property;  and  whether  the  owner  is  a  dealer 
in  the  trade  or  business.  In  general,  see  Malat  v.  Riddell,  383  U.S. 
569  (1966),  vac'g  and  rem'g  347  F.  2d  23  (9th  Cir.  1965). 

Section  1231 

Another  exception  to  the  definition  of  capital  asset  is  provided 
for  depreciable  property  and  real  property  used  in  the  trade  or 
business  (sec.  1221(2)).  Under  this  exception,  such  assets  are  not 
capital  assets,  and  the  sale  or  exchange  of  such  assets  do  not  result 
in  capital  gain  or  loss  to  the  seller.  However,  under  section  1231,  if 
the  recognized  gains  on  the  sale  or  exchange  or  involuntary  conver- 
sion of  such  assets  held  for  more  than  one  year  (not  including  in- 
ventory or  property  held  for  sale  to  customers  in  the  ordinary 
course  of  a  trade  or  business)  exceed  the  recognized  losses  on  such 
sales,  exchanges,  or  conversions,  all  such  gains  and  losses  are  treat- 
ed as  long-term  capital  gains  and  losses.  If  such  gains  do  not  exceed 
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such  losses,  than  all  such  gains  and  losses  are  treated  as  ordinary 
gains  and  losses.1 

Section  1237 

Present  law  also  provides  a  special  rule  for  determining  whether 
or  not  taxpayers  (other  than  dealers  in  real  estate)  are  treated  as 
holding  real  property  for  sale  in  the  ordinary  course  of  a  trade  or 
business  (sec.  1237).  If  the  requirements  of  section  1237  are  met, 
and  if  more  than  five  lots  in  the  tract  are  sold  or  exchanged,  then 
any  gain  realized  in  or  after  the  taxable  year  in  which  the  sixth  lot 
is  sold  is  treated  as  ordinary  income  to  the  extent  of  five  percent  of 
the  sales  price.  Under  this  rule,  if  the  first  five  or  fewer  lots  are 
sold  in  any  one  year  the  entire  gain  on  those  lots  is  treated  as  capi- 
tal gain. 

In  order  to  be  eligible  for  this  special  treatment,  the  taxpayer 
must  not  have  held  the  tract  or  any  parcel  thereof  for  sale  in  the 
ordinary  course  of  a  trade  or  business,  and  the  taxpayer  must  not 
hold  other  real  estate  for  sale  to  customers  in  the  ordinary  course 
of  a  trade  or  business  in  the  year  of  sale.  In  addition,  the  taxpayer 
must  not  have  made  substantial  improvements  (other  than  neces- 
sary improvements  and  certain  marketing  expenditures)  to  the 
tract  which  substantially  enhance  the  value  of  the  lot  or  parcel 
sold.  Furthermore,  the  taxpayer  must  have  held  the  parcel  sold  for 
five  years  (except  in  the  case  of  real  property  acquired  by  inherit- 
ance or  devise). 

The  Internal  Revenue  Service  takes  the  position  that  section 
1237  does  not  apply  to  the  conversion  of  rental  units  in  an  apart- 
ment building  to  condominiums  for  resale  to  the  public  (Rev.  Rul. 
80-216,  1980-2  C.B.  239).  Thus,  under  present  law,  the  sale  of  condo- 
minium units  by  a  building  owner  generally  does  not  qualify  for 
capital  gain  treatment. 

Reasons  for  Change 

The  committee  believes  that  present  law  should  be  modified  for 
several  reasons. 

First,  the  committee  believes  that  in  the  case  where  a  rental 
property  owner  who  holds  the  property  for  investment  (as  opposed 
to  resale)  subdivides  the  property  into  condominium  units  and  sells 
such  units  in  the  ordinary  course  of  a  trade  or  business,  the  seller 
should  be  accorded  capital  gain  treatment  on  any  gain  on  the  sale 
or  exchange  of  each  such  unit  allocable  to  any  pre-conversion  ap- 
preciation in  value  of  the  property. 

Second,  the  committee  believes  that  present  law  provides  an  un- 
warranted incentive  for  landlords  to  sell  their  rental  property  to 
condominium  converters  or  to  engage  in  other  transactions  de- 
signed to  protect  the  capital  gain  treatment  for  their  pre-conver- 
sion accretions  in  value.  Thus,  in  many  cases,  the  effect  of  present 
law  has  been  to  cause  a  part  of  the  income  from  the  conversion  of 


1  For  example,  if  a  building  used  in  a  trade  or  business  (such  as  an  apartment  building)  is  sold 
or  exchanged  (or  condemned)  and  the  transaction  results  in  a  gain  to  the  taxpayer,  this  gain 
will  be  taxed  at  capital  gain  rates  (assuming  sec.  1231  gains  exceed  sec.  1231  losses  for  that  tax- 
able year). 
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rental  property  to  condominium  units  to  be  diverted  to  professional 
converters. 

Third,  the  committee  is  concerned  that  the  incentives  in  present 
law  to  use  professional  converters  may  result  in  greater  inconven- 
ience to  tenants. 

To  remedy  these  problems,  the  bill  allows  certain  taxpayers  to 
elect  to  determine  the  character  of  that  portion  of  their  gain  on  the 
sale  or  exchange  of  condominium  conversions  which  is  attributable 
to  pre-conversion  appreciation  in  value  as  if  they  had  sold  the 
entire  property  to  another  person  prior  to  conversion.  In  general, 
this  would  have  the  effect  of  protecting  the  capital  nature  of  the 
property's  appreciation  prior  to  conversion. 

The  committee's  bill  generally  treats  condominium  conversion  as 
occurring  on  the  earliest  of  (1)  the  day  on  which  the  taxpayer 
adopts  a  plan  of  conversion,  (2)  the  day  on  which  substantial  im- 
provements are  begun  in  anticipation  of  conversion,  or  (3)  the  day 
on  which  the  form  of  ownership  of  the  property  is  changed  into 
condominium  units. 

The  committee  is  aware  that,  in  some  areas  of  the  country,  there 
is  a  practice  of  filing  subdivision  maps  or  like  documents  which 
convert  the  rental  units  into  condominium  ownership,  not  with  the 
intent  to  sell  the  units  but  in  order  to  preserve  the  option  of  subse- 
quently selling  condominium  units  if  that  should  appear  desirable 
at  some  time  in  the  future.  Accordingly,  the  bill  provides  that, 
where  more  than  two  years  elapse  between  the  adoption  of  a  con- 
version plan  and  the  sale  of  the  second  unit  under  such  plan,  the 
date  of  the  sale  of  the  second  unit  will  generally  be  treated  as  the 
date  of  condominium  conversion  for  purposes  of  the  provision. 

Explanation  of  Provision 

Under  the  bill,  in  certain  circumstances,  a  taxpayer  may  elect  to 
treat  a  portion  of  the  gain  recognized  from  the  sale  or  exchange  of 
qualified  condominium  units  as  gain  described  in  section  1231 
(hereafter  called  "section  1231  gain").  This  special  treatment  is  pro- 
vided even  though  the  sale  otherwise  would  be  in  the  ordinary 
course  of  a  trade  or  business. 

This  election  applies  on  a  property-by-property  basis  2  with  re- 
spect to  the  conversion  of  qualified  real  property.  Qualified  real 
property  is  real  property  which  consists  of  one  or  more  structures 
(and  the  land  necessary  for  the  use  of  such  structures)  which  were 
used  in  a  trade  or  business  of  the  taxpayer  at  all  times  during  the 
five-year  period  ending  on  the  determination  date  (described 
below),  with  respect  to  which  the  taxpayer  has  made  an  election 
under  this  provision.  A  qualified  condominium  unit  is  any  unit  re- 
sulting from  the  conversion  of  qualified  real  property  into  condo- 
minium units.  The  election  applies  to  the  conversion  of  either  com- 
mercial or  residential  property. 

JLJnder  the  bill,  the  total  amount  of  the  gain  on  the  sale  of  all  the 
units  in  any  property  which  is  treated  as  section  1231  gain  (i.e.,  the 


2  The  committee  intends  that,  for  purposes  of  determining  the  property  to  which  an  election 
under  this  bill  applies,  each  particular  property  which  is  a  unit  of  an  integrated  project  involv- 
ing several  properties  of  a  similar  kind  will  be  treated  as  a  single  property.  See,  Treas.  Reg.  sec. 
1.341-2(aX4). 
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"imputed* '  gain)  is  equal  to  the  excess  (if  any)  of  the  fair  market 
value  of  the  property  on  the  determination  date  over  the  adjusted 
basis  of  the  property  at  such  time,  reduced  by  any  amount  which 
would  be  treated  as  ordinary  income  under  the  depreciation  recap- 
ture provisions  of  sections  1245  and  1250.  Any  improvements  to  the 
property  made  in  anticipation  of  the  conversion  would  not  be  taken 
into  account  in  determining  the  property's  fair  market  value  (or  in 
determining  its  basis)  on  the  determination  date.3  The  total  imput- 
ed gain  amount  is  then  allocated  among  each  of  the  units  in  the 
project  in  proportion  to  their  relative  fair  market  values  on  the  de- 
termination date. 

Under  the  bill,  this  allocable  capital  gain  amount  is  recognized 
on  the  sale  or  exchange  of  each  unit,  typically  to  the  individual 
condominium  purchaser.  In  addition,  any  ordinary  income  on  the 
sale  of  the  condominium  inventory  would  be  recognized  at  that 
time.  If  the  ultimate  sale  of  the  property  is  for  an  amount  less  than 
the  property's  fair  market  value  on  the  determination  date  there 
would  first  be  a  reduction  of  the  imputed  section  1231  gain  and  any 
additional  losses  would  constitute  ordinary  losses. 

In  any  case  where  the  taxpayer's  basis  in  the  property  is  deter- 
mined in  whole  or  in  part  by  reference  to  the  basis  of  such  proper- 
ty in  the  hands  of  another  person,  or  when  the  property  is  acquired 
by  inheritance  or  devise,  the  holding  period  and  use  of  the  property 
by  the  prior  owner  is  combined  with  the  holding  period  of,  and  use 
by,  the  taxpayer  to  determine  if  the  five-year  rule  is  met.  If  proper- 
ty with  respect  to  which  an  election  under  this  section  has  been 
made  is  transferred  and  the  transferee's  basis  is  determined  (in 
whole  or  in  part)  by  reference  to  the  basis  of  the  property  in  the 
hands  of  the  transferor,  any  election  under  this  section  would  con- 
tinue to  apply  to  the  property  in  the  hands  of  the  transferee. 

As  used  in  the  bill,  the  term  "condominium"  means  an  interest 
in  real  property  consisting  of  two  separate  rights.  First,  the  condo- 
minium unit  owner  must  have  an  undivided  interest  in  the 
common  areas  of  the  property  and  in  the  building.  In  addition,  the 
unit  owner  must  possess  a  separate  right  to  occupy  a  space  in  the 
building  located  on  the  property.  Finally,  the  condominium  must 
meet  the  various  requirements  of  local  law  relating  to  condomin- 
iums. See,  Treas.  Reg.  sec.  1.528-l(b). 

The  bill  defines  the  term  "determination  date"  as  the  earlier  of 
(1)  the  day  on  which  the  taxpayer  adopts  a  plan  to  convert  the 
property  into  condominium  units,  (2)  the  day  on  which  substantial 
improvements  of  the  property  are  begun  in  anticipation  of  the  con- 
version or  subdivision,  or  (3)  the  day  on  which  the  form  of  owner- 
ship of  such  property  is  changed  into  condominium  units. 

For  purposes  of  tests  (1)  and  (3),  if  more  than  two  years  elapse 
between  the  date  on  which  a  conversion  plan  is  adopted  and  the 
date  on  which  the  second  condominium  unit  is  sold,  the  date  on 
which  the  second  unit  is  sold  shall  be  substituted  for  the  dates  oth- 
erwise determined  under  these  tests.  The  determination  date  will 
then  be  the  earlier  of  the  date  on  which  the  second  unit  is  sold  or 
the  date  determined  under  test  (2).  In  determining  the  determina- 


3  Such  expenditures  would  be  treated  as  attributable  to  the  ordinary  income  portion  of  the 
sale's  proceeds  (if  any). 
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tion  date,  the  committee  expects  that  the  Internal  Revenue  Service 
will  require  a  filing  evidencing  any  conversion  plan  and  the  adop- 
tion of  such  plan. 

The  bill  also  provides  that  the  amount  of  gain  that  otherwise 
would  be  treated  as  section  1231  gain,  if  an  election  under  this  pro- 
vision is  made,  will  be  treated  entirely  or  partly  as  ordinary 
income  if  the  property  is  substantially  overvalued  on  the  determi- 
nation date  by  the  taxpayer  on  his  tax  return  as  filed.  If  the  prop- 
erty is  overvalued  by  more  than  15  percent,  the  gain  treated  as  sec- 
tion 1231  capital  gain  will  be  reduced  by  20  percent  for  each  full 
percentage  point  of  overvaluation  in  excess  of  15  percent.  This  test 
is  an  objective  one  which  does  not  require  the  Internal  Revenue 
Service  to  show  any  intent  to  overvalue  by  the  property  owner. 

Effective  Date 

The  provision  applies  to  conversions  after  the  date  of  enactment, 
in  taxable  years  ending  after  such  date. 

Revenue  Effect 

This  provision  is  estimated  to  reduce  fiscal  year  budget  receipts 
by  $33  million  in  1984,  $72  million  in  1985,  $71  million  in  1986,  $53 
million  in  1987,  $29  million  in  1988,  and  $18  million  in  1989. 


B.  No  Gain  Recognized  from  Net  Gifts  Made  Before  March  31, 
1981  (Sec.  802  of  the  bill) 

Present  Law 

For  Federal  income  tax  purposes,  gross  income  means  "all 
income  from  whatever  source  derived"  (Code  sec.  61).  Income  may 
be  realized  from  a  variety  of  indirect  means  as  well  as  from  direct 
transfers.  For  example,  the  benefit  resulting  from  the  discharge  of 
one's  indebtedness  by  another  party  constitutes  gross  income  (sec. 
61(a)(12);  Old  Colony  Tr.  Co.  v.  Commissioner,  279  U.S.  716  (1929); 
Crane  v.  Commissioner,  331  U.S.  1  (1947)). 

Present  law  also  imposes  a  gift  tax  on  certain  transfers  for  less 
than  adequate  consideration  (sec.  2501).  Responsibility  for  payment 
of  the  gift  tax  is  on  the  donor  of  the  transferred  property  (sec. 
2502),  and  the  gift  tax  is  determined  by  reference  to  the  value  of 
the  property  transferred  by  the  donor. 

In  most  cases,  the  value  of  the  transferred  property  does  not  in- 
clude the  amount  of  gift  tax  paid  by  the  donor.  However,  a  donor 
may  transfer  property  pursuant  to  an  agreement  with  the  donee 
that  the  donee  will  pay  any  gift  tax  arising  from  the  transfer.  In 
such  cases,  the  amount  of  the  gift  is  less  than  the  full  value  of  the 
transferred  property,  and  the  donee  discharges  a  debt  of  the  donor 
with  the  balance  of  the  transferred  value  (i.e.,  a  "net  gift"  is  made). 

On  June  15,  1982,  the  U.S.  Supreme  Court  ruled  in  Diedrich  v. 
Commissioner1  that  payment  of  gift  tax  by  a  donee  results  in 
income  to  the  donor  to  the  extent  that  the  gift  taxes  exceeded  the 
donor's  adjusted  basis  in  the  transferred  property. 

Reasons  for  Change 

Prior  to  the  Diedrich  decision,  several  courts  had  ruled  that  the 
transfer  of  property  subject  to  the  transferee  paying  any  gift  tax 
did  not  result  in  any  amount  realized  by  the  transferor.2  While  the 
committee  believes  that  the  Diedrich  decision  is  correct,  it  also  be- 
lieves that  taxpayers  should  not  be  adversely  affected  because  they 
may  have  made  such  transfers  in  reliance  upon  what  was  thought 
to  be  established  law  that  no  income  tax  liabilities  would  accrue 
from  such  transfers. 

Explanation  of  Provision 

The  bill  provides  that  payment  of  (or  agreement  to  pay)  gift  tax 
by  a  donee  with  respect  to  gifts  made  before  March  4,  1981, 3  does 


1  457  U.S.  191  (1982). 

2  See,  for  example,  Turner  v.  Commissioner,  410  F.2d  752  (6th  Cir.  1969). 

3  March  4,  1981  was  the  date  on  which  the  U.S.  Court  of  Appeals  for  the  Eighth  Circuit  held 
that  the  donor  in  the  Diedrich  case  was  required  to  recognize  income  from  the  disputed  trans- 
fers. 
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not  result  in  income  to  the  donor  whose  gift  tax  liability  was  there- 
by discharged.  The  provisions  of  the  bill  apply  both  to  Federal  gift 
tax  and  to  any  gift  tax  imposed  on  such  transfers  by  a  State.  How- 
ever, the  bill  does  not  apply  where  the  gift  tax  actually  was  paid  by 
the  donor. 

Effective  Date 

The  provisions  of  section  802  of  the  bill  are  effective  on  the  date 
of  enactment.  The  period  of  limitations  for  filing  a  claim  for  refund 
is  extended  or  reopened  for  up  to  one  year  after  the  date  of  enact- 
ment to  permit  a  claim  for  refund  to  be  filed  in  any  case  in  which 
that  period  expired  before  that  time. 

Revenue  Effect 

It  is  estimated  that  the  provision  will  reduce  budget  receipts  by 
less  than  $5  million. 


C.  Disaster  Loss  Deduction  Where  Taxpayer  Ordered  to  Demolish 
or  Relocate  Residence  in  Disaster  Area  Because  of  Disaster 
(Sec.  803  of  the  bill  and  sec.  165(k)  of  the  Code) 

Present  Law 
Deduction  for  casualty  losses 

The  Internal  Revenue  Code  generally  does  not  allow  a  deduction 
for  nonbusiness  losses.  However,  taxpayers  are  allowed  a  deduction 
for  losses  not  connected  with  a  trade  or  business  if  such  losses  arise 
from  fire,  storm,  shipwreck,  or  other  casualty,  or  from  theft  (sec. 
165(c)(3)).  The  deduction  is  allowed  only  to  the  extent  that  the  loss 
from  any  individual  occurrence  exceeds  $100.  Additionally,  the  de- 
duction is  allowed  only  to  the  extent  that  the  total  amount  of  casu- 
alty and  theft  losses  sustained  during  the  taxable  year  exceeds  10 
percent  of  the  taxpayer's  adjusted  gross  income  (sec.  165(h)). 

Treasury  regulations  provide  that  the  amount  which  may  be  de- 
ducted for  a  nonbusiness  casualty  loss  is  equal  to  the  lesser  of  (1) 
the  difference  between  the  fair  market  value  of  the  property  imme- 
diately before  the  casualty  and  the  fair  market  value  of  the  proper- 
ty immediately  after  the  casualty,  or  (2)  the  taxpayer's  adjusted 
basis  for  the  property  (Treas.  Reg.  sec.  1.165-7(b)). 

Requirement  of  physical  damage 

The  courts  and  the  Internal  Revenue  Service  have  generally  al- 
lowed a  deduction  for  nonbusiness  casualty  losses  only  where  the 
casualty  (e.g.  storm,  flood,  or  earthquake)  caused  actual  physical 
damage  to  the  taxpayer's  property.  A  decline  in  value  of  property 
as  a  result  of  dangerous  conditions,  rather  than  physical  damage, 
has  generally  been  held  not  to  be  a  deductible  casualty  loss. 

For  example,  in  Kamanski  v.  Commissioner,  All  F.2d  452  (9th 
Cir.  1973),  affg  29  T.C.M.  1702  (1970),  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit  held  that  taxpayers  were  not  entitled 
to  a  deduction  for  a  casualty  loss  on  the  sale  of  their  property  fol- 
lowing a  nearby  mudslide.  The  Court  held  that  the  decline  in  value 
of  the  property  did  not  result  from  damage  caused  by  the  mudslide 
itself,  but  from  buyers'  predictions  of  damage  from  future  casual- 
ties. 

Timing  of  deduction 

Casualty  losses  generally  are  deductible  in  the  year  in  which  the 
casualty  is  sustained.  Present  law  (sec.  165(i))  provides  a  special 
rule  for  determining  the  timing  of  a  deduction  for  a  loss  attributa- 
ble to  a  disaster  occurring  in  an  area  subsequently  determined  by 
the  President  to  warrant  Federal  assistance  under  the  Disaster 
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Relief  Act  of  1974. 1  Under  this  rule,  the  amount  of  the  loss  may,  at 
the  election  of  the  taxpayer,  be  taken  into  account  in  determining 
the  taxpayer's  liability  for  the  taxable  year  immediately  preceding 
the  year  in  which  the  disaster  occurred.  The  election  must  apply  to 
the  entire  loss  sustained  by  the  taxpayer. 

The  special  rule  regarding  Federally  assisted  disaster  areas  con- 
cerns only  the  timing  of  deductions.  Thus,  under  present  law,  a 
taxpayer  residing  in  a  disaster  area  must  establish  the  existence 
and  amount  of  any  loss  under  the  general  principles  applicable  to 
all  taxpayers. 

Reasons  for  Change 

The  committee  is  concerned  that,  in  the  case  of  certain  natural 
disasters,  casualty  loss  deductions  have  been  allowed  to  taxpayers 
whose  residences  have  been  physically  destroyed  by  the  disaster, 
but  not  to  taxpayers  whose  residences  have  been  condemned  be- 
cause of  a  threat  of  further  destruction,  or  because  their  residences 
have  otherwise  been  rendered  uninhabitable  by  the  disaster.  This 
occurs  under  present  law  even  though  both  these  groups  of  taxpay- 
ers are  denied  further  use  of  their  residences,  and  are  subject  to 
immediate  and  substantial  economic  loss,  as  a  direct  result  of  the 
disaster.  The  committee  believes  that  these  similarly  situated 
classes  of  taxpayers  should  receive  similar  tax  treatment.  The  com- 
mittee further  believes  that  the  tax  laws  should  not  act  to  discour- 
age the  evacuation  of  dangerous  residences  by  State  and  local  au- 
thorities. Accordingly,  the  committee  concluded  that  a  deduction 
should  be  allowed  to  taxpayers  who  are  ordered  to  demolish  or  re- 
locate their  residences  as  a  proximate  result  of  disaster  conditions, 
whether  or  not  the  residences  have  been  physically  damaged. 

In  making  the  determination  above,  the  committee  is  aware  of 
the  rule  that  allows  nonbusiness  casualty  loss  deductions  only  for 
sudden,  unexpected  losses,  and  denies  a  deduction  for  gradual  de- 
clines in  property  values.  The  committee  is  also  aware  of  the  ad- 
ministrative difficulties  that  may  result  from  too  broad  an  expan- 
sion of  the  casualty  loss  deduction.  Because  of  these  considerations, 
the  committee  decided  to  place  several  limitations  on  the  deduction 
allowed  by  the  bill.  First,  the  deduction  is  limited  to  residences  lo- 
cated within  a  Federally  declared  disaster  area.  Second,  a  deduc- 
tion is  allowed  only  where  the  demolition  or  evacuation  order  is 
made  by  the  appropriate  State  or  local  government,  within  a  speci- 
fied period.  Finally,  the  deduction  is  limited  to  cases  in  which  the 
taxpayer's  residence  has  been  rendered  unsafe  as  a  proximate 
result  of  the  disaster.  These  requirements  are  designed  to  ensure 
that  the  deduction  allowed  by  the  bill  remains  consistent  with  the 
general  rules  for  deducting  nonbusiness  casualty  losses. 


1  P.L.  93-288,  93d  Cong.,  2d  Sess.,  May  22,  1974  (42  U.S.C.  sec.  5121  et  seq.).  The  Disaster  Relief 
Act  of  1974  empowers  the  President  to  declare  an  area  affected  by  a  disaster  (including  storms, 
floods,  earthquakes,  landslides,  mudslides,  hurricanes,  tornadoes,  fires,  and  explosions)  either  an 
"emergency"  or  a  "major  disaster"  area.  The  declaration  of  an  emergency  permits  the  Federal 
government  to  take  immediate  steps  to  protect  life,  health  and  property,  and  to  provide  various 
forms  of  emergency  assistance.  Where  a  major  disaster  is  declared,  the  Federal  government  is 
authorized  to  provide  various  additional  forms  of  assistance,  including  financial  assistance  (such 
as  grants  and  loans)  to  private  parties  affected  by  the  disaster. 


Explanation  of  Provision 

The  bill  provides  that  certain  taxpayers  whose  residences  are  lo- 
cated in  an  area  determined  to  warrant  Federal  assistance  under 
the  Disaster  Relief  Act  of  1974,  and  who  are  ordered  to  demolish  or 
relocate  their  residences,  may  deduct  any  loss  attributable  to  the 
disaster  that  caused  the  demolition  or  evacuation  order  as  a  casual- 
ty loss.  The  deduction  is  allowed  for  taxpayers  (1)  who  are  ordered 
by  the  State  or  local  government,  not  later  than  120  days  after  the 
Federal  determination,  to  demolish  or  relocate  their  residences, 
and  (2)  whose  residences  have  been  rendered  unsafe  for  use  as  a 
residence  by  reason  of  the  disaster. 

The  committee  intends  that  a  deduction  will  be  allowed  only 
when  a  residence  is  rendered  unsafe  as  a  proximate  result  of  the 
disaster  (including,  but  not  limited  to,  storms,  floods,  fires,  earth- 
quakes, mudslides,  earthslides,  hurricanes,  lightning,  and  torna- 
does). That  is,  the  residence  must  be  rendered  materially  more  dan- 
gerous after  the  disaster  than  it  was  before  the  disaster,  and  the 
danger  must  be  from  a  materially  increased  risk  of  future  destruc- 
tion arising  from  the  disaster.  For  example,  in  a  storm  disaster 
area,  a  demolition  or  relocation  order  based  on  a  finding  that  a 
residence  was  rendered  unsafe  by  nearby  mudslides  would  result  in 
a  deductible  loss.  By  contrast,  the  decline  in  value  of  a  residence  as 
a  result  of  pre-existing  dangerous  conditions  (e.g.,  by  reason  of  loca- 
tion in  an  historically  storm-prone  region)  would  not  result  in  a  de- 
ductible loss,  even  if  the  house  is  condemned. 

The  amount  of  any  loss  deductible  under  the  bill  is  to  be  deter- 
mined under  the  general  rules  applicable  to  nonbusiness  casualty 
losses.  Thus,  the  amount  deductible  equals  the  lesser  of  (1)  the  dif- 
ference between  the  fair  market  value  of  the  property  immediately 
before  the  disaster  and  the  fair  market  value  of  the  property  imme- 
diately after  the  disaster,  or  (2)  the  taxpayer's  adjusted  basis  for 
the  property.  (The  amount  of  the  deduction  would  be  reduced  by 
any  insurance  or  other  compensation  received  with  respect  to  the 
property,  including  any  amount  realized  upon  a  condemnation 
sale.)  In  the  case  of  a  relocated  residence,  fair  market  value  imme- 
diately after  the  disaster  is  to  be  determined  based  on  the  value  of 
the  residence  prior  to  relocation.  For  example,  if  a  residence  has  a 
fair  market  value  of  $100,000  immediately  before  a  disaster,  and  a 
fair  market  value  of  $20,000  immediately  after  the  disaster,  the 
taxpayer  would  realize  a  loss  of  $80,000  (or,  if  less,  an  amount 
equal  to  the  adjusted  basis  of  the  residence),  regardless  of  the  value 
of  the  residence  in  any  new  location.  As  under  current  law,  the 
component  of  loss  in  value  because  of  any  general  market  decline 
affecting  undamaged  as  well  as  damaged  property,  which  decline 
may  occur  simultaneously  with  the  disaster,  is  not  deductible. 

Amounts  deductible  under  the  bill  are  subject  to  the  timing  pro- 
visions of  existing  law  for  disaster  losses.  Thus,  at  the  taxpayer's 
election,  these  amounts  may  be  deducted  on  the  taxpayer's  return 
for  the  taxable  year  immediately  preceding  the  year  in  which  the 
order  to  demolish  or  relocate  the  residence  was  made. 
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Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1981,  with  respect  to  areas  determined  after  that  date  to  war- 
rant Federal  disaster  assistance. 

Revenue  Effect 

This  provision  is  estimated  to  reduce  fiscal  year  budget  receipts 
by  $15  million  in  1984,  $12  million  in  1985,  $12  million  in  1986,  $13 
million  in  1987,  $13  million  in  1988,  and  $14  million  in  1989. 


D.  Foreign  Investment  Companies  (Sees.  101,  139,  and  140  of  the 
bill  and  sees.  535,  1092,  and  1246  of  the  Code) 

Present  Law 
U.S.  taxation  of  foreign  persons 

Although  U.S.  corporations  are  subject  to  current  U.S.  taxation 
on  worldwide  income,  foreign  corporations  are  generally  subject  to 
U.S.  taxation  on  only  their  U.S.  source  income  and  income  from  a 
U.S.  business.  Foreign  corporations  are  generally  exempt  from  U.S. 
taxation  on  foreign  source  income.  A  special  rule  applies,  however, 
to  income  from  the  sale  of  commodities  and  futures  contracts.  For- 
eign corporations  are  taxable  on  their  gains  from  the  sale  of  com- 
modities and  futures  contracts  only  when  those  sales  are  effectively 
connected  with  a  trade  or  business  in  the  United  States.  In  general, 
by  avoiding  contacts  with  the  United  States,  a  company  purchasing 
and  selling  commodities  and  futures  contracts  on  U.S.  markets 
may  be  able  to  avoid  conducting  a  business  in  the  United  States 
and  thus  avoid  U.S.  tax  (sec.  864(b)(2)(B)).  In  that  event,  gains  from 
sales  of  commodities  and  futures  contracts  are  exempt  even  though 
they  have  a  U.S.  source. 

Dividends  from  one  foreign  corporation  to  another  foreign  corpo- 
ration are  taxable  only  if  50  percent  or  more  of  the  paying  foreign 
corporation's  income  from  the  last  three  years  is  U.S.  business 
income,  in  which  case  the  dividends  are  U.S.  source  income  (in  the 
same  proportion  as  the  gross  income  is  U.S.  business  income)  (sec. 
861(a)(2)(B)). 

Taxation  of  U.S.  shareholders  of  foreign  corporations 

The  United  States  generally  imposes  tax  on  the  U.S.  shareholder 
of  a  foreign  corporation  only  when  that  shareholder  receives  the 
foreign  corporation's  earnings  in  the  form  of  a  dividend.  That  is, 
the  U.S.  shareholder  of  a  foreign  corporation  generally  may  defer 
tax  on  that  income  until  receipt  of  dividends. 

The  Subpart  F  provisions  of  the  Code  provide  an  exception  to 
this  general  rule  of  deferral.  Under  these  provisions,  income  from 
certain  "tax  haven"  type  activities  conducted  by  corporations  con- 
trolled by  U.S.  shareholders  is  deemed  to  be  distributed  to  the  U.S. 
shareholders  and  currently  taxed  to  them  before  they  actually  re- 
ceive the  income  in  the  form  of  a  dividend.  For  this  purpose,  tax 
haven  activities  generally  include  gains  from  trading  in  futures 
contracts  in  commodities.  However,  the  Subpart  F  rules  apply  only 
if  more  than  fifty  percent  of  the  voting  power  in  the  foreign  corpo- 
ration is  owned  by  U.S.  persons  who  own  (directly  or  indirectly)  at 
least  ten  percent  interests  in  the  corporation.  (Even  if  ownership  is 
so  concentrated  that  the  Subpart  F  rules  apply,  the  rules  apply 
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only  to  those  U.S.  persons  who  are  considered  to  own  ten  percent 
or  more  of  the  voting  power  in  the  foreign  corporation.) 

Two  other,  similar  sets  of  rules,  the  personal  holding  company 
rules  and  the  foreign  personal  holding  company  rules,  could  also 
subject  foreign  corporations  or  their  U.S.  shareholders  to  current 
taxation  on  passive  investment  income  or  futures  trading  income, 
but  these  rules  apply  only  if  five  or  fewer  U.S.  individuals  own  (di- 
rectly or  indirectly)  more  than  fifty  percent  in  value  of  the  stock  of 
a  foreign  corporation.  In  general,  only  one  of  these  three  sets  of 
rules  will  apply  to  tax  that  income. 

The  accumulated  earnings  tax 

The  accumulated  earnings  tax  is  aimed  at  corporations  accumu- 
lating income  for  the  purpose  of  avoiding  tax  at  the  shareholder 
level.  The  accumulated  earnings  tax  (which  reaches  a  maximum 
rate  of  38.5  percent)  generally  applies  to  a  U.S.  or  foreign  corpora- 
tion formed  or  availed  of  for  the  purpose  of  avoiding  the  U.S. 
income  tax  on  shareholders  by  accumulating  earnings  at  the  corpo- 
rate level  rather  than  distributing  earnings. 

Under  Treasury  Regulations,  the  tax  does  not  apply  to  foreign 
source  income  (Treas.  Reg.  sec.  1.532-l(c)).  It  may  be  unclear  wheth- 
er a  foreign  parent  corporation  and  a  foreign  subsidiary  corpora- 
tion (earning  U.S.  source  income)  from  which  the  foreign  parent  re- 
ceives dividends  are  subject  to  this  tax,  however.  If  the  subsidiary 
distributes  all  its  U.S.  source  earnings  as  dividends  to  its  parent, 
those  dividends  are  generally  deductible  from  accumulated  earn- 
ings. Therefore,  there  may  be  no  accumulated  earnings  at  the  level 
of  the  subsidiary  to  which  the  accumulated  earnings  tax  can  apply. 
The  parent  corporation  may  avoid  the  accumulated  earnings  tax 
because  all  of  its  income  is  foreign  source  income  (such  as  divi- 
dends from  its  subsidiary)  not  effectively  connected  with  a  U.S. 
trade  or  business. 

The  Internal  Revenue  Service  may  argue  in  such  a  case  that  im- 
position of  an  accumulated  earnings  tax  on  the  earnings  of  either 
foreign  corporation  is  appropriate.  First,  the  statute  and  the  Regu- 
lations allow  imposition  of  the  accumulated  earnings  tax  if  the 
avoidance  of  tax  at  the  shareholder  level  is  accomplished  through 
the  use  of  a  chain  of  corporations  (see  Treas.  Reg.  sec.  1.532-l(a)(2)). 
Second,  the  Code  gives  the  Treasury  authority  to  disregard  certain 
tax  benefits  associated  with  a  corporation  if  the  corporation  was  ac- 
quired for  the  principal  purpose  of  evading  or  avoiding  Federal 
income  tax  (sec.  269). 

Shareholder  level  tax  on  disposition  of  the  investment 

Code  rules  attempt  to  prevent  U.S.  taxpayers  from  repatriating 
foreign  earnings  at  the  lower  capital  gains  rates  after  deferring  tax 
on  those  earnings.  Gains  of  a  U.S.  person  who  was  a  ten-percent 
shareholder  (during  a  five-year  period)  in  a  controlled  foreign  cor- 
poration on  the  disposition  of  that  corporation's  stock  are  subject  to 
ordinary  income  (dividend)  treatment  rather  than  capital  gains 
treatment  to  the  extent  of  that  person's  share  of  the  post-1962 
earnings  and  profits  of  the  controlled  foreign  corporation  (sec. 
1248).  Wide  dispersal  of  a  foreign  corporation's  stock  ownership  can 
avoid  controlled  corporation  status. 
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Another  provision,  the  foreign  investment  company  provision 
(sec.  1246),  generally  applies  to  any  foreign  corporation  that  is 
either  (1)  registered  under  the  Investment  Company  Act  of  1940  or 
(2)  engaged  primarily  in  the  business  of  investing  or  trading  in  se- 
curities (as  generally  defined  in  that  Act)  when  more  than  50  per- 
cent of  the  corporation's  stock  (by  value  or  by  voting  power)  is  held 
(directly  or  indirectly)  by  U.S.  persons.  When  a  U.S.  person  dis- 
poses of  stock  in  a  foreign  investment  company,  that  person  is  sub- 
ject to  ordinary  income  treatment  to  the  extent  of  his  share  of  the 
foreign  investment  company's  earnings  and  profits.  A  foreign  cor- 
poration that  does  not  register  under  the  Investment  Company  Act 
avoids  the  first  of  these  criteria.  In  addition,  certain  case  law  holds 
that  commodities  do  not  constitute  securities  for  purposes  of  that 
Act,  so  that  a  company  that  is  engaged  primarily  in  the  business  of 
investing  or  trading  in  commodities  may  avoid  the  second  criterion. 

Marking-to-market  of  futures  trading  income 

The  Economic  Recovery  Tax  Act  of  1981,  Public  Law  97-34,  adopt- 
ed a  mark-to-market  rule  for  the  taxation  of  certain  commodity  fu- 
tures contracts  (Code  sec.  1256(a)).  Thus,  each  regulated  futures  con- 
tract held  by  a  taxpayer  is  treated  as  if  it  were  sold  or  otherwise 
liquidated  for  fair  market  value  on  the  last  business  day  of  the 
year.  A  maximum  rate  of  32  percent  applies  to  this  income.  U.S. 
taxpayers  investing  through  a  pass-through  entity  (such  as  a  limit- 
ed partnership)  organized  in  the  United  States  in  such  futures  con- 
tracts would  be  subject  to  this  mark-to-market  rule. 

Foreign  corporations  not  engaged  in  U.S.  trade  or  business  are 
not  subject  to  tax  under  the  mark-to-market  rule. 

Straddles 

The  Code  defines  a  straddle  as  offsetting  positions  with  respect  to 
personal  property.  Personal  property  is  defined  to  include  only 
property  (other  than  corporate  stock)  of  a  type  which  is  actively 
traded.  A  taxpayer  is  treated  as  holding  offsetting  positions  with 
respect  to  personal  property  if  there  is  a  substantial  reduction  in 
the  taxpayer's  risk  of  loss  from  holding  any  position  in  personal 
property  because  the  taxpayer  holds  one  or  more  other  positions 
with  respect  to  personal  property. 

Generally,  the  deduction  of  losses  on  positions  that  are  part  of  a 
straddle  is  limited  to  the  amount  by  which  those  losses  exceed  un- 
recognized gains  on  any  offsetting  positions.  Some  taxpayers  have 
deliberately  arranged  to  hold  offsetting  positions  indirectly  through 
ownership  of  stock  in  corporations  owning  those  positions  to  avoid 
the  straddle  rules.  That  is,  a  shareholder  seeks  to  deduct  losses  de- 
spite unrecognized  gains  in  the  hands  of  the  corporation  that  offset 
the  shareholder's  losses.  Often,  the  corporations  involved  in  the 
transactions  are  foreign,  so  as  to  avoid  U.S.  tax  on  the  gains. 

Reasons  for  Change 

Background 

A  mutual  fund  may,  using  some  of  the  rules  described  above,  at- 
tempt to  defer  U.S.  tax  and  to  convert  trading  income  (ordinarily 
taxed  as  60  percent  long-term  gain  and  40  percent  short-term  gain) 
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to  100  percent  long-term  capital  gain  through  the  use  of  two  for- 
eign corporations,  one  of  which  ("the  Parent")  owns  all  the  shares 
of  the  other  ("the  Subsidiary").  The  fund  establishes  and  operates 
these  foreign  corporations  in  tax  haven  jurisdictions,  which  impose 
no  tax  on  their  operations. 

U.S.  taxation  of  foreign  persons 

The  Parent  may  trade  in  non-U.S.  commodity  markets  (and  will 
avoid  having  any  U.S.  source  income),  while  the  Subsidiary  will 
trade  in  U.S.  commodity  markets  (and  will  earn  all  the  U.S.  source 
income  that  either  corporation  earns).  In  general,  by  carefully 
structuring  its  activities,  the  Subsidiary  may  be  able  to  avoid 
having  a  business  in  the  United  States  and  thus  avoid  U.S.  tax  on 
gains  from  commodity  trading  activities  (sec.  864(b)(2)(B)). 

The  Parent  may  be  able  to  avoid  U.S.  tax  because  it  will  be  a 
foreign  corporation  with  no  U.S.  source  income.  Its  income  will 
consist  mainly  of  (1)  dividends  from  the  Subsidiary,  which  should 
not  be  U.S.  source,  and  (2)  gains  from  trading  on  non-U.S.  commod- 
ities markets,  which  will  result  in  foreign  source  income. 

Taxation  of  U.S.  shareholders  of  foreign  corporations 

The  fund  may  plan  to  avoid  U.S.  shareholder  level  tax  on  the 
earnings  of  the  Parent  and  the  Subsidiary  by  having  the  Parent 
distribute  no  dividends.  Shareholders  will  have  to  dispose  of  their 
shares  to  receive  any  income. 

To  decontrol  these  corporations  for  purposes  of  the  anti-tax 
avoidance  rules  including  the  controlled  foreign  corporation  rules, 
the  Parent  will  restrict  transfers  of  its  shares,  and  it  will  attempt 
to  spread  ownership  of  its  shares  by  U.S.  persons  among  many 
such  persons. 

Accumulated  earnings  tax 

The  fund  may  plan  its  operations  so  as  to  try  to  avoid  the  accu- 
mulated earnings  tax.  It  may  try  to  benefit  from  the  general  rule 
that  the  tax  does  not  apply  to  foreign  source  income.  This  is  one  of 
the  primary  reasons  to  set  up  two  foreign  corporations  (the  Parent 
and  the  Subsidiary)  rather  than  one.  The  parties  involved  will 
argue  that  the  Subsidiary  will  not  be  subject  to  the  tax  because  it 
will  distribute  all  its  U.S.  source  earnings  as  dividends  to  the 
Parent.  The  fund  will  argue  that  there  are  no  accumulated  earn- 
ings at  the  level  of  the  Subsidiary  to  which  the  accumulated  earn- 
ings tax  can  apply.  The  fund  seeks  to  avoid  the  accumulated  earn- 
ings tax  at  the  level  of  the  Parent  by  having  all  the  Parent's 
income  be  foreign  source  income. 

The  validity  of  these  positions  under  current  law,  however,  is  un- 
clear, and  the  Internal  Revenue  Service  may  argue  that  imposition 
of  an  accumulated  earnings  tax  on  the  earnings  of  the  Parent  or 
the  Subsidiary  is  appropriate. 

To  avoid  potential  challenges  to  its  position  on  the  accumulated 
earnings  tax,  the  fund  may  allege  that  its  corporate  structure  has 
no  tax  avoidance  purpose.  The  issue  would  be  one  of  intent. 
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Shareholder  level  tax  on  disposition  of  the  investment 

Under  this  plan,  the  shareholder  realizes  income  from  the  invest- 
ment by  disposing  of  the  interest  in  the  offshore  corporation  rather 
than  by  being  paid  the  earnings.  A  major  element  in  this  plan  is  to 
permit  U.S.  investors  in  the  fund  to  realize  capital  rather  than  or- 
dinary gain  from  their  investment  when  they  sell.  Such  treatment 
would  circumvent  the  Code's  rules  that  attempt  to  prevent  U.S. 
taxpayers  from  repatriating  foreign  earnings  at  the  lower  long- 
term  capital  gains  rates  after  deferring  tax  on  those  earnings.  The 
fund  would  plan  to  avoid  this  rule  by  causing  such  wide  dispersal 
of  the  Parent's  stock  ownership  as  to  avoid  controlled  foreign  cor- 
poration status. 

The  fund  would  plan  to  avoid  the  foreign  investment  company 
provision  (sec.  1246)  by  failing  to  register  the  Parent  or  the  Subsidi- 
ary under  the  Investment  Company  Act  and  by  relying  on  case  law 
that  holds  that  commodities  do  not  constitute  securities  for  pur- 
poses of  that  Act. 

Marking-to-market  of  futures  trading  income 

U.S.  investors  could  avoid  the  mark-to-market  rule  by  interpos- 
ing foreign  corporations  between  themselves  and  the  investments. 
A  similar  result  could  be  achieved  through  the  use  of  a  domestic 
corporation  at  the  investor's  level,  but  the  corporation  would  be 
subject  to  the  mark-to-market  rules. 

Committeee  concerns 

The  committee  is  concerned  that  the  abusive  use  of  tax  havens 
by  U.S.  persons,  through  transactions  like  those  described  above, 
poses  a  significant  threat  to  the  U.S.  tax  base.  While  the  committee 
recognizes  legitimate  uses  of  tax  haven  entities,  it  also  recognizes 
that  any  use  of  tax  haven  entities  must  be  carefully  scrutinized. 
Particularly  troublesome  are  those  cases  in  which  U.S.  taxpayers 
use  a  foreign  entity,  which  is  not  much  more  than  a  conduit,  to 
shield  U.S.  income  from  U.S.  tax. 

Such  a  situation  has  come  to  the  attention  of  the  committee  with 
the  result  that  the  committee  has  reviewed  certain  anti-abuse  pro- 
visions of  the  Code  and  has  found  loopholes  that  should  be  closed. 
In  particular,  the  committee  believes  that  for  purposes  of  insuring 
that  investment  income  of  a  U.S.-controlled  foreign  investment 
company  cannot  be  converted  to  capital  gain,  no  distinction  should 
be  made  between  security  transactions  and  other  investment  trans- 
actions. Accordingly,  the  committee  expanded  the  scope  of  the  for- 
eign investment  company  rules. 

Also,  the  committee  believes  it  inappropriate  to  defer  U.S.  tax  on 
the  U.S.  earnings  of  a  foreign  company,  or  to  permit  mere  receipt 
of  U.S.-source  income  by  a  foreign  corporation  and  its  payment  to 
another  foreign  corporation  controlled  by  U.S.  persons  to  change 
the  source  of  that  income.  Accordingly,  the  committee  has  amend- 
ed the  accumulated  earnings  tax  rules  to  insure  U.S.  tax  in  such 
cases. 

Finally,  the  committee  believes  that  transparent  devices,  such  as 
the  use  of  a  corporation  to  avoid  the  straddles  rules,  cannot  be  tol- 
erated. 
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Explanation  of  Provision 

1.  Definition  of  foreign  investment  company  (sec.  139  of  the  bill 

and  sec.  1246  of  the  Code) 

The  bill  expands  the  definition  of  "foreign  investment  company" 
(sec.  1246),  for  purposes  of  determining  when  gain  on  the  sale  of 
shares  of  that  stock  will  be  ordinary  rather  than  capital.  A  foreign 
investment  company  will  include  any  foreign  corporation  that  is 
engaged  (or  holding  itself  out  as  being  engaged)  primarily  in  the 
business  of  investing,  reinvesting,  or  trading  in  securities,  commod- 
ities, or  any  interest  (including  a  futures  or  forward  contract  or 
option)  in  commodities  or  securities,  at  a  time  when  50  percent  or 
more  of  the  total  combined  voting  power  of  all  classes  of  stock  enti- 
tled to  vote,  or  the  total  value  of  all  classes  of  stock,  is  held  directly 
or  indirectly  by  U.S.  persons.  For  this  purpose,  "securities"  are  de- 
fined in  section  2(a)(36)  of  the  Investment  Company  Act  of  1940,  as 
amended.  If  that  definition  in  the  Investment  Company  Act  is 
amended  in  the  future,  then  the  definition  for  Internal  Revenue 
Code  purposes  will  also  change.  A  primary  effect  of  this  provision 
is  to  bring  commodity  trading  companies  within  the  definition  of 
foreign  investment  company.  The  bill  will  generally  not  affect  the 
treatment  of  foreign  corporations  registered  under  the  1940  Act. 

Effective  date. — The  provision  will  generally  apply  to  sales  and 
exchanges  (and  distributions)  after  September  29,  1983.  In  the  case 
of  shares  held  on  September  29,  1983,  and  held  continuously  there- 
after by  one  taxpayer  until  sale,  exchange,  or  distribution,  howev- 
er, the  bill  will  apply  to  sales  and  exchanges  (and  distributions) 
made  after  one  year  after  date  of  enactment. 

2.  Extension  of  accumulated  earnings  tax  to  U.S.-owned  foreign 

corporations  (sec.  140  of  the  bill  and  sec.  535  of  the  Code) 

The  bill  makes  it  clear  that  U.S.  persons  cannot  use  two  or  more 
tiers  of  foreign  corporations  to  avoid  the  accumulated  earnings  tax 
on  certain  U.S.  earnings.  For  purposes  of  the  accumulated  earnings 
tax  rules  (sees.  531-537),  if  more  than  10  percent  of  the  earnings 
and  profits  of  any  foreign  corporation  for  any  taxable  year  are  de- 
rived from  sources  within  the  United  States  or  are  effectively  con- 
nected with  the  conduct  of  a  trade  or  business  within  the  United 
States,  then  any  distribution  received  (directly  or  indirectly)  by  a 
United  States-owned  foreign  corporation  out  of  those  earnings  and 
profits  will  be  treated  as  derived  by  the  receiving  corporation  from 
sources  within  the  United  States.  That  is,  the  earnings  become  U.S. 
source  earnings  in  the  hands  of  the  receiving  (upper-tier)  corpora- 
tion, so  that  they  will  be  subject  to  the  accumulated  earnings  tax. 
The  accumulated  earnings  tax  can  apply  to  any  U.S.-source  earn- 
ings of  foreign  corporations,  whether  or  not  the  earnings  are,  or 
are  viewed  as,  effectively  connected.  A  similar  rule  applies  to  inter- 
est paid  by  a  foreign  corporation.  If  the  paying  corporation  meets 
the  10-percent  earnings  and  profits  threshhold,  all  interest  it  pays 
to  a  U.S.-owned  foreign  corporation  is  U.S.  source  income  for  the 
purpose  of  the  accumulated  earnings  tax. 

The  bill  defines  the  term  "United  States-owned  foreign  corpora- 
tion" to  mean  any  corporation  if  50  percent  or  more  of  the  total 
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combined  voting  power  of  all  classes  of  stock  entitled  to  vote,  or  the 
total  value  of  all  classes  of  stock,  is  held  directly  or  indirectly  by 
U.S.  persons.  The  bill  will  apply  only  to  foreign  corporations.  It  will 
apply  to  closely  held  and  publicly  held  foreign  corporations  alike. 

Effective  date. — This  provision  will  apply  to  distributions  re- 
ceived by  a  United  States-owned  foreign  corporation  on  or  after 
May  23,  1983.  In  the  case  of  a  foreign  corporation  that  was  a 
United  States-owned  foreign  corporation  on  May  23,  1983,  however, 
the  provision  will  first  apply  in  the  first  taxable  year  of  the  foreign 
corporation  that  begins  after  December  31,  1984. 

3.  Treatment  of  offsetting  position  stock  (sec.  101  of  the  bill  and 
sec.  1092  of  the  Code) 

The  bill  expands  the  definition  of  personal  property,  for  purposes 
of  the  straddle  rules  (sec.  1092),  to  include  offsetting  position  stock. 
It  defines  offsetting  position  stock  to  mean  any  stock  of  a  corpora- 
tion formed  or  availed  of  to  take  positions  in  personal  property 
which  offset  positions  taken  by  shareholders.  This  rule  applies  to 
both  U.S.  and  foreign  corporations.  Therefore,  a  taxpayer  would  be 
required  to  defer  losses  if  offsetting  position  stock  contained  unrea- 
lized gains  for  him  or  her. 

Effective  date. — This  provision  applies  to  positions  established 
after  May  23,  1983. 

Effective  Date 

The  effective  dates  for  these  provisions  are  included  above  in  the 
"Explanation  of  Provision." 

Revenue  Effect 

It  is  estimated  that  these  provisions  will  increase  budget  receipts 
by  $10  million  annually. 


E.  Application  of  Cash  or  Deferred  Arrangement  Rules  to  Pre- 
ERISA  Money  Purchase  Plans  (Sec.  804  of  the  bill,  and  sec. 
401(k)  of  the  Code) 

Present  Law 

In  general 

A  money  purchase  pension  plan  is  a  defined  contribution  plan 
under  which  each  participant's  pension  benefit  is  based  solely  on 
the  balance  of  the  participant's  account,  consisting  of  contributions, 
income,  gain,  expenses,  and  losses.  Profit-sharing  plans  are  also  de- 
fined contribution  plans. 

Under  a  cash  or  deferred  profit-sharing  plan,  or  under  a  money 
purchase  pension  plan  with  a  salary  reduction  arrangement,  the 
employer  gives  an  employee  the  choice  of  (1)  receiving  a  specified 
amount  in  cash  as  current  compensation  or  (2)  having  that  amount 
contributed  by  the  employer  to  the  plan. 

In  December  1972,  the  Internal  Revenue  Service  issued  proposed 
regulations  which  called  into  question  the  tax  treatment  of  cash  or 
deferred  profit-sharing  plans  and  money  purchase  pension  plans 
with  salary  reduction  arrangements.  (These  proposed  regulations 
were  withdrawn  in  July,  1978.)  Under  the  rules  in  effect  at  the 
time  of  the  proposal,  an  employee  generally  was  not  taxed  current- 
ly on  amounts  the  employee  chose  to  have  contributed  to  a  tax- 
qualified  cash  or  deferred  profit-sharing  plan  or  salary  reduction 
money  purchase  pension  plan.  Under  the  proposed  regulations, 
amounts  contributed  to  a  plan  by  the  employer  due  to  the  election 
of  the  employee  would  be  included  in  the  employee's  income. 

Freeze  on  tax  treatment 

In  order  to  allow  time  for  Congressional  study  of  this  area,  the 
Employee  Retirement  Income  Security  Act  of  1974  (ERISA)  pro- 
vided that  the  tax  treatment  of  contributions  to  cash  or  deferred 
profit-sharing  plans  or  salary  reduction  money  purchase  plans  in 
existence  on  June  27,  1974,  was  to  be  governed  under  the  law  as  it 
was  applied  prior  to  January  1,  1972.  Accordingly,  employer  contri- 
butions to  these  cash  or  deferred  profit-sharing  plans  were  not  in- 
cludible in  the  income  of  covered  employees,  provided  the  plans 
satisfied  the  requirements  of  pre-1972  law  and  otherwise  complied 
with  the  tax-qualification  rules.  Under  ERISA,  this  freeze  in  tax 
treatment  was  continued  through  1976,  or  (if  later)  until  regula- 
tions were  issued  in  final  form  which  would  change  the  pre-1972 
administration  of  the  law.  The  freeze  was  subsequently  extended 
through  1979. 
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Revenue  Act  of  1978 

The  Revenue  Act  of  1978  provided  rules  for  new  and  old  profit- 
sharing  plans  with  cash  or  deferred  arrangements.  The  new  rules, 
which  also  apply  to  stock  bonus  plans,  are  effective  for  plan  years 
beginning  after  1979.  For  years  beginning  before  1980,  the  tax 
treatment  under  a  plan  in  existence  on  June  27,  1974,  is  deter- 
mined under  prior  law.  No  new  rules  were  provided  by  the  1978 
Act  for  salary  reduction  arrangements  under  money  purchase  pen- 
sion plans. 

Reasons  for  Change 

The  committee  is  concerned  with  the  revenue  loss  associated 
with  the  increasing  use  of  salary  reduction  agreements  in  connec- 
tion with  cash  or  deferred  arrangements.  The  committee  believes, 
however,  that  permanent  rules  should  be  provided  for  a  pre-ERISA 
money  purchase  pension  plan  with  a  salary  reduction  feature  as 
long  as  these  plans  are  maintained  at  the  pre-ERISA  contribution 
levels. 

Explanation  of  Provision 

The  provision  revises  the  tax-qualification  rules  to  permit  a 
qualified  money  purchase  pension  plan  which  was  in  existence  on 
June  27,  1974,  and  which  provided  for  a  salary  reduction  arrange- 
ment on  that  date,  to  continue  the  arrangement  after  1979.  Howev- 
er, this  revision  to  the  tax-qualification  rules  will  apply  only  to 
those  money  purchase  pension  plans  under  which  employer  and 
employee  contributions  may  not  exceed  the  limits  (e.g.,  the  percent- 
age of  pay)  provided  under  the  plan's  contribution  formula  on  June 
27,  1974. 

In  addition,  for  plan  years  beginning  after  1983,  a  salary  reduc- 
tion arrangement  under  a  money  purchase  pension  plan  must  meet 
the  special  tax-qualification  rules  for  cash  or  deferred  arrange- 
ments added  by  the  1978  Revenue  Act  with  respect  to  employee  eli- 
gibility to  participate  in  the  arrangement  and  to  prohibited  dis- 
crimination in  favor  of  employees  who  are  officers,  shareholders,  or 
highly  compensated.  These  rules  presently  apply  to  cash  or  de- 
ferred arrangements  under  qualified  profit-sharing  or  stock  bonus 
plans. 

The  provisions  of  the  bill  apply  to  salary  reduction  arrangements 
under  money  purchase  pension  plans  of  taxable  employers  and  tax- 
exempt  organizations. 

Effective  Date 

The  bill  will  apply  for  plan  years  beginning  after  the  date  of  en- 
actment. The  rules  in  effect  prior  to  ERISA  will  apply  for  plan 
years  beginning  after  December  31,  1979,  and  before  the  date  of  en- 
actment. 

Revenue  Effect 

It  is  estimated  that  this  provision  will  have  a  negligible  effect  on 
budget  receipts. 


F.  Continuation  of  Suspension  of  Effective  Date  for  Certain  NOL 
Carryover  Rules  (Sec.  808  of  the  bill  and  sees.  302  and  303  of 
the  Code) 

Present  Law 

The  Tax  Reform  Act  of  1976  substantially  revised  Code  sections 
382  and  383,  relating  to  the  carryover  of  corporate  net  operating 
losses  and  other  corporate  tax  attributes  following  acquisitions  or 
reorganizations. 

Under  present  law,  the  1976  Act  revisions  relating  to  acquisitions 
other  than  reorganizations  are  generally  effective  with  respect  to 
taxable  years  beginning  after  June  30,  1984.  Those  relating  to  reor- 
ganizations are  effective  with  respect  to  a  reorganization  pursuant 
to  a  plan  of  reorganization  adopted  on  or  after  January  1,  1984. 

Reasons  for  Change 

Because  of  problems  with  the  1976  Act  revisions  that  have  been 
brought  to  the  attention  of  the  committee,  the  committee  conclud- 
ed that  the  present  effective  dates  for  these  revisions  should  be 
postponed  until  November  1,  1984,  in  order  to  allow  time  for  fur- 
ther study  and  analysis. 

Explanation  of  Provision 

The  provision  modifies  subsection  (g)  of  section  806  of  the  Tax 
Reform  Act  of  1976  by  substituting  "November  1,  1984"  for  "Janu- 
ary 1,  1984"  in  paragraphs  (2)  and  (3)  of  that  subsection  and  by  sub- 
stituting "October  31,  1984"  for  "June  30,  1984"  in  paragraph  (2)  of 
that  subsection. 

Thus,  the  provision  postpones  until  November  1,  1984,  the  effec- 
tive date  for  the  1976  Act  revisions  to  Code  sections  382  and  383, 
both  for  acquisitions  and  reorganizations.  Accordingly,  the  1976  Act 
revisions  relating  to  acquisitions  other  than  reorganizations  will 
become  generally  effective  with  respect  to  taxable  years  beginning 
on  or  after  November  1,  1984.  Those  relating  to  reorganizations 
will  become  effective  with  respect  to  a  reorganization  pursuant  to  a 
plan  of  reorganization  adopted  by  either  party  on  or  after  Novem- 
ber 1,  1984. 

Effective  Date 
The  provision  is  effective  as  of  January  1,  1984. 

Revenue  Effect 

The  provision  is  estimated  to  decrease  budget  receipts  by  less 
than  $10  million  annually. 

(1722) 


G.  Extension  of  the  Special  Tax  Rules  for  the  Payment-in-Kind 
Program  (Sec.  806  of  the  bill  and  P.L.  98-4) 

1.  Description  of  the  1984  Payment-in-Kind  Program 

Overview 

The  Department  of  Agriculture  ("USD A")  announced  a  1984  pay- 
ment-in-kind ("PIK")  program  on  August  9,  1983.  The  1984  PIK 
program  is  a  program  for  diverting  from  production  land  which 
otherwise  would  be  used  to  produce  wheat.  Under  the  program, 
producers  are  provided  a  quantity  of  wheat  as  compensation  for  di- 
verting acreage  normally  planted  in  that  crop. 

Present  law  limits  to  $50,000  the  amount  of  payments  USDA  can 
make  to  a  producer  under  crop  acreage  reduction  programs.  When 
the  PIK  programs  were  first  announced  in  January  1983,  USDA 
announced  that  the  $50,000  limit  applied  only  to  cash  payments — 
not  to  payments-in-kind.  On  November  1,  1983,  the  General  Ac- 
counting Office  issued  a  determination  that  the  $50,000  limit  ap- 
plies to  payments  under  all  acreage  reduction  programs,  whether 
made  in  cash  or  in  kind. 

USDA  conducted  a  similar  PIK  program  during  the  1983  crop 
year  for  wheat,  corn,  grain  sorghum,  rice,  and  upland  cotton.  There 
are  three  main  differences  between  the  1983  and  1984  programs: 
the  1984  program  is  limited  to  in-kind  payments  of  wheat;  in  1984 
no  payments  will  be  made  from  Commodity  Credit  Corporation 
stocks — payments  will  be  made  only  from  commodities  held  under 
reserve  loans,  regular  loans  and  "harvest-for-PIK"  loans;  and  farm- 
ers will  not  be  able  to  divert  their  whole  crop  acreage  base  in  1984, 
as  was  possible  under  the  1983  program. 

PIK  Program 

General  rules 

Under  the  1984  PIK  program,  farm  producers  generally  may 
elect  to  divert  from  10  to  20  percent  of  their  wheat  acreage  base1 
from  active  crop  production  in  exchange  for  a  payment-in-kind 
equal  to  an  established  quantity  of  the  wheat  normally  grown  on 
the  property.  The  established  quantity  is  75  percent  of  the  farm's 
program  yield.2 

Property  withdrawn  from  crop  production  under  a  1984  PIK  pro- 
gram is  required  to  be  devoted  to  conservation  uses.  Harvesting  of 
any  crop  from  land  diverted  under  a  1984  PIK  program  generally 
is  prohibited. 


1  The  term  "wheat  acreage  base"  means  the  average  of  the  acreage  planted  and  considered 
planted  to  wheat  in  1982  and  1983. 

2  The  term  "farm  program  yield"  means  the  yield  of  wheat  from  the  farm  property  during  an 
established  historical  reference  period. 
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Executed  PIK  contracts  are  transferable  by  the  farmer  under 
certain  circumstances;  however,  transfer  of  a  PIK  contract  termi- 
nates the  farmer's  qualification  for  special  tax  treatment.  There- 
fore, upon  assignment  of  a  PIK  contract,  the  farmer  recognizes 
income,  which  income  is  not  treated  as  income  derived  from  the 
active  conduct  of  farming. 

Payment  procedures 

Participating  farmers  are  eligible  for  payment-in-kind  on  a  date 
established  for  their  locality  which  reflects  the  usual  harvest  dates 
of  wheat  in  different  regions.  Farmers  may  receive  payment  on  the 
established  availability  date,  or  they  may  elect  to  defer  receipt  of 
the  payment  for  any  period  of  time  up  to  5  months  thereafter.  The 
Federal  Government  bears  all  risk  of  loss  and  storage  costs  until 
payment  is  received  by  the  farmer. 

In-kind  payments  of  wheat  are  to  be  paid  only  from  wheat  ac- 
quired by  by  the  Federal  Government  through  transactions  the 
substance  of  which  is  forfeiture  of  collateral  for  regular  and 
Farmer-owned  Reserve  ("FOR")  price  support  loans  made  under 
price  support  programs  administered  by  the  Commodity  Credit  Cor- 
poration ("CCC").3  In  the  case  of  payment  from  farm-stored  FOR 
stocks,  unlike  the  1983  participants,  farmers  in  the  1984  PIK  pro- 
gram will  not  be  eligible  for  additional  storage  costs  beyond  the 
normal  5  months  allowed  under  the  PIK  program. 

Producers  with  no  outstanding  loans  must  agree  to  harvest  for 
PIK  in  order  to  receive  a  PIK  payment,  i.e.,  to  grow  their  own  PIK 
commodities  on  other  land  they  farm.  Price  support  loans  will  be 
made  to  farmers  growing  their  own  PIK.  These  loans  will  be  se- 
cured by  the  commodities  to  be  produced.  Those  producers  with  no 
outstanding  loans  who  are  unable  to  harvest  for  PIK  will  not  re- 
ceive a  PIK  payment. 

The  method  of  payment  under  the  PIK  program  takes  the  form 
of  a  three-step  transaction.  First,  the  farmer  repays  outstanding 
loans  (reserve  loans,  regular  loans,  or  harvest-for-PIK  loans)  equal 
to  the  PIK  payment.4  At  that  time,  the  collateral  for  the  repaid 
loans  is  released.  Second,  the  Government  repurchases  the  released 
commodities  for  an  amount  equal  to  the  amount  of  the  repaid  loan 
(plus  any  accrued  interest  and  charges  paid  by  the  farmer  on  re- 
payment of  the  loan).  Finally,  the  Government  returns  the  com- 
modities to  the  farmer  as  a  payment-in-kind  under  the  PIK  con- 
tract. 

Farmers  may  elect  to  have  cooperatives  receive  payments  other- 
wise due  them  provided  the  farmers  have  no  outstanding  CCC 
loans  themselves.  The  payment  procedures  for  cooperatives  are 
generally  the  same  as  for  individual  farmers  dealing  directly  with 


3  The  CCC  is  a  Federally  owned  corporation  which  administers  the  farm  price  support  pro- 
gram through  grants  of  loans  on  crops  eligible  for  support.  The  CCC  establishes  an  annual  loan 
rate  per  unit  for  each  crop  eligible  for  Government  price  supports.  CCC  then  makes  nonrecourse 
loans  to  farmers  for  their  crops  based  upon  this  rate.  If  the  market  price  for  the  crop  rises  above 
the  loan  rate,  the  farmer  can  redeem  the  crop,  sell  it,  and  retain  any  excess  proceeds  over  the 
loan  rate  plus  accrued  interest  and  other  charges.  If  the  market  price  does  not  rise  above  the 
loan  rate  before  the  loan's  due  date,  the  farmer  can  forfeit  the  crop  to  the  Government  in  full 
satisfaction  of  the  loan. 

4  Producers  with  reserve  loans  will  be  required  to  use  those  loans  before  a  regular  loan  can  be 
used.  If  a  producer  has  more  than  one  reserve  loan,  the  producer  may  choose  which  reserve  loan 
to  repay. 
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the  Government.  The  cooperative's  wheat  loans  must  be  used  to 
satisfy  the  PIK  requirements  in  the  following  order:  reserve  loans, 
regular  loans  and,  finally,  harvest-for-PIK  loans.  To  meet  the  har- 
vest-for-PIK  requirement,  the  cooperative  must  obtain  loans  on  eli- 
gible 1984  crop  wheat  to  satisfy  the  designated  PIK  quantity  in 
excess  of  outstanding  reserve  or  regular  loans.  The  cooperative  will 
not  be  permitted  to  repay  1984  crop  wheat  loans  unless  a  sufficient 
quantity  of  wheat  remains  under  loan  to  satisfy  PIK  needs.  PIK 
payments  to  cooperatives  are  to  be  held  in  pools  separate  from 
other  crops  held  by  the  cooperatives. 

Cash  Payment  Acreage  Reduction  Programs 

As  under  the  1983  PIK  program,  farmers  are  required  to  partici- 
pate in  the  acreage  limitation  and  paid  diversion  programs  as  a 
prerequisite  of  eligibility  for  the  1984  PIK  program. 

Under  the  1984  wheat  program,  producers  must  limit  1984  wheat 
planted  acreage  to  no  more  than  70  percent  of  the  farm's  wheat 
base  (i.e.,  the  acreage  reduction  requirement  is  30  percent),  and 
devote  to  conservation  use  an  acreage  of  eligible  cropland  equal  to 
42.86  percent  of  the  1984  planted  and  PIK  acreage. 

Participation  in  the  acreage  reduction  programs  also  entitles  the 
farmer  to  price  support  loans  and  deficiency  payments  with  respect 
to  crops  actually  produced.  The  deficiency  payments  are  equal  to 
the  excess  of  an  established  "target"  price  over  the  greater  of  the 
year's  CCC  loan  value  for  the  crop  or  the  crop's  national  average 
market  price.  The  1984  target  price  for  wheat  is  $4.45  per  bushel 
and  the  national  average  loan  rate  is  $3.30  per  bushel. 

2.  Tax  Treatment  of  Participants  in  Payment-in-Kind  Programs 

Present  Law 

Overview 

The  tax  treatment  of  income  from  commodities  produced  by 
farmers  is  subject  to  numerous  special  rules  under  the  Internal 
Revenue  Code.  Similarly,  eligibility  for  a  number  of  special  income 
and  estate  tax  provisions  depends  upon  whether  a  taxpayer  is  (or  a 
decedent  was)  either  (1)  engaged  in  the  trade  or  business  of  farm- 
ing, or  (2)  has  income  derived  from  the  active  conduct  of  the  trade 
or  business  of  farming. 

Had  the  Payment-in-Kind  Tax  Treatment  Act  of  1983  (the  "1983 
Act")  5  not  been  enacted,  participants  in  a  1983  PIK  program  could 
have  been  ineligible  for  many  of  the  special  income  and  estate  tax 
provisions  that  are  available  to  farmers  since  PIK  commodities 
generally  are  not  produced  by  the  recipient  in  the  active  conduct  of 
a  farming  operation.  Even  if  such  commodities  are  so  produced, 
they  have  in  effect  been  sold  to  the  Government  and  returned  to 


5  Public  Law  98-4,  March  11,  1983.  H.R.  1296,  a  bill  relating  to  the  tax  treatment  of  commod- 
ities received  under  the  1983  payment-in-kind  program,  was  the  subject  of  hearings  on  February 
23,  1983  held  by  the  Subcommittee  on  Select  Revenue  Measures  of  the  Committee  on  Ways  and 
Means.  The  bill,  as  amended,  was  reported  by  the  Committee  on  Ways  and  Means  on  March  2, 
1983  (H.  Rept.  98-14).  The  House  approved  the  bill  on  March  8,  1983,  by  a  record  vote  of  401  to  1 
under  suspension  of  the  rules.  The  Senate  approved  the  bill  on  March  8, 1983,  with  amendments. 
On  March  9,  1983,  the  House  concurred  in  the  Senate's  amendment  with  amendment.  On  March 
10, 1983,  the  Senate  concurred  in  the  House  amendment,  clearing  the  measure  for  the  President. 
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the  PIK  participant  as  consideration  for  withdrawal  of  farm  land 
from  production. 

The  1983  Act  modified  the  tax  law  to  provide  that  participants  in 
a  1983  PIK  program  generally  are  treated  in  a  manner  similar  to 
that  which  would  apply  if  they  had  actually  grown  the  PIK  com- 
modities on  the  land  withdrawn  from  production.  Since  the  provi- 
sions of  the  1983  Act  apply  only  to  land  withdrawn  from  produc- 
tion during  the  1983  crop  year,  payments  received  with  respect  to 
land  withdrawn  from  production  during  the  1984  crop  year  gener- 
ally will  not  be  treated  as  income  received  from  commodities  pro- 
duced by  PIK  participants  in  the  active  conduct  of  a  farming  oper- 
ation.6 

Income  tax  treatment  of  farmers 
Timing  of  income 

Generally,  taxpayers  engaged  in  farming  may  determine  their 
income  for  Federal  income  tax  purposes  under  either  the  cash  or 
accrual  method  of  accounting.  However,  corporations  (other  than 
certain  *  'family  owned"  corporations,  subchapter  S  corporations 
and  certain  corporations  with  annual  gross  receipts  of  less  than  $1 
million)  and  certain  partnerships  must  use  the  accrual  method  of 
accounting  for  farm  operations  (Code  sec.  447). 

A  taxpayer  may  elect  to  consider  amounts  received  as  loans  from 
the  CCC  as  income  in  the  year  in  which  received  (sec.  77).  If  the 
election  is  made,  the  taxpayer  takes  a  basis  in  the  crop  equal  to  the 
amount  included  in  income.  If  the  commodity  securing  such  loan  is 
later  forfeited,  no  income  would  be  recognized  at  the  time  of  such 
forfeiture  to  the  extent  of  such  basis. 

Generally,  a  taxpayer  may  elect  to  defer  the  income  from  the  dis- 
charge of  indebtedness  on  qualified  business  indebtedness.  The  de- 
ferral of  the  income  is  achieved  by  excluding  from  income  the 
amount  of  the  debt  discharged  (sec.  108)  with  a  corresponding  re- 
duction in  the  basis  of  certain  assets  (sec.  1017). 

If  a  commodity  is  produced  by  a  farmer,  the  farmer  generally 
recognizes  income  only  (1)  when  the  commodity  is  sold  or  otherwise 
disposed  of  to  a  third  party,  or  (2)  when  livestock,  etc.,  to  which  a 
commodity  is  fed  is  sold  or  otherwise  disposed  of  to  a  third  party. 
Because  the  1983  Act  treats  PIK  commodities  as  produced  by  the 
PIK  participants,  these  rules  apply  to  such  commodities.  Had  the 
1983  Act  not  been  enacted,  however,  under  both  the  cash  and  ac- 
crual methods  of  accounting,  farmers  would  have  recognized 
income  when  the  commodities  were  made  available  to  them  regard- 
less of  when  actually  received.  The  amount  to  be  included  in 
income  would  have  been  the  fair  market  value  of  the  commodity 
on  the  date  the  taxpayer  recognized  the  income. 


6  Winter  wheat  received  as  a  PIK  payment  with  regard  to  land  withdrawn  from  production 
under  a  PIK  program  for  the  1984  crop  year  remains  eligible  for  the  special  treatment  otherwise 
accorded  only  payments  with  respect  to  land  withdrawn  from  production  during  the  1983  crop 
year.  This  rule  applies  only  if  the  1984  crop  would  have  been  planted  before  January  1,  1984, 
but  for  participation  in  a  1984  PIK  program. 
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Other  income  tax  provisions 

Under  the  1983  Act,  for  all  purposes  of  the  Internal  Revenue 
Code,  income  from  the  sale  or  exchange  of  PIK  commodities  is 
treated  as  income  from  the  trade  or  business  of  farming  and  the 
taxpayer  is  treated  as  using  in  the  trade  or  business  of  farming  any 
land  diverted  from  production  under  a  1983  PIK  program.  Thus, 
income  with  respect  to  the  sale  or  exchange  of  such  commodities  is 
treated  as  gross  income  from  farming  for  purposes  such  as  the  fol- 
lowing: 

Estimated  tax  payments. — In  general,  a  taxpayer  is  required  to 
pay  the  tax  shown  on  a  tax  return  on  the  due  date  for  filing  the 
return  (determined  without  regard  to  any  extensions  of  time  for 
filing  the  return).  Corporations  generally  must  pay  at  least  90  per- 
cent, and  individuals  80  percent,  of  their  current  year's  tax  liability 
in  quarterly  estimated  tax  payments  during  the  taxable  year. 

However,  an  individual  whose  estimated  gross  income  from  farm- 
ing for  the  taxable  year  is  at  least  two-thirds  of  his  or  her  total  es- 
timated gross  income  from  all  sources  for  the  taxable  year  (or 
whose  gross  income  from  farming  shown  on  the  preceding  year's 
tax  return  is  at  least  two-thirds  of  total  gross  income  from  all 
sources)  must  pay  the  estimated  tax  for  a  taxable  year  in  full  on  or 
before  January  15  of  the  succeeding  taxable  year. 

Additionally,  the  requirement  to  make  payments  of  estimated 
tax  is  considered  met  if,  on  or  before  March  1,  the  taxpayer  files  a 
return  for  the  taxable  year  for  which  estimated  tax  payments  are 
required  and  pays  in  full  the  amount  of  tax  due  (sees.  6015(g), 
6073(b),  and  6153(b)).  Corresponding  payment  dates  apply  to  taxable 
years  beginning  on  a  date  other  than  January  1st.  Further,  the  ad- 
dition to  the  tax  with  respect  to  underpayment  of  estimated  taxes 
will  not  be  imposed  if  the  estimated  tax  payments  are  at  least  66-2/ 
3  percent  of  the  tax  liability  for  the  year  (sec.  6654(d)). 

Soil  and  water  conservation  expenditures. — Under  present  law,  a 
taxpayer  engaged  in  the  business  of  farming  may  claim  a  current 
deduction  for  amounts  which  are  paid  or  incurred  during  the  tax- 
able year  for  the  purpose  of  soil  or  water  conservation  in  respect  of 
land  used  for  farming,  or  for  the  prevention  of  erosion  of  land  used 
for  farming  (sec.  175).  The  maximum  amount  that  may  be  expensed 
in  any  taxable  year  may  not  exceed  25  percent  of  the  taxpayer's 
gross  income  derived  from  farming  during  the  taxable  year. 

The  term  "land  used  in  farming"  means  land  used  (before  or  si- 
multaneously with  the  expenditures  described  above)  by  the  tax- 
payer or  his  or  her  tenant  for  the  production  of  crops,  foods,  or 
other  agriculture  products  or  for  the  sustenance  of  livestock. 

Expenditures  by  farmers  for  fertilizer,  etc. — Under  present  law,  a 
taxpayer  engaged  in  the  business  of  farming  may  elect  to  expense 
amounts  that  otherwise  must  be  capitalized  which  are  paid  or  in- 
curred during  the  taxable  year  for  materials  to  enrich,  neutralize, 
or  condition  land  used  in  farming,  or  for  the  application  of  such 
materials  to  the  land  (sec.  180).  For  this  purpose,  land  is  used  in 
farming  if  it  is  used,  either  before  or  simultaneously  with  the  ex- 
penditures described  above,  by  the  taxpayer  or  his  or  her  tenant 
for  the  production  of  crops,  fruits,  or  other  agricultural  products,  or 
for  the  sustenance  of  livestock. 
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Expenditures  by  farmers  for  clearing  land. — Under  present  law,  a 
taxpayer  engaged  in  the  business  of  farming  may  elect  to  treat  ex- 
penditures paid  or  incurred  in  a  taxable  year  to  clear  land  for  the 
purpose  of  making  such  land  suitable  for  use  in  farming  as  a  cur- 
rently deductible  expense  (sec.  182).  However,  this  deduction  for 
any  taxable  year  may  not  exceed  the  lesser  of  $5,000  or  25  percent 
of  the  taxable  income  derived  from  farming  during  the  taxable 
year  (as  defined). 

Activities  not  engaged  in  for  profit. — Under  present  law,  if  an  in- 
dividual or  a  Subchapter  S  corporation  engages  in  an  activity  not 
for  profit,  no  deduction  (other  than  itemized  deductions)  attributa- 
ble to  such  activity  is  allowable  in  excess  of  the  income  from  that 
activity  (sec.  183).  Under  those  rules,  an  activity  generally  is  pre- 
sumed to  be  not  engaged  in  for  profit  unless  the  activity  generates 
a  profit  at  least  two  years  out  of  the  most  recent  five-year  period. 

Gain  from  disposition  of  property  used  in  farming  or  farm  losses 
offsetting  farm  income. — Under  section  1251,  any  person  carrying 
on  a  trade  or  business  of  farming,  other  than  any  person  utilizing 
the  accrual  method  of  accounting,  is  required  to  maintain  an 
excess  deductions  account  (EDA).  Prior  to  taxable  years  beginning 
after  December  31,  1975,  any  person  having  a  farm  net  loss  (the 
excess  of  farm  deductions  over  gross  income  derived  from  farming), 
was  obligated  to  add  such  amount  to  his  EDA. 

If,  at  the  end  of  any  taxable  year,  the  EDA  has  a  positive  bal- 
ance, then  the  amount  of  the  EDA  is  reduced  (1)  for  any  farm  net 
income  (the  excess  of  farming  gross  income  over  farm  deductions 
for  that  taxable  year),  (2)  for  any  amounts  with  respect  to  deduc- 
tions which  do  not  result  in  a  tax  reduction  for  the  taxpayer,  and 
(3)  the  amount  realized  from  the  sale,  exchange,  or  involuntary 
conversion  of  farm  recapture  property.  Farm  recapture  property  in- 
cludes depreciable  personal  property  held  for  more  than  one  year, 
certain  cattle  or  horses,  land  held  for  more  than  one  year,  and  un- 
harvested  crops  growing  on  land  which  has  been  held  for  more 
than  one  year. 

Limitation  on  deduction  of  investment  interest. — In  general,  all 
interest  paid  or  accrued  during  the  taxable  year  on  indebtedness  is 
allowable  as  a  deduction.  However,  if  a  taxpayer  other  than  a  cor- 
poration pays  or  accrues  an  amount  of  investment  interest,  then 
the  otherwise  allowable  deduction  with  respect  to  that  interest 
cannot  exceed  $10,000  ($5,000  in  the  case  of  a  separate  return  by 
married  individual),  plus  net  investment  income  (sec.  163). 

Imposition  of  tax  on  unrelated  business  income  of  charitable,  etc. 
organizations. — A  tax  is  imposed  for  each  taxable  year  on  the  unre- 
lated business  taxable  income  of  certain  exempt  organizations.  The 
term  "unrelated  business  taxable  income"  means  the  gross  income 
derived  by  an  organization  from  any  unrelated  trade  or  business 
regularly  carried  on  by  it,  less  deductions  allowed  which  are  direct- 
ly connected  with  the  carrying  on  of  such  trade  or  business.  In  gen- 
eral, all  rents  from  real  property  are  excluded  from  the  computa- 
tion of  unrelated  business  taxable  income. 

Imposition  of  personal  holding  company  tax. — A  tax  in  addition 
to  the  regular  corporate  income  tax  is  imposed  on  the  undistrib- 
uted personal  holding  company  income  of  every  personal  holding 
company.  This  tax  is  equal  to  50  percent  of  the  undistributed  per- 
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sonal  holding  company  income.  In  general,  a  personal  holding  com- 
pany is  any  corporation,  other  than  certain  specified  types  of  corpo- 
rations, at  least  60  percent  of  the  adjusted  ordinary  gross  income  of 
which  is  personal  holding  company  income.  In  addition,  more  than 
50  percent  in  value  of  the  outstanding  stock  of  a  personal  holding 
company  must  be  owned,  directly  or  indirectly,  by  5  or  fewer  indi- 
viduals during  the  last  half  of  the  taxable  year.  The  term  "personal 
holding  company  income"  includes  adjusted  income  from  certain 
rents  and  royalties. 

Employment  tax  treatment  of  farmers 

A  self-employment  tax  is  imposed  on  net  earnings  from  self-em- 
ployment as  defined  by  section  1402.  Net  earnings  from  self-em- 
ployment means  gross  income  derived  by  an  individual  from  any 
trade  or  business,  less  allowable  deductions  attributable  to  such 
trade  or  business.  Rentals  from  real  estate  including  rentals  paid 
in  crop  shares  are  excluded  in  determining  net  earnings  from  self- 
employment,  unless  such  rentals  are  received  in  the  course  of  a 
trade  or  business  as  a  real  estate  dealer.  However,  this  exemption 
does  not  apply  to  any  income  derived  by  a  landlord  if  (1)  the 
income  is  derived  under  an  arrangement  entered  into  between  the 
landlord  and  another  individual  which  provides  for  the  landlord's 
material  participation  in  the  production  or  management  of  the  pro- 
duction of  the  agricultural  or  horticultural  commodities  to  be  pro- 
duced on  the  land  by  the  individual,  and  (2)  there  is  material  par- 
ticipation by  the  landlord  with  respect  to  any  such  commodity. 
Thus,  income  which  is  received  by  a  farmer  who  materially  partici- 
pates in  the  production  of  the  income  is  treated  as  self-employment 
income.  In  addition,  eligibility  for  the  earned  income  tax  credit  is 
determined  by  reference  to  the  earnings  from  self-employment. 

Estate  tax  treatment  of  farmers 

The  estate  tax  current  use  valuation  provision  and  installment 
payment  provisions  are  available  only  in  cases  where  property  used 
in  an  active  trade  or  business  is  included  in  the  decedent's  gross 
estate.  The  current  use  valuation  provision  requires  that  the  dece- 
dent or  a  member  of  the  decedent's  family  have  materially  partici- 
pated for  specified  periods  in  the  farming  operation  in  which  spe- 
cially valued  real  property  was  used. 

The  current  use  valuation  provision  permits  executors  of  dece- 
dents whose  estates  are  comprised  largely  of  real  property  used  in 
the  trade  or  business  of  farming  to  elect  to  value  the  real  property 
for  estate  tax  purposes  based  upon  its  current  use  rather  than  its 
full  fair  market  value  (sec.  2032A).  The  installment  payment  provi- 
sion permits  similarly  situated  estates  to  pay  estate  tax  attributa- 
ble to  a  closely  held  business  in  installments  over  up  to  14  years 
(sec.  6166).  In  addition,  certain  amounts  of  the  tax  paid  in  install- 
ments under  section  6166  accrue  interest  at  a  special  4-percent  rate 
rather  than  at  the  higher  deficiency  rate  otherwise  applicable 
when  payment  of  a  tax  is  delayed  (sec.  6601(j)). 

The  1983  Act  treats  land  withdrawn  from  production  under  a 
1983  PIK  program  as  used  in  the  active  trade  or  business  of  farm- 
ing for  purposes  of  these  two  estate  tax  provisions.  In  addition,  ma- 
terial participation  in  the  conservation  use  to  which  land  with- 
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drawn  from  production  under  a  1983  PIK  program  is  put  is  treated 
as  material  participation  for  purposes  of  the  current  use  valuation 
provision's  requirement  that  such  participation  in  the  farming  op- 
eration occur. 

Income  tax  treatment  of  cooperatives 

A  cooperative  is  an  organization,  usually  operating  in  corporate 
form,  which  is  established  and  operated  for  the  mutual  benefit  of 
its  members  and  patrons  by  selling  goods  to  them  or  purchasing 
products  from  them  and  returning  to  them  any  income  in  excess  of 
costs.  Unlike  other  corporations,  a  cooperative  is  allowed  a  deduc- 
tion from  its  taxable  income  to  the  extent  patronage  source  income 
is  distributed  to  its  members  or  patrons  as  a  patronage  dividend  or 
in  redemption  of  a  non-qualified  written  notice  of  allocation.  In  ad- 
dition, a  cooperative  may  exclude  from  gross  income  amounts  at- 
tributable to  qualified  per-unit  retain  allocations  and  redemptions 
of  nonqualified  per-unit  retain  certificates. 

Patronage  dividends  (whether  paid  in  cash,  qualified  written  no- 
tices of  allocation,  in  redemption  of  nonqualified  written  notices  of 
allocation,  or  in  other  property  other  than  nonqualified  written  no- 
tices of  allocation)  are  includible  in  the  income  of  a  member  or 
patron  when  paid  or  allocated.  In  general,  an  amount  is  a  patron- 
age dividend  if  it  is  payable  out  of  patronage  source  income  to  all 
patrons  of  the  cooperative  equally  on  the  basis  of  business  done 
with  or  for  patrons.7  A  per-unit  retain  allocation  is,  in  general,  an 
amount  retained  by  the  cooperative  with  respect  to  goods  marketed 
by  the  cooperative  for  the  patron. 

Patronage  source  income  is  income  directly  related  to  business 
done  with  or  for  patrons.  Thus,  for  example,  investment  income  or 
income  derived  from  the  sale  or  exchange  of  capital  assets  is  non- 
patronage source  income.  A  patron  is  any  person  doing  business 
with  the  cooperative  on  a  mutual  basis. 

Exempt  farmers'  cooperatives  are  allowed  more  beneficial  tax 
treatment  than  nonexempt  cooperatives  in  two  respects.  First,  they 
are  allowed  a  deduction  for  dividends  paid  from  nonpatronage 
source  income  (including  income  from  business  done  with  or  for  the 
United  States)  to  their  patrons  (not  including  the  United  States  or 
its  agencies).  Second,  they  are  allowed  a  deduction  for  amounts 
paid  as  dividends  on  their  capital  stock  during  the  taxable  year  as 
long  as  the  dividends  do  not  exceed  the  greater  of  eight  percent  or 
the  legal  rate  of  interest  in  the  State  of  incorporation. 

A  nonexempt  cooperative  is  any  cooperative  other  than  an 
exempt  farmers'  cooperative.  Nonexempt  cooperatives  cannot 
deduct  dividends  of  nonpatronage  source  income,  but  they  are  not 
limited  in  the  sources  or  amounts  of  their  nonpatronage  source 
income. 


7  A  patronage  dividend  must  be  payable  (1)  on  the  basis  of  the  quantity  or  value  of  business 
done  with  or  for  the  patron,  (2)  under  an  obligation  to  pay  such  amount  which  obligation  existed 
when  the  cooperative  received  the  amount,  and  (3)  with  reference  to  the  net  earnings  of  the 
cooperative  from  business  done  with  or  for  its  patrons. 
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Taxpayers  eligible  for  special  treatment 

Only  qualified  taxpayers  are  eligible  for  the  special  treatment  ac- 
corded by  the  1983  Act.  A  qualified  taxpayer  is  a  taxpayer  who  is  a 
producer  (as  defined  in  Department  of  Agriculture  regulations)  of 
agricultural  commodities  within  the  meaning  of  a  1983  PIK  pro- 
gram and  who  diverts  farm  acreage  from  production  and  devotes 
such  acreage  to  conservation  uses  in  return  for  receiving  a  com- 
modity under  the  program.  Thus,  a  taxpayer  who  receives  income 
from  assignment  of  a  PIK  contract  or  an  assignee  of  such  a  con- 
tract is  not  a  qualified  taxpayer  under  the  Act. 

Anti-speculation  rule 

The  1983  Act  provides  a  special  anti-speculation  provision  which 
generally  limits  application  of  the  special  income  and  estate  tax 
treatment  accorded  interests  in  real  property  withdrawn  from  pro- 
duction under  a  PIK  program  and  commodities  received  with  re- 
spect to  such  interests  to  persons  who  owned  the  property  on  Feb- 
ruary 23,  1983. 

Interests  in  real  property  acquired  after  February  23,  1983,  and 
commodities  received  with  respect  to  such  interests,  will  remain 
eligible  for  the  special  income  and  estate  tax  treatment  if  — 

(1)  The  interest  is  acquired  by  reason  of  death  of  the  person  who 
owned  the  interest  on  February  23,  1983; 

(2)  The  interest  is  acquired  by  gift  from  the  person  who  owned 
the  interest  on  February  23,  1983; 

(3)  The  interest  is  acquired  from  the  person  who  owned  it  on  Feb- 
ruary 23,  1983,  by  a  person  who  is  a  member  of  the  transferor's 
family;  or 

(4)  The  interest  is  acquired  from  a  person  who  received  the  prop- 
erty in  a  transfer  described  in  the  above  paragraphs,  and,  the  cur- 
rent transfer  also  meets  those  requirements  except  for  the  fact  that 
the  current  transferor  did  not  own  the  interest  on  February  23, 
1983. 

Reasons  for  Change 

The  committee  believes  that  farmers  should  not  be  discouraged 
from  participating  in  the  1984  PIK  program  merely  because  of  po- 
tentially adverse  income  and  estate  tax  consequences.  The  commit- 
tee is  disturbed,  however,  over  the  extremely  large  payments  re- 
ceived by  some  farmers  under  the  1983  PIK  program.  These  large 
payments  are  especially  disturbing  in  light  of  the  General  Account- 
ing Office's  determination  on  November  1,  1983,  that  payments 
under  the  Department  of  Agriculture's  (USDA)  acreage  reduction 
programs  in  excess  of  $50,000  per  farmer  are  not  authorized  under 
the  applicable  agriculture  statutes. 

All  of  these  factors  have  led  the  committee  to  provide  special  tax 
treatment  for  1984  PIK  participants  under  modified  rules.  These 
new  rules  will  provide  tax  treatment  similar  to  that  provided  1983 
PIK  participants  only  to  the  extent  that  payments  received  by  a 
farmer  under  all  USDA  acreage  reduction  programs  are  deter- 
mined to  have  been  authorized  under  the  Agriculture  and  Food  Act 
of  1981.  This  limit  on  the  special  tax  treatment  applies  to  all  PIK 
income  with  respect  to  which  wheat  would  otherwise  have  been 
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planted  and  harvested  in  1984.  Additionally,  because  the  USDA 
has  only  announced  a  1984  PIK  program  for  wheat  at  the  present 
time,  the  special  tax  rules  provided  by  the  committee  amendment 
apply  only  with  respect  to  that  crop. 

Explanation  of  Provisions 

Overview 

The  committee  amendment  extends  to  participants  in  the  1984 
PIK  program  for  wheat  the  same  favorable  tax  treatment  accorded 
participants  in  the  1983  program,  with  one  modification.  Under  the 
committee  amendment,  the  amount  of  PIK  payments  eligible  for 
special  income  tax  treatment  is  limited  to  the  maximum  author- 
ized Federal  acreage  reduction  program  payments,  reduced  by  any 
cash  payments  received  by  the  producer  under  USDA  acreage  re- 
duction programs.  The  term  producer  is  to  have  the  same  meaning 
as  under  USDA  regulations  governing  acreage  reduction  programs, 
as  those  regulations  are  in  existance  on  the  date  of  the  amend- 
ment's enactment.  This  limit  is  to  apply  to  payments  received  (and 
land  withdrawn  from  production)  with  respect  to  crops  that  would 
have  been  planted  and  harvested  during  1984  but  for  participation 
in  the  PIK  program.  Therefore,  the  limit  does  not  apply  with  re- 
spect to  winter  wheat  that  would  otherwise  have  been  planted  in 
1983  but  harvested  during  1984  since  that  wheat  is  provided  for 
under  the  1983  Act. 

Income  tax  treatment  of  farmers 

Timing  of  income. — The  committee  amendment  provides  that  a 
qualified  taxpayer  will  not  be  treated  as  having  realized  income 
when  he  or  she  receives,  or  has  the  right  to  receive,  a  commodity 
under  a  1984  payment-in-kind  program  for  wheat.  Thus,  both  ac- 
crual and  cash  basis  taxpayers  can  defer  the  recognition  of  income 
that  would  otherwise  be  recognized  in  the  year  the  commodities 
are  received,  until  the  year  the  commodities  are  sold,  exchanged,  or 
otherwise  disposed  of. 

For  purposes  of  determining  the  gain  or  loss  from  the  sale,  ex- 
change or  other  disposition  of  the  commodity,  the  unadjusted  basis 
of  the  commodity  will  be  zero.  The  commodity  will  be  treated  as 
produced  by  the  taxpayer  for  purposes  of  determining  the  charac- 
ter of  the  gain  (ordinary  income  or  capital  gain)  from  the  sale  of 
the  commodity. 

In  cases  where  a  CCC  loan  is  involved,  the  committee  under- 
stands that  the  payment-in-kind  of  a  commodity  to  a  taxpayer  is  to 
be  achieved  by  a  3-step  process:  the  repayment  by  the  taxpayer  of 
the  loan  from  the  CCC,  the  purchase  by  the  CCC  of  the  commodity 
securing  the  loan  at  the  redemption  price  of  the  loan,  followed  by 
the  receipt  of  the  commodity  by  the  taxpayer  as  a  payment-in-kind. 
In  any  such  case,  the  taxpayer  who  receives  the  commodity  as  pay- 
ment-in-kind (in  the  third  step  of  this  3-step  process)  will  be  enti- 
tled to  the  same  tax  treatment  on  such  receipt  as  a  taxpayer  who 
receives  a  payment-in-kind  where  a  CCC  loan  is  not  involved. 

If  the  taxpayer  has  made  an  election  under  section  77  to  recog- 
nize income  in  the  year  the  CCC  loan  proceeds  were  received,  the 
repayment  of  the  loan  and  the  purchase  by  the  CCC  of  the  com- 
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modity  (the  first  and  second  steps  of  the  3-step  process)  will  be 
treated  by  the  taxpayer  as  a  purchase  of  the  commodity  at  an 
amount  equal  to  the  then  outstanding  balance  of  the  loan  (the 
original  amount  of  the  loan  plus  interest  and  storage  costs)  fol- 
lowed by  a  sale  to  the  CCC  at  the  same  amount.  Thus,  the  taxpayer 
will  be  allowed  a  deduction  for  the  accrued  interest  and  storage 
costs  and  must  recognize  in  income  an  equal  amount  which  repre- 
sents the  difference  between  then  outstanding  balance  of  the  loan 
and  the  taxpayer's  basis. 

In  the  case  of  a  taxpayer  who  has  not  made  an  election  under 
section  77,  the  repayment  of  the  CCC  loan  and  the  purchase  by  the 
CCC  of  the  commodity  securing  the  loan  (the  first  and  second  steps 
of  the  3-step  process)  will  be  treated  by  the  taxpayer  as  a  repay- 
ment of  the  then  outstanding  balance  of  the  loan  (the  original 
amount  of  the  loan  plus  interest  and  storage  costs)  followed  by  a 
sale  to  the  CCC  at  the  same  amount.  Thus,  the  taxpayer  will  be 
allowed  a  deduction  for  the  accrued  interest  and  storage  costs  and 
will  recognize  in  income  an  amount  equal  to  the  then  outstanding 
balance  of  the  loan. 

Other  income  tax  provisions. — Under  the  bill,  for  all  purposes  of 
the  Internal  Revenue  Code,  income  from  the  sale  or  exchange  of 
PIK  commodities  will  be  treated  as  income  from  the  trade  or  busi- 
ness of  farming  and  the  taxpayer  will  be  treated  as  using  in  the 
trade  or  business  of  farming  any  land  diverted  from  production 
under  the  1984  PIK  program  for  wheat.  Thus,  income  with  respect 
to  the  sale  or  exchange  of  wheat  received  under  the  1984  PIK  pro- 
gram will  be  treated  as  gross  income  from  farming  for  all  purposes 
of  the  Code,  including  (but  not  limited  to): 

(1)  payments  of  estimated  tax; 
.  (2)  method  of  accounting  by  corporations  engaged  in  farming; 

(3)  expensing  of  certain  soil  and  water  conservation  expenditures; 

(4)  expensing  of  certain  expenditures  by  farmers  for  fertilizer; 

(5)  expensing  of  certain  expenditures  by  farmers  for  clearing 
land; 

(6)  deductibility  of  expenses  attributable  to  activities  not  engaged 
in  for  profit; 

(7)  gain  from  disposition  of  property  used  in  farming  or  farm 
losses  offsetting  farm  income; 

(8)  limitation  on  deduction  of  investment  interest; 

(9)  tax  on  unrelated  business  income  of  charitable,  etc.,  organiza- 
tions; and 

(10)  tax  on  personal  holding  companies. 
Employment  tax  treatment  of  farmers 

Under  the  bill,  income  from  the  sale  or  exchange  of  wheat  re- 
ceived in  the  1984  PIK  program  will  be  subject  to  the  tax  on  net 
earnings  from  self-employment  for  any  individual  who  materially 
participates  in  the  diversion  and  devotion  to  conservation  uses  of 
the  PIK  program. 

Estate  tax  treatment  of  farmers 

Current  use  valuation  (Code  sec.  2032A). — The  bill  provides  that 
real  property  removed  from  production  under  a  1984  PIK  program 
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will  be  treated  as  used  in  an  active  farming  (i.e.,  qualified)  use  for 
purposes  of  the  estate  tax  current  use  valuation  provision. 

The  bill  also  provides  that,  in  the  case  of  property  removed  from 
production  under  the  1984  wheat  PIK  program,  the  material  par- 
ticipation requirements  of  the  current  use  valuation  provision  will 
be  satisfied  if  an  individual  otherwise  required  to  materially  par- 
ticipate in  the  active  farming  use  of  specially  valued  real  property 
materially  participates  in  the  conservation  use  to  which  the  prop- 
erty is  devoted. 

Installment  payment  of  estate  tax  (Code  sec.  6166). — The  bill  pro- 
vides that  real  property  withdrawn  from  production  under  a  1984 
PIK  program  that  was  used  in  the  conduct  of  an  active  trade  or 
business  before  being  so  withdrawn  will  be  treated  as  used  in  such 
trade  or  business.  Therefore,  in  determining  whether  at  least  35 
percent  of  the  value  of  an  individual's  adjusted  gross  estate  consists 
of  the  value  of  an  interest  in  a  closely  held  business,  real  property 
withdrawn  from  production  under  the  1984  PIK  program  will  be 
treated  as  used  in  the  closely  held  business.  Similarly,  such  proper- 
ty will  be  treated  as  used  in  an  active  trade  or  business  in  deter- 
mining whether  an  individual's  interest  in  such  a  business  is  an  in- 
terest in  a  closely  held  business  within  the  meaning  of  the  install- 
ment payment  provision. 

In  adopting  these  rules,  the  committee  does  not  intend  generally 
to  change  the  present  law  rules  governing  the  type  of  business 
which  constitutes  an  active  trade  or  business  under  the  installment 
payment  provision.  Instead,  the  provisions  of  the  committee 
amendment  merely  treat  real  property  withdrawn  from  production 
under  the  1984  PIK  program  which  is  part  of  a  business  that  other- 
wise qualifies  for  the  installment  payment  provision  as  continuing 
to  be  used  in  such  business. 

No  inference  as  to  diversion  programs  other  than  programs  in- 
volving a  payment-in-kind. — These  estate  tax  provisions  of  the  bill 
apply  only  to  real  property  withdrawn  from  production  under  the 
1984  PIK  program,  i.e.,  a  program  under  which  a  payment  of  com- 
modities is  made.  The  committee  is  aware  that  the  Federal  Govern- 
ment also  conducts  other  farm  real  property  diversion  programs. 
The  committee  understands  that,  at  the  present  time,  these  other 
programs  either  provide  for  cash  payments  in  exchange  for  with- 
drawal of  the  property  from  production  or  require  withdrawal  of 
the  property  from  production  as  a  condition  of  eligibility  for  price 
support  payments. 

The  committee  intends  that  no  inference  be  drawn  that  real 
property  diverted  from  production  under  other  Federal  Govern- 
ment farmland  removal  programs  is,  or  is  not,  used  in  the  active 
business  of  farming  from  the  fact  that  the  bill  only  applies  to  real 
property  withdrawn  from  production  under  the  1984  PIK  program. 

Income  tax  treatment  of  cooperatives 

As  was  true  under  the  1983  PIK  tax  rules,  PIK  wheat  received 
by  a  cooperative  on  behalf  of  a  member  or  patron  who  is  a  quali- 
fied taxpayer  is  treated  as  (1)  produced  by  that  member  or  patron 
in  his  or  her  business  of  farming  and  (2)  received  by  the  coopera- 
tive from  the  member  or  patron. 
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Taxpayers  eligible  for  special  tax  treatment 

As  under  the  1983  PIK  rules,  only  qualified  taxpayers  are  eligi- 
ble for  the  special  tax  treatment  provided  by  the  committee  amend- 
ment. A  qualified  taxpayer  is  any  taxpayer  who  meets  the  follow- 
ing two  requirements.  First,  the  taxpayer  must  be  a  producer  (as 
defined  in  the  Department  of  Agriculture  regulations)  of  wheat. 
Second,  the  taxpayer  must  divert  farm  acreage  from  production 
and  devote  such  acreage  to  conservation  uses  in  return  for  receiv- 
ing any  commodity  under  the  1983  payment-in-kind  programs. 

The  committee  understands  that,  for  purposes  of  the  require- 
ment that  a  person  divert  acreage  from  production  and  devote  such 
acreage  to  conservation  uses,  the  term  "person"  includes  not  only 
the  person  who  actually  diverts  the  acreage  from  production  (such 
as  a  land  owner)  but  also  any  other  producer  who  receives  a  pay- 
ment-in-kind with  respect  to  such  acreage  (such  as  a  sharecropper). 

An  assignee  of  a  PIK  contract  or  a  producer  receiving  a  payment 
for  assignment  of  such  a  contract  is  not  a  qualified  taxpayer. 

Anti-speculation  rule 

To  prevent  speculation  in  farm  land  as  a  result  of  a  PIK  pro- 
gram, the  bill  retains  for  the  1984  PIK  program  the  special  anti- 
speculation  rule  that  generally  limits  application  of  the  special 
income  and  estate  tax  treatment  accorded  interests  in  property 
withdrawn  from  production  to  persons  who  owned  the  withdrawn 
property  on  February  23,  1983.  Certain  property  interests  acquired 
by  reason  of  death,  gift,  or  otherwise  from  a  family  member  contin- 
ue to  qualify  for  the  special  treatment  after  the  interests  are  trans- 
ferred. 

Determination  of  maximum  amount  of  authorized  payments  and 
limitation  of  special  tax  treatment 

As  stated  in  the  explanation  of  the  PIK  program,  USDA  in  a 
published  regulation  and  GAO  in  a  General  Counsel's  opinion  have 
reached  conflicting  results  on  the  maximum  authorized  payments 
per  producer  under  Federal  acreage  reduction  programs.  The  spe- 
cial tax  provisions  provided  by  the  bill  for  the  1984  wheat  program 
apply  only  to  legally  authorized  payments.  To  facilitate  a  determi- 
nation of  whether  acreage  reduction  payments  in  excess  of  $50,000 
generally  are  authorized  by  law  if  the  excess  amounts  are  paid  in 
kind  rather  than  in  cash,  the  bill  directs  the  Comptroller  General 
to  seek  a  declaratory  judgment  in  the  U.S.  District  Court  for  the 
District  of  Columbia.  This  proceeding  is  to  be  commenced  within  60 
days  of  the  date  of  enactment  of  the  bill. 

If  the  court  determines  that  the  $50,000  limit  on  acreage  reduc- 
tion payments  applies  both  to  cash  and  in  kind  payments,  produc- 
ers will  not  be  eligible  for  the  special  income  tax  treatment  pro- 
vided for  the  1984  wheat  program  by  the  amendment  to  the  extent 
that  they  receive  acreage  reduction  payments  in  excess  of  $50,000. 
In  such  cases,  PIK  payments  eligible  for  the  special  tax  treatment 
will  be  equal  to  the  excess  of  the  maximum  authorized  acreage  re- 
duction payment  over  the  amount  of  such  cash  payments  received 
by  the  producer.  For  purposes  of  this  determination,  the  value  of  in 
kind  commodities  will  be  equal  to  their  fair  market  value  (based 
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upon  the  value  of  like  commodities  in  the  locality  of  the  recipient's 
farm)  on  the  date  of  receipt  (or  constructive  receipt). 

The  bill  also  provides  that  the  income  tax  treatment  of  coopera- 
tives is  not  to  be  affected  by  any  determination  in  the  declaratory 
judgment  proceeding  (i.e.,  as  a  result  of  disqualification  of  any  PIK 
payment  accepted  by  the  cooperative  on  behalf  of  a  member  or 
patron).  Also,  availability  of  the  special  estate  tax  provisions  (sees. 
2032A  and  6166)  is  not  to  be  affected. 

The  special  tax  treatment  previously  accorded  participants  in  the 
1983  PIK  program  (including  that  accorded  producers  of  winter 
wheat  that  would  be  planted  in  1983  and  harvested  in  1984  but  for 
PIK  participation)  is  not  to  be  affected  by  any  court  decision  as  to 
whether  payments  over  $50,000  made  in  the  1983  program  were  au- 
thorized by  applicable  agriculture  acts.  This  is  true  even  though 
the  holding  of  the  court  may  be  that  the  payments  were  not  au- 
thorized by  the  applicable  agriculture  acts. 

Effective  Date 

The  income  tax  provisions  of  the  bill  apply  to  wheat  payments 
received  in  the  1984  PIK  program;  the  estate  tax  amendments 
apply  to  land  withdrawn  from  production  in  that  program. 

Revenue  Effect 

Based  upon  information  provided  by  the  Department  of  Agricul- 
ture, the  bill  is  estimated  to  reduce  budget  receipts  by  $7  million  in 
fiscal  year  1984,  and  by  $8  million  in  fiscal  year  1985.  Budget  re- 
ceipts are  estimated  to  increase  by  $15  million  in  fiscal  year  1986 
as  a  result  of  the  bill. 


H.  Effective  Date  for  1978  Revenue  Act  Rules  on  Taxation  of 
Unemployment  Compensation  Benefits  (Sec.  807  of  the  bill) 

Present  Law 

Prior  to  the  Revenue  Act  of  1978,  unemployment  compensation 
paid  under  most  government  programs  was  excludable  from  gross 
income  under  a  series  of  Internal  Revenue  Service  rulings  dating 
from  1938. 1  Section  112  of  the  Revenue  Act  of  1978  made  includible 
a  portion  of  unemployment  compensation  benefits  paid  pursuant  to 
government  programs  to  taxpayers  who  have  substantial  income 
during  the  year  (Code  sec.  85). 

Under  the  1978  legislation,  gross  income  included  the  lesser  of 
the  amount  of  unemployment  compensation  or  one-half  of  the 
excess  of  (1)  the  sum  of  the  taxpayer's  adjusted  gross  income,  all 
unemployment  compensation  paid  pursuant  to  government  pro- 
grams, and  all  disability  income  of  the  type  eligible  for  exclusion 
from  income  under  Code  section  105(d)  (now  repealed),  over  (2)  the 
taxpayer's  base  amount.  The  Economic  Recovery  Tax  Act  of  1981 
(sec.  103(c)(1))  modified  the  includible  amount  by  adding  to  the 
items  in  (1)  above  the  amount  allowed  under  the  deduction  for  two- 
earner  married  couples.  (Any  social  security  benefits  otherwise  in- 
cluded in  adjusted  gross  income  under  the  Social  Security  Amend- 
ments of  1983  are  not  included  in  adjusted  gross  income  for  pur- 
poses of  determining  taxable  unemployment  compensation.)2 

The  Revenue  Act  of  1978  provides  that  the  unemployment  com- 
pensation taxation  provisions  apply  to  payments  of  unemployment 
compensation  made  after  1978,  in  taxable  years  ending  after  1978, 
Thus,  benefits  paid  in  1979  and  later  years  may  be  subject  to 
income  tax  even  if  attributable  to  periods  of  unemployment  before 
1979. 

Reasons  for  Change 

The  committee  believes  that  it  is  inappropriate  to  include  in 
income  any  unemployment  compensation  benefits  attributable  to 
weeks  of  unemployment  beginning  before  December  1,  1978,  since 
such  benefits  may  be  for  periods  of  unemployment  occurring  well 


1  See  I.T.  3230,  1938-2  C.B.  136  (payments  by  a  State  agency  out  of  funds  received  from  the 
!    Federal  Unemployment  Trust  Fund);  Rev.  Rul.  55-652,  1955-2  C.B.  21  (unemployment  compensa- 
I    tion  payments  to  Federal  employees  by  State  or  Federal  agencies);  Rev.  Rul.  70r280,  1970-1  C.B. 
(    13  (payments  by  a  State  agency  out  of  funds  received  from  the  Federal  Unemployment  Trust 
j    Fund);  Rev.  Rul.  73-154,  1973-1  C.B.  40  (unemployment  compensation  payments  made  under  the 
j    Unemployment  Compensation  Act  of  1971);  Rev.  Rul.  76-63,  1976-1  C.B.  14  (unemployment  com- 
pensation benefits  paid  under  the  Emergency  Jobs  and  Unemployment  Assistance  Act  of  1974 
and  the  Emergency  Unemployment  Compensation  Act  of  1974);  Rev.  Rul.  76-144,  1976-1  C.B.  17 
(payments  made  under  the  Disaster  Relief  Act  of  1974);  and  Rev.  Rul.  76-229,  1976-1  C.B.  19 
(trade  readjustment  allowances  paid  under  the  Trade  Act  of  1974). 

2  Social  Security  Amendments  of  1983  (the  Amendments),  sec.  121(f)(1)-  The  Amendments  also 
repeal  former  Code  sec.  105(d)  and  delete  the  reference  to  Code  sec.  105(d)  disability  income  in 
Code  sec.  85  (Amendments,  sees.  122(b)  and  122(cX2)). 
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before  the  unemployment  compensation  taxation  provisions  were 
enacted.  Accordingly,  the  provision  amends  the  Revenue  Act  of 
1978  so  that  the  unemployment  compensation  taxation  provisions 
apply  to  payments  of  unemployment  compensation  benefits  made 
after  1978,  except  payments  for  weeks  of  unemployment  ending 
before  December  1, 1978. 

Explanation  of  Provision 

The  provision  amends  the  Revenue  Act  of  1978  to  provide  that 
the  provisions  of  that  Act  making  includible  in  gross  income  cer- 
tain amounts  of  unemployment  compensation  benefits  apply  to 
payments  of  unemployment  compensation  made  after  1978,  except 
payments  for  weeks  of  unemployment  ending  before  December  1, 
1978. 

The  provision  permits  taxpayers  who  are  entitled  as  a  result  of 
the  amendment  made  by  the  provision  to  a  credit  of  any  overpay- 
ment or  refund,  but  for  the  operation  of  the  statute  of  limitations 
or  another  rule  of  law  (including  res  judicata),  to  obtain  the  credit 
or  refund  by  filing  a  claim  for  it  before  the  close  of  the  one-year 
period  beginning  on  the  date  of  enactment. 

Effective  Date 

The  provision  is  effective  on  enactment. 

Revenue  Effect 

The  amendment  made  by  the  provision  is  estimated  to  result  in 
refunds  or  credits  of  less  than  $1  million. 


I.  Tax  Refunds  Relating  to  Traveling  Expenses  Incurred  in  1970- 
74  for  Employment  at  North  Dakota  Anti-Ballistic  Missile  Site 
(Sec.  808  of  the  bill  and  sec.  162  of  the  Code) 

Present  Law 

Present  law  allows  a  deduction  for  ordinary  and  necessary  ex- 
penses paid  or  incurred  in  carrying  on  a  trade  or  business  (Code 
sec.  162).  Traveling  expenses  which  meet  these  general  require- 
ments are  deductible  if  incurred  while  away  from  home  in  the  pur- 
suit of  a  trade  or  business.  For  these  purposes,  traveling  expenses 
include  transportation  fares  as  well  as  amounts  expended  for  meals 
and  lodging,  other  than  amounts  which  are  lavish  or  extravagant 
under  the  circumstances  (sec.  162(a)(2);  Treas.  Reg.  sec.  1.162-2(a)). 
No  deduction  is  allowed  for  personal,  living,  or  family  expenses,  in- 
cluding the  cost  of  commuting  to  and  from  work. 

Traveling  expenses  are  considered  to  be  incurred  while  away 
from  home  in  several  different  situations.  One  such  situation  is 
when  the  traveling  expenses  are  incurred  in  connection  with  tem- 
porary employment  and  the  taxpayer  has  a  regular  or  principal 
place  of  business  (or,  in  its  absence,  a  regular  place  of  abode)  away 
from  which  the  temporary  employment  takes  place.  The  term  tem- 
porary for  this  purpose  generally  is  defined  by  the  Internal  Reve- 
nue Service  and  the  majority  of  courts  to  mean  employment  which 
can  reasonably  be  expected  to  last  only  for  a  short  period  of  time. 
By  contrast,  traveling  expenses  incurred  in  connection  with  em- 
ployment which  is  considered  to  be  of  indefinite  or  indeterminate 
duration  generally  are  not  deductible.  On  numerous  occasions,  the 
courts  have  considered  the  issue  of  whether  a  particular  taxpayer's 
employment  is  temporary  or  indefinite  in  nature. 1 

In  a  1979  case,  Frederick  v.  United  States,2  the  U.S.  Court  of  Ap- 
peals for  the  Eighth  Circuit  upheld  a  district  court  ruling  that  a 
taxpayer's  employment  as  a  carpenter  at  an  antiballistic  missile 
project  in  Nekoma,  North  Dakota,  during  the  years  1970  through 
1973,  was  temporary  and,  therefore,  that  the  taxpayer's  associated 
transportation  expenses  were  deductible.  The  District  Court  had 
reasoned  that  because  of  the  seasonal  nature  of  the  employment 
and  numerous  lay-offs  during  construction,  the  taxpayer  had  rea- 
sonably expected  to  be  employed  on  the  project  for  a  temporary 
period  only.  The  Internal  Revenue  Service  has  stated  that  it  will 
not  follow  the  Frederick  decision  outside  the  Eighth  Circuit.3 


1  See,  e.g.,  Peurifoy  v.  Comm'r,  358  U.S.  59  (1958);  Kasun  v.  U.S.  671  F.2d  1059  (7th  Cir.  1982); 
Clark  v.  Comm'r,  46  T.C.M.  964  (1983);  Blankenship  v.  Comm'r,  39  T.C.M.  91  (1979).  See  also  Rev. 
Rul.  83-82,  1983-1  C.B.  45;  Rev.  Rul.  60-189,  1960-1  C.B.  60. 

2  79-2  U.S.T.C.  para.  9529  (8th  Cir.  1979),  affg  78-2  U.S.T.C.  para.  9774  (N.D.  1978). 

3  See  Rev.  Rul.  80-333,  1980-2  C.B.  60. 
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Reasons  for  Change 

As  described  above,  in  the  Frederick  case  the  Eighth  Circuit 
upheld  a  trial  court's  finding  that  the  employment  of  a  taxpayer- 
carpenter  involved  in  that  case  at  the  Nekoma,  North  Dakota  anti- 
ballistic  missile  site  was  temporary,  and  that  the  taxpayer  could 
deduct  transportation  expenses  associated  with  his  employment. 
The  committee  understands  that  other  employees  working  at  the 
same  missile  site  claimed  deductions  on  their  returns  for  traveling 
expenses  paid  between  1970  to  1974,  but  were  not  parties  to  the  liti- 
gation and  are  now  barred  by  the  statute  of  limitations  from  filing 
refund  claims  on  the  basis  of  the  1979  court  decision.  The  commit- 
tee believes  that,  in  light  of  the  unusual  circumstances  of  employ- 
ment during  the  1970-1974  construction  period  at  the  Nekoma, 
North  Dakota  missile  site,  other  employees  who  worked  on  the  con- 
struction project  should  be  granted  the  same  tax  treatment  with 
respect  to  traveling  expenses  as  the  taxpayer-carpenter  in  the 
court  case.  The  provision  is  addressed  to  these  special  circum- 
stances and  is  not  intended  to  serve  as  precedent  for  resolving 
issues  as  to  whether  instances  of  employment  other  than  that  spe- 
cifically addressed  by  the  provision  are  temporary  for  purposes  of 
the  business  expense  deduction. 

Explanation  of  Provision 

The  provision  provides  a  statutory  rule  for  the  income  tax  treat- 
ment of  certain  transportation  and  traveling  expenses  incurred  in 
connection  with  employment  at  the  antiballistic  missile  project 
near  Nekoma,  North  Dakota. 

Under  the  provision,  employment  at  the  Nekoma,  North  Dakota 
antiballistic  missile  project  is  treated  as  temporary,  for  purposes  of 
the  business  deduction  rules,  with  respect  to  transportation  and 
traveling  expenses  meeting  three  requirements.  These  require- 
ments are:  (1)  the  expenses  are  otherwise  deductible  as  a  business 
expense  under  Code  section  162(a);  (2)  the  expenses  were  paid  or  in- 
curred after  1969  and  before  1975;  and  (3)  the  expenses  were 
claimed  on  a  tax  return  filed  for  any  taxable  year  which  includes 
any  portion  of  the  period  described  in  (2).  If  these  requirements  are 
satisfied,  traveling  and  transportation  expenses  incurred  in  connec- 
tion with  employment  at  the  Nekoma,  North  Dakota  antiballistic 
missile  project  are  deductible  under  the  business  deduction  rule 
permitting  the  deduction  of  certain  expenses  incurred  in  connec- 
tion with  temporary  employment. 

In  addition,  the  amendment  permits  taxpayers  who  would  be  en- 
titled as  a  result  of  the  provision  to  a  credit  of  any  overpayment  or 
refund,  but  for  the  operation  of  the  statute  of  limitations  or  an- 
other rule  of  law  (including  res  judicata),  to  obtain  the  credit  or 
refund  by  filing  a  claim  for  it  within  one  year  after  the  date  of  en- 
actment. 

Effective  Date 

The  provision  applies  to  taxable  years  ending  after  1969,  with  re- 
spect to  expenses  paid  or  incurred  after  1969  and  before  1975. 
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Revenue  Effect 

The  amendment  made  by  the  provision  is  estimated  to  result 
credits  or  refunds  of  less  than  $1  million. 
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J.  Nonimposition  of  Interest  and  Penalties  on  Tax  Liability  With 
Respect  to  Home  Won  as  Prize  and  Designed  for  Handicapped 
Foster  Child  of  the  Taxpayer  (Sec.  809  of  the  bill) 

Present  Law 

Under  present  law,  gross  income  generally  includes  amounts  re- 
ceived as  prizes,  such  as  cash  or  property  won  in  a  lottery,  sweep- 
stakes, or  other  contest  (Code  sec.  74(a)). 

Reasons  for  Change 

The  committee  has  become  aware  of  a  situation  in  which  the 
mother  of  a  handicapped  foster  child  won  a  $75,000  house  in  a  con- 
test involving  more  than  one  million  entries.  The  developer 
custom-built  the  house  to  meet  the  needs  of  the  13-year-old  boy, 
who  has  had  kidney  and  heart  surgery  and  is  paralyzed.  The  tax- 
payer was  unable  to  obtain  a  mortgage  on  the  house  to  timely  pay 
the  entire  tax  liability  due  with  respect  to  inclusion  of  the  fair 
market  value  of  the  house  in  her  gross  income,  because  of  her  low 
salary  as  a  school  computer  operator,  and  has  been  unable  to  work 
out  a  schedule  for  installment  payment  of  the  tax  liability  which  is 
acceptable  to  the  IRS.  As  a  result,  a  lien  has  been  placed  on  the 
house,  and  she  may  be  forced  to  sell  it. 

The  committee  also  understands  that  a  donor  has  offered,  as  an 
act  of  private  charity,  to  pay  the  tax  liability  resulting  from  inclu- 
sion of  the  house  in  gross  income,  but  not  any  interest  or  penalties 
imposed  for  prior  nonpayment  of  that  liability  (understood  to 
amount  to  about  $20,000).  Under  these  circumstances,  the  commit- 
tee believes  that  it  would  not  be  appropriate  to  impose  interest  and 
penalties  with  respect  to  the  tax  liability  to  be  paid  by  the  charita- 
ble-minded donor  so  that  the  handicapped  child  may  continue  to 
live  in  the  house  which  was  specially  designed  to  meet  his  needs. 

Explanation  of  Provision 

Under  the  provision,  no  interest,  penalty,  or  similar  addition  to 
tax  is  payable  on  the  amount  of  Federal  income  tax  (computed 
without  regard  to  such  amounts)  attributable  to  receipt  of  a  resi- 
dence won  as  a  prize,  where  certain  conditions  apply,  but  only  if 
such  tax  liability  (as  so  computed)  is  paid  within  one  year  after  the 
date  of  enactment  of  the  provision.  The  provision  only  applies  to  a 
residence  which  (1)  was  won  by  the  taxpayer  in  a  local  radio  con- 
test; (2)  was  specially  designed  to  meet  the  needs  of  a  handicapped 
foster  child  of  the  taxpayer;  (3)  is  the  principal  residence  (within 
the  meaning  of  sec.  1034)  of  the  taxpayer;  and  (4)  had  a  lien  placed 
on  it  by  the  Internal  Revenue  Service  on  May  24,  1983,  after  an 
Internal  Revenue  Service  supervisor  had  overruled  two  payment 
schedules  negotiated  with  the  taxpayer  for  the  payment  of  taxes, 
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interest,  and  penalties  on  income  attributable  to  such  residence  for 
the  taxpayer's  1980  taxable  year. 

Effective  Date 

The  provision  is  effective  on  enactment. 

Revenue  Effect 

The  provision  is  estimated  to  have  a  negligible  effect  on  budget 
receipts. 


i 

i 


K.  Amendments  With  Respect  to  the  Tax  Treatment  of  Regulated 
Investment  Companies  (Sec.  810  of  the  bill  and  sees.  851-52  of 
the  Code) 

Present  Law 

General  rules 

Regulated  investment  companies. — Under  present  law,  a  regulat- 
ed investment  company  (RIC)  is  treated,  in  essence,  as  a  conduit  for 
tax  purposes.  If  a  corporation  qualifies  as  a  RIC,  it  is  allowed  a  de- 
duction for  dividends  paid  (or  deemed  paid)  to  its  shareholders. 
Thus,  a  corporate  level  tax  on  such  earnings  is  not  payable. 

In  order  for  a  corporation  to  be  a  RIC,  it  must  meet  several  re- 
quirements. 

First,  a  RIC  must  be  a  domestic  corporation  which  (1)  at  all  times 
during  the  taxable  year  is  registered  under  the  Investment  Compa- 
ny Act  of  1940,  as  amended,  either  as  a  management  company  or 
as  a  unit  investment  trust,  or  (2)  which  is  a  common  trust  fund 
which  meets  certain  requirements.1 

Second,  the  corporation  must  elect  RIC  status  for  the  taxable 
year  (or  has  made  such  an  election  for  a  previous  taxable  year). 

Third,  the  corporation  must  not  be  a  personal  holding  company 
for  the  taxable  year. 

Fourth,  the  corporation  must  meet  certain  gross  income  and  in- 
vestment requirements.  In  general,  at  least  90  percent  of  the  corpo- 
ration's gross  income  must  be  derived  from  dividends,  interest,  cer- 
tain payments  with  respect  to  securities  loans,  and  gains  from  the 
sale  or  other  disposition  of  stock  or  securities.  In  addition,  less  than 
30  percent  of  its  gross  income  can  be  derived  from  the  sale  or  other 
disposition  of  stock  or  securities  held  for  less  than  three  months. 
At  the  close  of  any  quarter,  at  least  50  percent  of  its  total  assets 
must  be  represented  by  cash,  cash  items,  government  securities, 
government  securities  of  other  RICs,  and  certain  other  securities. 
Not  more  than  25  percent  of  the  value  of  the  total  assets  of  the  cor- 
poration can  be  invested  in  securities  (other  than  government  secu- 
rities or  securities  of  other  RICs)  of  any  one  issuer,  or  of  two  or 
more  issuers  controlled  by  the  taxpayer  and  determined  to  be  en- 
gaged in  the  same,  similar,  or  a  related  trade  or  business. 

Fifth,  a  RIC  must  distribute  at  least  90  percent  of  its  investment 
company  taxable  income  for  the  taxable  year  (determined,  in  gen- 
eral, without  regard  to  the  dividends  paid  deduction),  and  90  per- 
cent of  the  amount  of  its  tax  exempt  interest  income  over  the  de- 
ductions allocable  to  such  exemption  (and  disallowed  as  deductions 
for  that  reason). 


1  These  requirements  are  that  the  corporation  be  a  common  trust  fund  or  similar  fund  ex- 
cluded by  section  3(c)(3)  of  the  Investment  Company  Act  of  1940  from  the  definition  of  "invest- 
ment company"  and  not  included  in  the  definition  of  common  trust  fund  by  Code  section  584(a). 
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As  indicated  above,  if  a  corporation  qualifies  as  a  RIC,  it  is  al- 
lowed a  deduction  for  distributions  paid  to  its  shareholders.  The 
RIC  shareholder  is  taxed  on  the  amount  of  dividends  received  or 
deemed  received.  Special  rules  apply  with  respect  to  capital  gains 
income  and  exempt-interest  dividends. 

If  any  of  the  requirements  for  RIC  status  are  not  met  for  the  tax- 
able year,  then  the  RIC  is  taxed  as  a  corporation  for  that  taxable 
year  and  is  not  entitled  to  the  special  RIC  deduction  for  dividends 
paid. 

Personal  holding  companies. — Personal  holding  companies  are 
subject  to  a  special  50  percent  tax  on  their  undistributed  personal 
holding  company  income.  In  general,  a  personal  holding  company 
is  any  corporation,  other  than  certain  types  of  corporations,2  at 
least  60  percent  of  the  adjusted  ordinary  gross  income  which  is 
dividends,  interest,  rents,  royalties,  or  other  types  of  passive 
income.  In  addition,  at  any  time  during  the  last  half  of  the  taxable 
year,  more  than  50  percent  of  the  value  of  the  corporation's  out- 
standing stock  must  be  owned  (directly  or  indirectly)  by  or  for  not 
more  than  five  individuals.3  Certain  attribution  rules  apply  to  de- 
termine the  number  of  shareholders  in  a  PHC. 

Accounting  for  short-term  government  obligations 

In  the  case  of  any  short-term  obligation  of  the  United  States,  a 
state,  or  any  possession  of  the  United  States,  or  any  political  subdi- 
vision of  the  foregoing,  or  the  District  of  Columbia,  issued  at  a  dis- 
count and  redeemable  at  maturity  without  interest,  the  amount  of 
the  issue  discount  is  deemed  to  accrue  at  the  earlier  of  the  date  the 
obligation  is  paid  at  maturity,  or  the  date  the  obligation  is  sold  or 
otherwise  disposed  of.  For  this  purpose,  an  obligation  is  a  short- 
term  obligation  if  it  has  a  fixed  maturity  date  not  exceeding  one 
year  from  the  date  of  issue.  Thus,  with  respect  to  such  obligations, 
accrual  basis  taxpayers  are  not  taxable  on  the  discount  until  the 
obligation  matures. 

Reasons  for  Change 

The  recent  enactment  of  the  Subchapter  S  Revision  Act  of  1982 
allows  a  personal  holding  company  (PHC)  to  elect  subchapter  S 
status  and  thereby  have  its  income  taxed  directly  to  the  sharehold- 
ers without  the  imposition  of  a  corporate  tax.  The  subcommittee 
believes  that  a  PHC  should  also  be  able  to  elect  regulated  invest- 
ment company  (RIC)  status  so  that  its  earnings  may  be  taxed  to  the 
shareholders  rather  than  the  corporation. 

The  subcommittee  is  concerned  that  operating  corporations 
would  accumulate  earnings  and  profits  as  a  regular  corporation, 
sell  its  operating  assets,  invest  the  profits  in  passive  investment 
assets,  and  then  elect  one  of  the  types  of  entities  that  is  treated  as 
a  conduit  for  tax  purposes.  In  such  a  case,  the  shareholders,  in  es- 
sense,  are  able  to  change  their  holdings  from  operating  assets  into 


2  The  corporations  excluded  from  the  definition  of  personal  holding  company  include  tax- 
exempt  corporations,  banks,  savings  and  loans,  life  insurance  companies,  certain  lending  or  fi- 
nance companies,  certain  foreign  held  corporations,  and  small  business  investment  companies. 

3  For  this  purpose,  a  trust  created  or  organized  in  the  United  States  and  forming  part  of  a 
qualified  stock  bonus,  pension,  or  profit  sharing  plan  and  certain  private  foundations  are  includ- 
ed in  the  definition  of  individual. 
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investment  assets  without  distributing  the  earnings  from  the  oper- 
ating activities.  For  this  reason,  the  Subchapter  S  Revision  Act  of 
1982  limited  the  use  of  subchapter  S  by  corporations  with  both  pas- 
sive income  and  undistributed  corporate  earnings  accumulated 
when  it  was  not  an  S  corporation.  Similarly,  the  Tax  Reform  Act  of 
1976  limited  the  use  of  the  corporate  merger  rules  involving  invest- 
ment companies.  Consistent  with  the  concepts  of  those  pieces  of 
legislation,  the  subcommittee  also  believes  that  a  corporation  with 
earnings  which  accumulate  while  the  corporation  did  not  have  RIC 
status  have  not  been  taxed  to  their  shareholders  should  not  be  able 
to  elect  RIC  status  and  thereby  exempt  themselves  from  corporate 
tax  in  the  absence  of  a  shareholder  tax  on  these  prior  earnings. 

Finally,  the  committee  believes  that  a  RIC  should  be  able  to  ac- 
count for  issue  discount  on  short-term  government  obligations  on 
the  accrual  basis.  This  method  is  consistent  with  the  method  used 
by  RICs  in  accounting  for,  and  computing  distributions  to,  share- 
holders. 

Explanation  of  Provision 
Qualification  of  a  RIC 

The  bill  repeals  the  prohibition  of  present  law  which  denies  eligi- 
bility for  RIC  status  to  a  personal  holding  company  (PHC).  Howev- 
er, the  undistributed  investment  company  taxable  income  of  any 
RIC  which  is  a  PHC  will  be  subject  to  tax  at  the  highest  corporate 
rate  (presently  46  percent). 

The  bill  also  provides  that  no  corporation  may  qualify  for  treat- 
ment as  a  RIC,  for  any  taxable  year,  unless  (1)  the  RIC  provisions 
applied  to  the  company  for  all  taxable  years  ending  after  Novem- 
ber 8,  1983,  or  (2)  at  the  close  of  the  taxable  year,  the  company  had 
no  accumulated  earnings  and  profits  from  a  taxable  year  in  which 
it  was  not  subject  to  the  RIC  provision.  Thus,  in  the  future,  any 
corporation  with  accumulated  earnings  and  profits  attributable  to 
a  non-RIC  year  will  be  ineligible  to  elect  RIC  status  without  a  dis- 
tribution of  those  earnings. 

The  bill  provides  rules  to  allow  a  company  to  be  eligible  to  be 
treated  as  a  RIC,  notwithstanding  the  new  E&P  rule,  for  any  tax- 
able year  subsequent  to  a  taxable  year  with  respect  to  which  it  is 
determined  that  the  RIC  qualification  requirements  were  not  met. 
Under  these  rules,  a  corporation  may  requalify  as  a  RIC  if  the  cor- 
poration, within  90  days  after  a  determination4  is  made,  distributes 
property  in  an  amount  equal  to  the  accumulated  earnings  and  prof- 
its (as  of  the  determination  date)  attributable  to  the  non-RIC  year,5 


4  The  term  "determination"  includes  a  final  court  decision,  a  closing  agreement,  or  other 
agreement  between  the  Internal  Revenue  Service  and  the  company.  The  committee  expects  that 
the  Internal  Revenue  Serice  will  establish  a  procedure  to  determine  the  amount  of  the  compa- 
ny's earnings  and  profits  attributable  to  non-RIC  years  by  the  time  of  the  determination  date 
and  to  extend  the  90-day  period  if  the  company  and  the  Internal  Revenue  Service  cannot  agree 
on  such  earnings  and  profits  until  such  time  as  there  is  a  resolution  of  that  amount  by  agree- 
ment among  the  parties  or  by  a  final  court  decision.  Moreover,  where  a  company  determines 
that  it  did  not  qualify  as  a  RIC  for  a  year  and  determines  its  tax  liability  and  distributed  its 
earnings  and  profits  accordingly,  but  it  is  later  determined  that  the  company  had  additional 
earnings  and  profits  from  that  non-RIC  year,  the  committee  expects  that  the  Internal  Revenue 
Service  will  make  determination  in  order  that  these  subsequently  determined  earnings  and  prof- 
its may  be  timely  distributed. 

5  The  accumulated  earnings  and  profits  from  a  non-RIC  year  is  the  earnings  and  porofits  from 
the  non-RIC  years  reduced  by  a  deficit  in  earnings  and  profits  subsequent  to  the  non-RIC  year 
and  before  the  determination  date. 
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less  any  interest  charge.  The  distribution  must  be  designated  as 
being  taken  into  account  for  the  disqualified  year  and  will  not  be 
deductible  in  computing  the  taxable  income  of  the  company.  The 
interest  charge  is  computed  for  the  period  from  the  filing  date  for 
the  disqualified  year  to  the  determination  date  on  an  amount  equal 
to  50  percent,  (i.e.,  the  highest  rate  of  tax  applicable  to  individuals) 
of  the  E&P  for  the  non-RIC  year.  The  period  of  limitation  on  as- 
sessment and  collection  of  the  interest  will  be  determined  as  if  the 
interest  arose  from  a  tax  imposed  in  the  year  the  determination  is 
made.  These  procedures  will  not  apply  in  the  case  of  fraud. 

Accounting  for  short-term  government  obligations 

The  bill  provides  that  the  issue  discount  accruing  with  respect  to 
any  short-term  government  obligation  will  be  taxable  to  the  RIC  as 
it  accrues,  if  the  company  so  elects  in  a  manner  prescribed  by  the 
Internal  Revenue  Service.  This  provision  permits  RICs  to  conform 
the  income  tax  accounting  rules  for  short-term  government  obliga- 
tions with  the  book  accounting  methods. 

Effective  Dates 

The  new  RIC  qualification  rules  will  apply  to  taxable  years  be- 
ginning after  December  31,  1982.  In  the  case  of  any  corporation 
which  was  a  RIC  for  any  taxable  year  ending  before  November  8, 
1983,  earnings  and  profits  from  any  taxable  year  ending  before 
that  date  shall  be  disregarded  in  applying  the  new  E&P  require- 
ment. Also,  in  the  case  of  any  corporation  beginning  business  in 
1983,  E&P  from  that  initial  year  shall  be  disregarded  in  applying 
this  rule. 

The  accounting  rule  will  apply  to  taxable  years  beginning  after 
December  31,  1978. 

Revenue  Effect 

The  provisions  of  the  bill  are  estimated  to  have  a  negligible 
effect  on  budget  receipts. 


L.  Federal  Unemployment  Tax  Act  Treatment  of  Tip  Income  (Sec. 
806  of  the  Bill  and  Sec.  3306  of  the  Code) 

Present  Law 

The  Federal  Unemployment  Tax  Act  (FUTA)  imposes  a  mini- 
mum, net  Federal  payroll  tax  of  0.8  percent  on  the  first  $7,000  in 
wages  paid  annually  to  each  employee.  Under  current  law,  tip 
income  is  considered  wages  for  purposes  of  FUTA  only  to  the 
extent  that: 

(1)  it  is  paid  directly  to  the  employee  by  the  patron  (tips 
charged  on  a  credit  card  are  not  considered  to  have  been  paid 
directly  to  the  employee);  and 

(2)  the  tip  income  is  reported  by  the  employee  to  the  employ- 
er in  writing;  and 

(3)  the  tip  income  is  used  by  the  employer  to  satisfy  the 
minimum  wage  rate  applicable  to  the  employee  under  the  Fair 
Labor  Standards  Act. 

Reasons  for  Change 

Generally,  State  unemployment  insurance  laws  provide  unem- 
ployment insurance  coverage  only  for  employment  covered  by 
FUTA.  If  wages  are  subject  to  FUTA,  they  are  generally  subject  to 
State  unemployment  insurance  tax  and  can  be  used  by  the  employ- 
ee as  qualifying  wages  for  purposes  of  determining  eligibility  for 
unemployment  benefits  and  the  amount  and  duration  of  such  bene- 
fits. 

Under  current  law,  only  a  portion  of  tip  income  is  considered 
wages  subject  to  the  FUTA  tax.  Under  most  States'  unemployment 
insurance  laws,  tip  income  excluded  from  FUTA  tax  cannot  be 
used  by  the  employee  to  establish  eligibility  for  unemployment 
benefits.  By  expanding  FUTA  coverage  to  all  reported  tip  income, 
including  charged  tips,  it  is  anticipated  that  State  unemployment 
insurance  laws  will  be  amended  to  include  all  reported  tip  income 
as  taxable  wages  and  qualifying  wages.  Such  a  change  in  State 
laws  will  improve  unemployment  insurance  protection  for  tipped 
employees. 

Explanation  of  Provision 

The  bill  provides  that  all  tip  income,  including  charged  tips,  re- 
ported by  an  employee  to  his  employer  will  be  considered  wages  for 
purposes  of  FUTA. 

Effective  Date 

The  provision  applies  to  tip  income  received  after  December  31, 
1984. 
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Revenue  Effect 

This  provision  will  increase  fiscal  year  budget  receipts  by  $16 
million  in  1985,  $26  million  in  1986,  and  $28  million  in  1987. 


M.  Qualification  of  Certain  Holding  Company  Stock  for  Install- 
ment Payment  of  Estate  Tax  (sec.  807  of  the  bill  and  sec.  6166 
of  the  Code) 

Present  Law 
Qualification  for  installment  payments 

Estate  tax  attributable  to  certain  interests  in  closely  held  busi- 
nesses may  be  paid  in  installments  over  up  to  14  years  (interest 
only  for  4  years  followed  by  up  to  10  annual  installments  of  princi- 
pal and  interest)  (Code  sec.  6166).  A  special  4-percent  interest  rate 
is  provided  for  the  first  $345,800  of  tax  (less  the  decedent's  unified 
credit)  (sec.  6601). 

An  estate  is  eligible  for  the  installment  payment  provision  if  the 
value  of  the  business  interest  equals  at  least  35  percent  of  the 
value  of  the  adjusted  gross  estate.  An  interest  in  a  corporation 
qualifies  for  the  installment  payment  provision  if  (1)  the  corpora- 
tion has  15  or  fewer  shareholders  or  (2)  the  decedent  owned  20  per- 
cent or  more  of  the  voting  stock  of  the  corporation. 

Generally,  only  directly  owned  stock  in  a  corporation  actively  en- 
gaged in  a  business  operation  is  considered  for  purposes  of  the  35- 
percent  and  20-percent  tests.  A  special  rule  permits  attribution  to  a 
decedent  of  stock  owned  by  certain  family  members;  however,  if 
this  attribution  provision  is  elected,  the  5-year  deferral  of  principal 
and  the  special  4-percent  interest  rate  are  not  available. 

Acceleration  of  unpaid  installments 

Unpaid  installments  of  tax  are  accelerated  in  certain  circum- 
stances. First,  if  cumulative  dispositions  and  withdrawals  from  the 
business  equal  50  percent  or  more  of  the  decedent's  interest,  all 
unpaid  installments  are  accelerated.  Redemptions  of  stock  under 
section  303  (relating  to  income  tax  treatment  of  certain  redemp- 
tions for  payment  of  estate  taxes)  are  not  considered  withdrawals 
for  purposes  of  the  acceleration  rules  if  an  amount  equal  to  the  re- 
demption proceeds  is  used  to  pay  Federal  estate  taxes  on  or  before 
the  due  date  of  the  first  installment  that  becomes  due  after  the 
date  of  the  redemption. 

Second,  all  unpaid  installments  are  accelerated  if  an  estate  has 
undistributed  net  income  (UNI)  in  any  year  after  the  first  install- 
ment is  due  unless  the  executor  pays  an  amount  equal  to  the  UNI. 
Third,  all  unpaid  installments  are  accelerated  if  payment  of  any  in- 
stallment is  not  made  within  6  months  after  the  due  date  of  that 
installment. 

Reasons  for  Change 

The  committee  believes  it  is  appropriate  to  permit  certain  hold- 
ing companies  to  be  pierced  to  determine  whether  an  individual 
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owned  an  interest  in  a  closely  held  business  qualifying  for  the 
estate  tax  installment  payment  provision.  However,  because  of  the 
complexity  in  applying  a  "look  through' '  rule  to  multiple  tiers  of 
corporations,  the  committee  decided  to  limit  the  provision  to  cases 
where  at  least  80  percent  of  the  value  of  the  assets  of  the  holding 
company  consist  of  stock  in  a  first-tier  active  business.  Finally,  the 
committee  determined  that  the  special  restrictions  that  apply  to 
cases  where  stock  owned  by  family  members  is  attributed  to  a  dece- 
dent also  should  apply  in  the  case  of  active  business  interests 
owned  indirectly  through  holding  companies. 

Explanation  of  Provision 
Qualification  for  installment  payments 

The  bill  permits  an  executor  to  elect  to  treat  stock  in  certain 
qualified  holding  companies  as  stock  in  an  active  business  for  cer- 
tain purposes  under  the  estate  tax  installment  payment  provision. 
This  rule  applies  only  to  stock  in  holding  companies  at  least  80  per- 
cent of  the  value  of  which  consists  of  non-readily  tradeable  stock  in 
a  first-tier  corporation  carrying  on  an  active  business.  Additionally, 
only  the  portion  of  the  value  of  the  holding  company  that  is  attrib- 
utable to  stock  in  the  first-tier  corporation  carrying  on  an  active 
business  may  be  considered;  therefore,  the  value  of  cash  or  other 
holding  company  investment  assets  is  disregarded. 

Under  the  bill,  the  value  of  voting  stock  owned  by  a  decedent  in 
qualified  holding  companies  may  be  considered  in  determining 
whether  the  decedent  owned  20  percent  or  more  of  the  voting  stock 
in  a  corporation  carrying  on  a  trade  or  business  (sec. 
6166(b)(l)(C)(i)).  The  value  of  such  voting  stock  may  also  be  consid- 
ered in  determining  whether  at  least  35  percent  of  the  value  of  the 
decedent's  adjusted  gross  estate  is  attributable  to  the  value  of  an 
interest  in  a  closely  held  business. 

Nonvoting  stock  in  a  qualified  holding  company  may  be  consid- 
ered for  purposes  of  the  35-percent  test.  On  the  other  hand,  nonvot- 
ing holding  company  stock  may  not  be  considered  in  determining 
whether  the  decedent  owned  an  interest  in  a  closely  held  business 
(i.e.,  satisfied  the  20-percent  test).  For  purposes  of  the  35-percent 
test,  the  value  of  the  holding  company  stock  that  is  treated  as 
though  it  were  stock  of  an  active  business  corporation  is  the  value 
of  such  for  Federal  estate  tax  purposes,  unaffected  by  the  treat- 
ment of  such  stock  as  stock  of  the  second  corporation. 

If  an  executor  elects  to  include  the  value  of  qualified  holding 
company  stock  under  section  6166,  the  special  4-percent  interest 
rate  and  the  5-year  deferral  of  payments  of  principal  are  not  avail- 
able. 

Acceleration  of  unpaid  installments 

Special  rules  apply  under  the  acceleration  provisions  of  section 
6166(g)  if  the  executor  makes  an  election  under  this  provision  of 
the  bill.  First,  any  disposition  of  holding  company  stock  or  with- 
drawal of  money  or  other  property  from  the  holding  company  is 
treated  as  a  disposition  or  withdrawal  from  the  closely  held  busi- 
ness qualifying  for  installment  payments.  In  addition,  if  the  quali- 
fied holding  company  disposes  of  any  of  its  active  business  stock  or 
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withdraws  money  or  other  property  from  the  business,  the  disposi- 
tion or  withdrawal  is  included  in  determining  whether  unpaid  in- 
stallments are  accelerated.  The  committee  intends  that  the  Treas- 
ury Department  will  issue  regulations  to  ensure  that  dispositions 
or  withdrawals  from  the  corporation  carrying  on  an  active  business 
are  considered  only  once  in  determining  whether  tax  is  accelerated. 

Another  special  rule  provides  that,  under  the  provision  providing 
for  acceleration  of  unpaid  installments,  if  an  estate  has  undistrib- 
uted net  income  in  any  year,  dividends  paid  to  the  qualified  hold- 
ing company  by  the  corporation  carrying  on  the  active  business  are 
treated  as  if  the  dividends  were  paid  to  the  decedent's  estate. 

Effective  Date 

This  provision  of  the  bill  applies  to  estates  of  individuals  dying 
after  the  date  of  enactment. 

Revenue  Effect 

This  provision  is  estimated  to  decrease  fiscal  year  budget  receipts 
by  $5  in  1985,  $7  in  1986,  $10  in  1987,  $12  in  1988,  and  $15  in  1989. 


N.  Dollar  Limits  on  Benefits  Under  Qualified  Pension  Plans  for 
Airline  Pilots  (sec.  of  the  bill  and  sec.  415  of  the  Code) 

Present  Law 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA) 
reduced  the  overall  limits  on  contributions  and  benefits  under 
qualified  pension,  profit-sharing,  or  stock  bonus  plans  ("qualified 
pension  plans").  In  the  case  of  a  defined  benefit  pension  plan,  the 
dollar  limit  on  annual  benefits  was  generally  reduced  from  an 
annual  benefit  of  $136,425  to  $90,000.  If  benefits  begin  before  age 
62,  TEFRA  requires  that  the  dollar  limit  be  actuarially  reduced  to 
reflect  the  value  of  early  payment.  Using  a  standard  mortality 
table  and  5  percent  interest,  the  dollar  limit  at  age  60  is  $75,240. 

Federal  regulations  require  that  commercial  airline  pilots  retire 
after  attaining  age  60. 

Reasons  for  Change 

The  committee  recognizes  that  the  TEFRA  rules  requiring  an  ac- 
tuarial reduction  in  the  dollar  limits  on  benefits  under  qualified 
pension  plans  for  retirement  before  age  62  affects  commercial  air- 
line pilots  who  are  required,  by  Federal  regulation,  to  retire  at  age 
60.  The  committee  believes  that  it  is  inappropriate  to  require  this 
actuarial  reduction  under  these  circumstances. 

Explanation  of  Provision 

Under  the  provision,  the  reduction  for  early  retirement  applies 
only  to  those  airline  pilots  whose  benefits  begin  before  age  60  and 
the  dollar  limit  for  annual  benefits  beginning  at  age  60  is  $90,000. 

Effective  Date 

The  provision  is  effective  as  if  included  in  sec.  235  of  TEFRA. 

Revenue  Effect 

This  provision  will  decrease  fiscal  year  budget  receipts  by  less 
than  $5  million  annually. 
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O.  Removal  of  Distilled  Spirits  for  Use  in  Production  of  Certain 
Nonbeverage  Wine  Without  Payment  of  Tax  (sec.  809  of  the 
bill  and  sec.  5214  of  the  Code) 

Present  Law 

An  excise  tax  equal  to  $10.50  per  proof  gallon  is  imposed  on  dis- 
tilled spirits  produced  in  or  imported  into  the  United  States  (sec. 
5001).  This  tax  is  determined  upon  removal  of  the  distilled  spirits 
from  the  distilled  spirits  plant  or  Customs  custody  (sec.  5006).  In 
certain  cases,  distilled  spirits  may  be  removed  without  payment  of 
tax  (sec.  5214).  Present  law  does  not  permit  removal  without  pay- 
ment of  tax  of  distilled  spirits  other  than  wine  spirits  or  brandy  for 
use  in  wine  production.  Therefore,  distilled  spirits  (other  than  wine 
spirits)  used  in  a  nonbeverage  wine  product  must  be  removed  tax- 
paid  and  a  claim  for  refund  made. 

Reasons  for  Change 

The  committee  determined  that  producers  of  nonbeverage  wine 
products  such  as  cooking  wine  should  be  permitted  to  use  any  type 
of  distilled  spirits  in  the  production  of  those  products  without  the 
necessity  of  paying  tax  on  removal  of  the  spirits  and  then  claiming 
a  refund.  This  treatment  will  enable  U.S.  producers  of  nonbeverage 
wine  products  to  compete  more  effectively  with  producers  of  simi- 
lar imported  goods. 

Explanation  of  Provision 

The  bill  expands  the  circumstances  under  which  distilled  spirits 
may  be  removed  from  a  distilled  spirits  plant  without  payment  of 
tax  to  permit  such  a  removal  of  any  type  of  distilled  spirits  for  use 
in  producing  nonbeverage  wine  products  (e.g.,  cooking  wine).  This 
provision  would  not  permit  the  use  of  wine  products  thereby  pro- 
duced in  any  beverage  product. 

Effective  Date 

This  provision  is  effective  on  the  date  of  the  bill's  enactment. 

Revenue  Effect 

This  provision  is  estimated  to  reduce  fiscal  year  budget  receipts 
by  less  than  $1  million  annually. 
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P.  Investment  Income  from  Subchapter  S  Corporations  (sec.  810 
of  the  bill  and  sec.  163(d)  of  the  Code) 


Present  Law 

Under  present  law,  an  individual's  deduction  for  investment  in- 
terest is  generally  limited  to  net  investment  income  plus  $10,000 
(sec.  163(d)).  Investment  income  includes  dividends,  interest,  rents 
and  royalties.  Under  the  provisions  of  subchapter  S  in  effect  prior 
to  the  Subchapter  S  Revision  Act  of  1982,  income  from  a  sub- 
chapter S  corporation  was  generally  treated  as  dividends  to  the 
shareholders,  and  a  court  held  that  such  income  qualified  as  invest- 
ment income.  The  1982  Act  provides  that  the  character  of  sub- 
chapter S  income  flows  through  to  the  shareholders,  and  therefore 
S  corporation  business  income  will  no  longer  be  treated  as  invest- 
ment income. 

Reasons  for  Change 

In  order  to  lessen  the  impact  of  the  transition  to  the  new  sub- 
chapter S  rules  for  certain  corporations,  the  committee  wishes  to 
allow  shareholders  of  S  corporations  an  additional  two  years  to 
treat  the  S  corporation  income  as  investment  income. 

Explanation  of  Provision 

The  bill  provides  that  a  shareholder  may  elect  to  treat  income  of 
a  corporation  with  a  subchapter  S  election  in  effect  for  its  last  tax- 
able year  beginning  before  1983,  as  investment  income,  for  pur- 
poses of  section  163(d),  except  to  the  extent  that  income  is  attribut- 
able to  services  of  the  taxpayer. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  in  1983  and 
1984. 

Revenue  Effect 

The  provision  will  decrease  revenues  by  a  negligible  amount. 
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Q.  Tax  Treatment  of  Certain  Nonprofit  Dependent  Care  Organiza- 
tions (Sec.  811  of  the  bill  and  sees.  170,  2055,  and  2522  of  the 
Code) 

Present  Law 

Under  present  law,  nonprofit  organizations  which  are  organized 
and  operated  exclusively  for  religious,  charitable,  educational,  or 
certain  other  purposes,  and  which  meet  certain  other  require- 
ments, are  exempt  from  Federal  income  tax  (sec.  501(c)(3)).  Contri- 
butions to  such  organizations  are  deductible  for  income,  gift,  and 
estate  tax  purposes  (sees.  170,  2055,  2522). 

The  Internal  Revenue  Service  has  recognized  that  nonprofit  day 
care  centers  may  be  eligible  for  tax  exemption  and  tax-deductible 
contributions  where  enrollment  is  based  on  the  financial  need  of 
the  family  and  the  need  of  the  child  for  the  program,  or  where  the 
center  provides  pre-school  age  children  of  working  parents  with  an 
educational  program  through  a  professional  staff  of  qualified  teach- 
ers (Rev.  Rul.  68-166,  1968-1  C.B.  223;  Rev.  Rul.  70-533,  1970-2  C.B. 
112).  Under  the  facts  involved  in  these  rulings,  the  IRS  concluded 
that  any  private  benefits  derived  by  the  parents  of  enrolled  chil- 
dren or  the  employer  of  the  parents  were  merely  incidental  to  the 
public  benefits  resulting  from  the  center's  operation,  and  hence 
were  not  inconsistent  with  tax  exemption.  Similarly,  the  Tax  Court 
has  upheld  the  tax-exempt  status  of  child  care  centers  in  circum- 
stances where  the  custodial  services  of  the  center  were  incidental 
to  its  educational  activities,1  but  not  where  the  center's  operations 
do  not  serve  the  community  as  a  whole.2 

Reasons  for  Change 

The  committee  understands  that  definitional  difficulties  have 
arisen  with  respect  to  whether  certain  nonprofit  day  care  centers 
which  provide  after-school  care  to  children  or  care  for  infants  or 
toddlers  meet  the  present  law  requirements  for  tax-exempt  status 
and  eligibility  for  tax-deductible  contributions  as  educational  or 
charitable  organizations.  Accordingly,  the  committee  believes  that 
certain  nonprofit  day  care  centers  which  make  their  services  avail- 
able to  the  general  public  should  so  qualify. 

Explanation  of  Provision 

The  bill  provides  that  the  term  "educational  purposes,"  as  used 
for  purposes  of  tax-exempt  status  under  section  501(c)(3)  and  eligi- 
bility for  tax-deductible  contributions  under  sections  170,  2055,  and 
2522,  includes  the  providing  of  care  of  children  (away  from  their 

1  San  Francisco  Infant  School,  Inc.  v.  Comm'r,  69  T.C.  957  (1978),  acq.  1978-2  C.B.  2. 

2  Bait.  Regional  Joint  Board  Health  and  Welfare  Fund  v.  Comm'r,  69  T.C.  554  (1978). 
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homes)  if  both  (1)  substantially  all  of  the  child  care  provided  by  the 
organization  is  for  the  purposes  of  enabling  individuals  to  be  gain- 
fully employed,  and  (2)  the  services  provided  by  the  organization 
are  available  to  the  general  public. 

Effective  Date 

The  amendment  made  by  this  provision  of  the  bill  is  effective  for 
taxable  years  beginning  after  the  date  of  enactment. 

Revenue  Effect 

The  provision  is  estimated  to  reduce  budget  receipts  by  less  than 
$5  million  annually. 


31-409  O  -  84  -   1 12  BK  1 


TITLE  IX— SOCIAL  SECURITY  DISABILITY  BENEFITS 
REFORM  PROVISIONS 

A.  Purpose  and  Scope 

The  committee's  bill  also  amends  Title  II  of  the  Social  Security 
Act  to  provide  for  necessary  reforms  in  the  administration  of  the 
social  security  disability  insurance  program.  The  disability  insur- 
ance program  has  attracted  substantial  Congressional  attention 
over  the  last  two  years,  primarily  because  of  the  numbers  of 
beneficiaries  whose  benefits  have  been  terminated.  The,  review  of 
current  beneficiaries  that  has  produced  these  terminations  was 
mandated  by  Congress,  but  was  accelerated  in  pace  in  March,  1981. 
There  has  been  no  suggestion  that  those  receiving  disability  bene- 
fits should  never  be  examined  again,  but  the  committee  believes 
that  the  process  over  the  last  several  years  has  resulted  in  errone- 
ous termination  of  benefits  for  at  least  some  people. 

Therefore,  the  committee's  bill  addresses  three  major  areas 
where  reform  appears  to  be  most  critically  needed:  in  the  stand- 
ards for  determining  eligibility  for  disability  benefits,  both  for  new 
applicants  and  more  particularly  for  current  beneficiaries  being  re- 
viewed; in  the  structure  of  the  administrative  process  itself;  and  in 
the  way  in  which  the  Social  Security  Adminstration  makes  disabil- 
ity policy,  both  on  its  own  initiative  and  in  conjunction  with  rul- 
ings of  the  Federal  courts.  There  are  in  addition  several  miscella- 
neous provisions  concerning  payments  to  vocational  rehabilitation 
agencies,  publication  of  policies  concerning  consultative  medical  ex- 
aminations, and  establishment  of  new  positions  for  social  security 
staff  attorneys. 

The  overall  purpose  of  the  bill  is,  first,  to  clarifly  statutory  guide- 
lines for  the  determination  process  to  insure  that  no  beneficiary 
loses  eligibility  for  benefits  as  a  result  of  careless  or  arbitrary  deci- 
sion-making by  the  Federal  government.  Second,  the  bill  is  intend- 
ed to  provide  a  more  humane  and  understandable  application  and 
appeal  process  for  disability  applicants  and  beneficiaries  appealing 
termination  of  their  benefits.  Finally,  the  bill  seeks  to  standardize 
the  Social  Security  Administration's  policy-making  procedures 
through  the  notice  and  comment  procedures  of  the  Administrative 
Procedures  Act,  and  to  make  those  procedures  conform  with  the 
standard  practices  of  Federal  law,  through  aquiescence  in  Federal 
Court  of  Appeals  rulings. 

The  committee  is  deeply  concerned  about  the  erosion  of  public 
faith  and  confidence  in  the  social  security  disability  programs,  and 
in  the  agency  as  part  of  the  Federal  government,  that  has  occurred 
as  a  result  of  the  changes  in  policies  over  the  last  several  years. 
The  guidelines  established  in  this  bill  appear  to  the  committee  to 
be  the  best  way  to  restore  confidence  in  the  program.  The  commit- 
tee believes  it  is  crucial  to  continued  public  support  for  the  social 
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security  program  as  a  whole  for  the  public  to  understand  that  the 
program  will  be  administered  according  to  the  law  rather  than  by 
constantly  shifting  and  possibly  arbitrary  policies. 

B.  Explanation  of  Provisions 
1.  Standards  of  disability  (sees.  901-903  of  the  bill) 
a.  Overview 

Sections  901-903  of  the  bill  are  designed  to  clarify  the  criteria 
that  must  be  used  in  evaluating  whether  new  applicants  or  current 
beneficiaries  are  disabled.  The  criteria  laid  out  in  present  law  are 
few,  and  brief: 

(1)  Disability  is  defined  in  Section  223(d)(1)  of  the  Social  Security 
Act  as  the  inability  to  engage  in  any  substantial  gainful  activity  by 
reason  of  a  medically  determinable  impairment  which  can  be  ex- 
pected to  result  in  death  or  to  last  at  least  12  months; 

(2)  A  second  sentence  added  in  1967  expanded  on  this  definition 
with  respect  to  the  type  of  work  an  individual  must  be  unable  to 
perform,  i.e.,  not  only  his  previous  work  but,  considering  his  age, 
education  and  work  experience,  any  work  existing  in  the  national 
economy,  regardless  of  the  existence  of  any  specific  job  he  might 
actually  be  hired  for. 

The  committee  does  not  intend  to  alter  the  current  definition, 
which  embodies  the  intent  of  Congress  that  only  those  who  are  ver- 
itably unable  to  work  are  to  be  found  eligible  for  disability  bene- 
fits. However,  it  must  be  recognized  that  determining  inability  to 
work  in  each  individual  case  must  ultimately  rest  to  some  degree 
on  the  subjective  judgment  of  the  examiner. 

In  response  to  this  inherent  subjectivity,  the  disability  determi- 
nation process  has  developed  into  an  elaborate  system  of  checks 
and  balances  designed  to  prevent  individual  judgment  from 
outweighing  national  policies  defining  who  is  totally  disabled.  The 
initial  decision  is  made  according  to  the  submitted  clinical  findings, 
a  deliberate  paper  decision  that  avoids  as  much  as  possible  the  per- 
sonal influence  of  either  the  claimant  or  of  his  physician.  The  ex- 
aminer's decision  is  then  subject  to  several  different  kinds  of  re- 
views, through  the  quality  assurance  system  and  through  a  multi- 
layered  appeals  system,  in  an  attempt  to  ensure  as  much  objectiv- 
ity as  possible  in  an  inherently  subjective  decision. 

The  process  each  examiner  follows  in  making  disability  decisions 
at  the  State  agency  level  is  known  as  the  "sequential  evaluation" 
process.  After  checking  to  see  whether  the  claimant  is  currently 
working  at  the  substantial  gainful  activity  (SGA)  level,  the  examin- 
er next  must  determine  whether  the  individual  has  a  severe  im- 
pairment; if  he  does  not,  the  process  goes  no  further. 

SSA  has  been  criticized  for  using  the  severe /non-severe  test  at 
this  stage  of  the  process  as  a  way  to  terminate  benefits,  or  deny 
initial  applications  without  fully  evaluating  the  person's  real  abili- 
ty to  work.  This  criticism  has  been  particularly  strong  in  the  case 
of  multiple  impairments,  because  the  regulations  require  that 
where  the  person  has  several  impairments,  of  which  none  are 
severe,  no  disability  can  be  found. 
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At  this  step  and  later  on  in  the  process,  current  policy  is  to  take 
subjective  evidence  of  pain  into  account  only  if  objective  medical 
data,  such  as  laboratory  tests  and  documented  case  history,  show  a 
specific  impairment  that  can  reasonably  be  concluded  to  be  causing 
the  pain.  This  policy  is  an  attempt  to  ensure  that  a  finding  of  dis- 
ability is  based  only  on  '  'medically  determinable"  impairments,  as 
required  by  the  statutory  definition,  and  to  reduce  the  level  of  sub- 
jectivity inherent  in  the  disability  determination. 

After  finding  that  the  person  has  a  severe  impairment,  the  ex- 
aminer must  determine  whether  that  impairment  matches  the  list- 
ings of  disabling  impairments  or  if,  in  combination  with  other  less 
severe  conditions,  the  total  impairment  equals  the  severity  level  in 
the  listings  (the  "meets  or  equals"  test).  If  it  does  not,  the  examiner 
must  assess  the  person's  "residual  functional  capacity" —  ability  to 
do  either  his  past  work  or  any  other  work  in  the  national  economy. 
SSA  evaluates  work  capacity  in  a  variety  of  ways,  using  all  availa- 
ble evidence  of  work  or  productive  activity  in  sheltered  workshops, 
home  settings  and  competitive  work  environments. 

This  evaluation  is  difficult  to  make  for  beneficiaries  who  have 
been  receiving  benefits  for  some  time,  particularly  for  those  with 
mental  impairments,  whose  illness  may  allow  certain  types  of  ac- 
tivity with  limited  circumstances,  but  possible  not  under  the  day  to 
day  pressure  of  a  real  job.  SSA  has  been  particularly  criticized  for 
not  giving  sufficient  weight  to  the  longitudinal  medical  and  work 
history  of  mentally  impaired  claimants. 

In  summary,  SSA's  current  policies  for  interpreting  the  defini- 
tion of  disability  place  a  heavy  emphasis  on  objective  evidence  to 
support  a  finding  of  disability.  The  sequential  evaluation  is  de- 
signed to  create  a  series  of  clear  decisions  for  the  examiner,  par- 
ticularly as  to  the  severity  of  the  impairment,  which  are  to  be 
made  based  only  on  verifiable  clinical  data,  so  that  the  subjectivity 
of  the  decision  can  be  kept  to  a  minimum. 

While  this  process  allows  tighter  control  over  the  number  of 
people  allowed  benefits,  and  therefore  over  program  costs,  it  can 
result  in  denial  of  benefits  for  people  who  cannot  be  expected  to 
work  in  view  of  their  total  condition.  The  definition  of  disability 
clearly  states  that  benefits  are  to  be  paid  to  those  who  are  unable 
to  work  because  of  severe  impairment,  not  merely  to  those  who 
meet  a  certain  impairment  level  and  incidentally  are  unable  to 
work.  The  current  procedures  thus  represent  a  compromise  be- 
tween complete  evaluation  of  every  individual's  particular  circum- 
stances, on  one  hand,  and,  on  the  other,  a  completely  objective 
"screen"  of  characteristics  which  must  be  satisfied  in  order  to  find 
a  person  disabled. 

The  committee  wishes  to  reaffirm  that  the  purpose  of  the  disabil- 
ity insurance  program  is  to  provide  benefits  only  for  those  who  are 
unable  to  work.  It  is  therefore  completely  appropriate  for  the 
Social  Security  Administration  to  periodically  review  beneficiaries 
who  are  not  deemed  to  be  permanently  disabled,  in  order  to  ensure 
that  the  law  is  being  carried  out. 

However,  the  committee  is  concerned  that  the  consideration  of 
eligibility  for  disability  benefits  be  conducted  using  criteria  that 
clearly  reflect  the  intent  of  Congress  that  all  those  who  are  unable 
to  work  receive  benefits.  It  is  of  particular  concern  that  the  Social 


1761 


Security  Administration  has  been  criticized  for  basing  terminations 
of  benefits  solely  and  erroneously  on  the  judgment  that  the  per- 
son's medical  impairment  is  "slight,"  according  to  very  strict  crite- 
ria, and  is  therefore  not  disabling,  without  making  any  further 
evaluation  of  the  person's  ability  to  work. 

The  committee  believes  that  in  the  interests  of  reasonable  ad- 
ministrative flexibility  and  efficiency,  a  determination  that  a 
person  is  not  disabled  may  be  based  on  a  judgment  that  the  person 
has  no  impairment,  or  that  the  impairment  or  combination  of  im- 
pairments are  slight  enough  to  warrant  a  presumption  that  the 
person's  work  ability  is  not  seriously  affected.  The  current  "sequen- 
tial evaluation  process"  allows  such  a  determination,  and  the  com- 
mittee does  not  wish  to  eliminate  or  seriously  impair  use  of  that 
process.  However,  the  committee  notes  that  the  Secretary  has  al- 
ready planned  to  re-evaluate  the  current  criteria  for  non-severe  im- 
pairments, and  urges  that  all  due  consideration  be  given  to  revis- 
ing those  criteria  to  reflect  the  real  impact  of  impairments  upon 
the  ability  to  work. 

It  is  also  assumed  that  the  length  of  time  the  beneficiary  has 
been  on  the  benefit  rolls  will  be  taken  into  account  in  assessing  the 
person's  residual  functional  capacity.  The  committee  is  concerned 
that  the  periodic  review  of  beneficiaries  who  are  over  age  50,  and 
who  have  been  on  the  benefit  rolls  for  some  period  of  time,  may 
result  in  termination  of  benefits  for  many  in  that  age  group  who 
realistically  cannot  be  expected  to  re-enter  the  work  force  given 
their  age  and  length  of  time  in  receipt  of  benefits.  Therefore,  the 
committee  directs  the  Secretary  to  re-evaluate  the  consideration 
given  in  the  determination  process  for  such  beneficiaries  to  past 
relevant  work,  in  order  to  ensure  that  older  beneficiaries  who  have 
been  receiving  benefits  for  several  years  are  carefully  reviewed  for 
realistic  ability  to  work. 

The  committee  is  also  concerned  that  the  evaluation  of  the  per- 
son's ability  to  work  be  made  in  a  context  that  accurately  reflects 
the  capacity  to  work  in  a  normal,  competitive  environment.  Such 
an  evaluation  does  not  necessarily  require  a  full  "work  evaluation" 
by  a  vocational  expert  in  each  case,  although  such  evaluations  are 
desirable  and  should  be  used  wherever  feasible  where  the  addition- 
al information  provided  by  such  evaluations  would  be  helpful  in  de- 
ciding close  cases.  The  committee  particularly  urges  that  such  eval- 
uations should  be  used  if  at  all  possible  in  cases  of  mental  impair- 
ment, where  necessary  to  aid  in  determining  eligibility  in  "border- 
line" cases,  at  the  point  in  the  sequential  evaluation  process  where 
such  evaluations  would  normally  be  done  under  current  policy. 

It  is  also  important  in  such  cases  to  evaluate  the  person's  entire 
work  history,  rather  than  to  examine  only  recent  evidence  of  work 
activity,  in  order  to  determine  whether  the  person  can  really 
engage  in  substantial  gainful  activity.  The  committee  emphasizes 
that  in  any  evaluation  of  work  activity,  the  presence  of  work  in  a 
sheltered  setting  or  workshop  cannot  in  and  of  itself  be  used  as 
conclusive  evidence  of  ability  to  work  at  the  substantial  gainful  ac- 
tivity level.  Such  work  may  be  used  in  conjunction  with  other  evi- 
dence that  the  beneficiary  or  claimant  is  not  disabled,  but  benefits 
should  not  be  denied  simply  because  of  sheltered  work  experience. 
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The  committee  emphasizes  that  the  foregoing  discussion  does  not 
constitute  any  change  in  the  current  definition  of  disability,  but 
rather  is  a  clarification  of  the  intent  of  Congress  that  disability 
benefits  should  be  granted  to  those  who  are  unable  to  work  because 
of  a  medically  determinable  impairment.  Sections  901  and  903  of 
the  bill  provide  statutory  standards  for  determining  disability:  sec- 
tion 901  establishes  specific  criteria  for  re-examination  of  current 
beneficiaries,  while  section  903  establishes  criteria  for  multiple  im- 
pairment cases  both  on  initial  application  and  on  re-examination. 
Section  902  mandates  a  study  and  recommendations  on  the  possible 
use  of  subjective  evidence  of  pain  in  determinations  of  disability, 
with  a  view  toward  establishing  standards  in  this  area  through  leg- 
islation after  consideration  of  the  report.  Taken  together,  these 
new  statutory  standards  will  provide  much  needed  clarification  of 
the  law  and  of  Congressional  intent. 

The  committee  also  wishes  to  emphasize  that  the  social  security 
disability  insurance  program  is  a  Federal  social  insurance  program, 
fully  funded  by  the  disability  insurance  trust  fund  (including  State 
and  Federal  administrative  costs),  and  administered  by  the  Social 
Security  Administration.  While  disability  determinations  are  made 
by  State  disability  agencies  under  voluntary  agreements  with  the 
Department  of  Health  and  Human  Services,  policies  for  making 
these  evaluations  are  and  must  be  established  at  the  Federal  level, 
for  implementation  on  a  nationwide  basis. 

The  committee  is  aware  of  the  actions  several  States  have  taken 
in  response  to  conflicting  interpretations  of  the  applicable  provi- 
sions of  law  relating  to  the  termination  of  benefits — actions  which, 
in  effect,  represent  a  failure  to  comply  with  certain  policies  issued 
by  SSA.  While  such  actions  must  be  regarded  as  questionable,  the 
current  confusion  that  has  given  rise  to  them  is  understandable 
and  creates  a  compelling  need  for  congressional  clarification.  We 
believe  the  relevant  issues  would  be  resolved  by  this  bill  and  that, 
as  a  result,  the  basis  for  any  such  actions  would  be  eliminated. 

The  committee  bill  makes  clear  what  the  law  is  with  regard  to 
certain  areas  of  contention  such  as  the  standard  for  medical  im- 
provement. With  respect  to  the  area  that  is  not  so  clarified,  i.e.,  the 
use  of  subjective  evidence  of  pain  in  disability  determinations,  the 
intent  of  Congress  is  clear:  upon  receipt  of  information  adequate  to 
form  a  reasonable  basis  for  legislating,  Congress  will  enact  a  specif- 
ic policy  concerning  pain;  until  that  time,  no  change  in  policy  by 
the  Social  Security  Administration  is  mandated  by  this  bill. 

b.  Standard  of  review  for  terminations  of  disability  benefits 
(sec.  901  of  the  bill) 

Section  901  of  the  bill  provides  for  the  first  time  in  the  social  se- 
curity statute  a  specific  standard  that  must  be  met  before  a  disabil- 
ity beneficiary  can  be  found  to  be  not  disabled.  SSA  has  always 
scheduled  a  certain  percentage  of  disability  beneficiaries  for  re-ex- 
amination to  determine  whether  they  are  still  disabled.  The  statute 
contains  no  guidelines  for  appropriate  criteria  to  govern  these  re- 
examinations, other  than  the  definition  of  disability. 

From  1969  to  1976,  SSA's  policy,  established  originally  by  an  ad- 
ministrative law  judge  in  one  hearing,  was  to  not  terminate  bene- 
fits for  anyone  whose  condition  had  not  improved  since  the  initial 
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determination  of  eligibility.  This  policy  wass  reversed  in  1976  in  in- 
ternal SSA  directives.  Shortly  thereafter,  the  Supreme  Court,  in 
Matthews  v.  Eldridge,  agreed  with  the  agency  that  the  buden  of 
proving  continuing  eligibility  for  benefits  was  on  the  beneficiary. 

However,  possible  as  a  result  of  the  pre-1975,  a  decreasing 
number  of  people  seemed  to  be  leaving  the  benefit  rolls  to  return 
to  work  in  the  1970's — the  rate  of  benefit  terminations  due  to  re- 
covery or  return  to  work  fell  from  32  percent  per  thousand 
beneficiaries  in  1967  to  16  persons  per  thousand  in  1975.  As  a 
result,  Congressional  interest  was  expressed,  beginning  in  1978,  in 
requiring  SSA  to  look  at  people  who  had  been  receiving  benefits  for 
a  long  time  to  see  if  they  were  still  eligible.  SSA's  standard  proce- 
dures for  re-examining  only  a  small  number  of  beneficiaries 
seemed  to  be  inadequate  in  light  of  the  declining  number  of  benefit 
terminations  for  return  to  work. 

The  1980  Social  Security  Disability  Amendments  made  a  number 
of  significant  changes  in  disability  program  operations.  Responding 
to  the  need  for  more  effective  management  of  the  program,  the  leg- 
islation required  a  dramatic  increase  in  the  amount  of  manage- 
ment review  and  oversight  of  the  program,  with  the  objective  of 
tightening  central  Federal  control  over  State  agency  and  ALJ  deci- 
sions, and  re-invcigorating  ongoing  review  of  current  beneficiaries. 
Of  particular  concern  in  connection  with  Section  901  of  the  bill  was 
the  provision  requiring  review  at  least  once  every  three  years  of  all 
beneficiaries  not  permanently  disabled,  beginning  in  January, 
1982. 

However,  the  Department  of  Health  and  Human  Services  moved 
up  the  date  of  implementation  of  this  provision,  and  accelerated 
the  rate  of  review  of  current  beneficiaries  beyond  the  schedule  re- 
quired in  the  1980  Amendments.  Beginning  in  March  1981,  SSA 
began  sending  out  about  three  times  the  normal  number  of  CDI 
cases:  about  160,000  were  done  in  FY  1981,  496,771  in  FY  1982,  and 
640,000  were  budgeted  for  FY  1983  prior  to  the  Secretary's  new  ini- 
tiative to  slow  down  the  review  process  announced  in  June,  1983. 

The  rate  of  terminations  in  these  CDI  cases  at  the  initial  level 
currently  is  about  45  percent,  which  is  very  close  to  the  rate  for 
reexaminations  done  in  previous  years.  However,  the  types  of  cases 
being  examined  in  the  accelerated  CDI  process  are  different  from 
the  relative  few  cases  SSA  used  to  designate  for  re-examination  be- 
cause they  had  great  potential  for  medical  recovery. 

The  new  caseload  consists  in  large  part  of  beneficiaries  who  were 
not  scheduled  for  re-examination  before,  and  who  in  many  cases 
were  found  disabled  several  years  ago,  during  and  after  the  inaugu- 
ration of  the  SSI  program,  when  the  decision  criteria  may  have 
been  less  precise  than  those  being  used  today.  The  magnitude  of 
the  CDI  initiatives  has  meant  that  a  very  large  number  of  the 
cases  SSA  considers  were  wrongly  allowed  (either  by  the  original 
State  examiner  or  by  an  ALJ  overturning  the  State  agency)  are 
being  re-examined  for  the  first  time  since  the  policy  change  on 
medical  improvement  in  1976. 

These  re-evaluations  are  based  on  current  standards  and  medical 
criteria  which  are  in  many  cases  more  clear-cut  and  exact  than  the 
standards  on  which  benefits  were  initially  based,  and  reflect  im- 
provements in  medical  technology  and  treatment.  Moreover,  the 
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overall  "adjudicative  climate"  has  been  generally  more  rigorous 
than  in  earlier  years,  so  that  re-examined  beneficiaries,  now  being 
looked  at  as  if  they  are  new  applicants,  will  have  more  rigorous 
standards  applied  than  in  their  initial  determination.  For  example, 
beneficiaries  who  originally  were  allowed  benefits  because  their 
combination  of  impairments  roughly  approximated  the  level  re- 
quired by  the  medical  listings  ("equals  the  listings"),  are  now  more 
likely  to  be  evaluated  according  to  whether  their  impairment 
matches  the  medical  criteria  ("meets  the  listings"),  which  are 
themselves  different  from  the  criteria  in  1970. 

It  has  been  alleged  that  the  agency,  particularly  in  mental  im- 
pairment cases,  has  focused  too  heavily  on  the  severity  of  the  medi- 
cal condition  without  making  an  adequate  evaluation  of  the  benefi- 
ciary's ability  to  work,  with  the  result  that  benefits  have  been  ter- 
minated for  many  people  who  cannot  function  in  a  work  environ- 
ment. These  policies  seem  to  have  been  in  effect  well  before  the  in- 
auguration of  the  accelerated  review  in  1981,  but  the  combination 
of  an  apparently  more  restrictive  policy  and  reviews  of  large  num- 
bers of  beneficiaries  have  resulted  in  widespread  complaints  about 
SSA's  procedures. 

These  policies  have  come  under  severe  criticism  in  Federal 
courts,  particularly  in  the  Ninth  Circuit  Court  of  Appeals  which 
has  ruled  twice  that  SSA  must  demonstrate  either  medical  im- 
provement or  (in  the  later  ruling)  clear  and  specific  error  in  the 
original  award,  in  order  to  terminate  disability  benefits.  Similar 
"medical  improvement"  standards  have  been  declared  in  other  cir- 
cuit courts  as  well,  and  an  increasing  number  of  State  governors 
have  declared  those  judgements  to  be  binding  on  ALJ's  and  State 
adjudicators  in  opposition  to  Federal  policy  guidelines. 

In  summary,  the  re-examination  of  large  numbers  of  current  dis- 
ability beneficiaries  has  resulted  in  termination  of  benefits  for 
many  beneficiaries  whose  medical  condition  has  not  changed  sub- 
stantially since  they  were  allowed  benefits.  Medical  impairments 
are  being  closely  examined  to  determine  whether  they  meet  today's 
standards — if  the  impairment  is  now  judged  to  be  not  severe,  the 
person's  benefits  are  terminated,  whether  or  not  the  impairment  is 
any  different  from  when  the  person  was  first  allowed.  The  primary 
issue  therefore  is  whether  a  person's  benefits  should  be  terminated 
because  standards  of  disability  have  changed  since  the  individual 
was  first  allowed  benefits,  so  that  he  is  judged  able  to  work  under 
current  criteria  even  though  his  medical  condition  has  not  im- 
proved. 

The  committee  recognizes  that  the  problems  with  the  current 
review  have  arisen,  at  least  in  part,  because  the  criteria  for  termi- 
nation of  benefits  as  a  result  of  review  were  left  unstated  in  the 
law.  SSA  has  therefore  had  wide  discretion  to  apply  whatever 
standards  it  deemed  appropriate — and  since  the  standards  of  the 
current  program  apparently  are  stricter  than  those  in  the  past,  ap- 
plying today's  standards  has  meant  eliminating  benefits  for  many 
more  beneficiaries  than  was  anticipated  when  the  1980  Amend- 
ments were  enacted. 

Therefore,  section  901  of  the  bill  establishes  a  clear  "medical  im- 
provement" standard  that  creates  a  category  of  beneficiaries  who, 
because  their  medical  conditions  have  not  improved,  are  presumed 
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to  be  unable  to  work  and  who  therefore  must  continue  to  receive 
benefits.  This  standard  contains  several  important  exceptions 
which  would  allow  termination  of  benefits  even  where  the  benefi- 
ciary's medical  condition  has  not  improved:  where  the  beneficiary 
is  performing  substantial  gainful  activity,  where  medical  or  reha- 
bilitation techniques  allow  the  person  to  work  despite  his  un- 
changed condition,  where  the  original  decision  was  in  error,  or  was 
fraudulent,  or  where  new  or  improved  diagnostic  techniques  or 
evaluations  reveal  that  the  impairment  is  less  disabling  than  origi- 
nally thought. 

The  committee  believes  these  exceptions  address  several  legiti- 
mate concerns:  that  benefits  which  were  improperly  allowed  origi- 
nally should  not  be  continued;  and  that  the  documented  effects  of 
medical  or  vocational  therapy  on  an  individual's  ability  to  perform 
SGA,  and  the  result  of  a  reassessment  of  the  severity  of  an  individ- 
ual's impairment  based  on  the  application  of  new  or  improved  diag- 
nostic or  evaluative  techniques  need  to  be  taken  fully  into  account 
in  making  continuing  disability  determinations.  The  committee  em- 
phasizes, however,  that  the  application  of  these  exceptions  is  con- 
tingent on  the  satisfaction  of  specified  requirements  relating  to 
documentation,  the  acquisition  of  appropriate  medical  and  voca- 
tional evidence  and  the  use  of  specified  techniques  or  procedures. 
Thus,  with  respect  to  the  effect  of  medical  or  vocational  therapy  on 
an  individual's  ability  to  perform  SGA,  the  exception  would  be  ap- 
plicable only  if  it  is  demonstrated,  on  the  basis  of  new  medical  evi- 
dence and  a  new  assessment  of  the  individual's  residual  functional 
capacity  (RFC),  that  the  individual  has  been  the  recipient  of  serv- 
ices which  reflect  advances  in  medical  therapy  or  technology  (or 
the  recipient  of  any  vocational  therapy)  which  has  had  the  effect  of 
restoring  the  individual's  ability  to  engage  in  SGA. 

Similarly  rigorous  requirements  must  be  satisfied  with  respect  to 
the  use  of  the  exception  relating  to  the  results  obtained  from  the 
application  of  new  or  improved  diagnostic  or  evaluative  techniques 
which  may  disclose  that  the  individual's  impairment  is  less  dis- 
abling than  originally  thought  at  the  time  of  the  prior  determina- 
tion (for  example,  the  individual  has  the  ability  to  do  his  previous 
work,  that  is,  usual  work  or  other  past  work).  The  committee  recog- 
nizes that  there  may  be  some  cases  in  which  the  prior  decision  that 
the  individual  was  disabled  was  based,  in  part,  on  an  assessment  of 
residual  functional  capacity  that  was  either  improperly  or  inad- 
equately documented.  While  it  might  be  argued  that  in  such  cases 
a  finding  of  clear  error  ought  to  be  made,  it  is  not  intended  that 
the  standard  of  ' 'clearly  erroneous"  be  loosely  applied  to  encompass 
inadequate  development  of  a  case.  Moreover,  the  cases  involved 
here  do  not  represent  "erroneous  determinations";  rather,  they  re- 
flect decisions  properly  made  in  accordance  with  the  state  of  the 
art  at  the  time  the  decisions  were  made  and  in  accordance  with  the 
administrative  procedures  in  place  at  that  time.  The  fact  is,  howev- 
er, that  changing  methodologies  and  advances  in  medical  and  voca- 
tional diagnostic  and  evaluative  techniques  have  given  rise  to  im- 
proved methods  for  documenting  and  evaluating  medical  evidence, 
RFC,  and  vocational  factors.  Where  such  methods,  properly  used, 
permit  the  development  of  more  accurate,  objective  and  valid  re- 
sults, they  should  not  be  ignored. 
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The  committee  intends  that  where  SSA  uses  new  or  improved 
evaluation  techniques  to  determine  and  document  an  individual's 
ability  or  inability  to  work,  and  where  this  new  determination 
shows  that  an  individual  is  not  as  disabled  as  initially  considered 
(for  example,  the  individual  can  do  his  previous  work),  such  evi- 
dence may  serve  as  the  basis  for  a  finding  under  this  section  that 
the  individual  is  not  disabled  within  the  meaning  of  Title  II  of  the 
Social  Security  Act. 

The  committee  expects  that  this  exception  will  be  carefully  ap- 
plied and  that  any  determinations  made  in  accordance  with  this 
provision  will  be  fully  documented,  accurate  and  consistent  with 
objective  medical  and  vocational  findings.  Since  these  cases  may  in- 
volve individuals  who  have  been  receiving  disability  benefits  in 
good  faith,  the  committee  re-emphasizes  here  that  it  expects  the 
Secretary  to  re-evaluate  the  consideration  given  in  the  continuing 
disability  process  to  factors  such  as  age  and  duration  in  benefit 
status.  Nonetheless,  when  appropriately  and  responsibly  applied, 
this  exception  is  available  to  assure  the  equitable  attainment  of  the 
objectives  of  the  program. 

The  committee  is  aware  that  in  some  cases  adjudicated  in  prior 
years  all  the  medical  information  relevant  to  the  initial  decision 
may  not  still  be  in  the  beneficiary's  file  and  that  such  a  situation 
would  preclude  the  possibility  of  making  an  objective  finding  with 
respect  to  a  change  in  the  severity  of  the  beneficiary's  impairment. 
In  such  cases,  SSA  would  be  authorized  to  secure  such  medical  in- 
formation as  may  be  necessary  to  fully  reconstruct  the  medical 
records  and  data  that  were  utilized  in  making  the  initial  decision. 
The  committee  emphasizes,  however,  that  the  inability  to  recon- 
struct such  records  and  data  cannot  serve,  in  and  of  itself,  as  a 
basis  for  a  determination  that  there  has  been  medical  improve- 
ment. Such  a  conclusion  may  be  reached  only  if  the  records  appli- 
cable to  the  initial  decision  have  been  fully  reconstructed  and  the 
prior  and  current  medical  evidence  discloses  that  there  has  in  fact 
been  medical  improvement. 

c.  Study  concerning  evaluation  of  pain  (sec.  902  of  the  bill) 

The  social  security  statute  currently  provides  no  guidance  on  the 
use  of  allegations  of  pain  by  the  claimant  in  the  disability  determi- 
nation process.  Because  the  definition  of  disability  states  that  in- 
ability to  work  must  be  "by  reason  of  a  medically  determinable  im- 
pairment", the  Social  Security  Administration  has  allowed  allega- 
tions of  pain  to  be  used  only  if  a  specific  physical  impairment 
exists  to  which  the  pain  can  be  reasonably  attributed. 

However,  many  claimants  allege  disability  primarily  or  substan- 
tially as  a  result  of  disabling  pain  that  cannot  be  specifically  attrib- 
uted to  a  physical  condition.  Because  the  law  itself  is  not  explicit, 
allowance  decisions  at  the  ALJ  and  Federal  court  levels  have  not 
infrequently  depended  heavily  on  this  kind  of  subjective  evidence. 
Almost  every  circuit  court  of  appeals  has  ruled  at  some  point  over 
the  last  ten  years  that  eligibility  should  be  based  on  subjective  evi- 
dence of  pain,  at  least  in  cases  where  it  corroborated  by  testimony 
of  other  witnesses. 

The  committee  is  concerned  that  a  fragmented  standard  is  now 
in  effect  for  using  subjective  evidence  of  pain,  depending  on  wheth- 
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er  the  beneficary  has  pursued  his  claim  through  the  ALJ  or  district 
court  level.  While  it  may  well  be  the  case  that  pain  in  and  of  itself, 
regardless  of  its  cause,  can  result  in  inability  to  work,  there  is  ap- 
parently still  no  way  to  verify  the  existence  of  such  pain  through 
objective  medical  testing. 

The  committee  is  therefore  reluctant  at  this  time  to  allow  deter- 
minations of  disability  to  be  based  on  such  subjective  criteria. 
There  is  plainly  a  critical  need  for  a  clear  legislative  policy,  to  be 
applied  to  all  cases  on  a  nationwide  basis;  it  is  not  appropriate  for 
the  Federal  courts  to  establish  policy  on  such  an  issue  simply  be- 
cause the  statute  is  insufficiently  specific.  However,  the  committee 
cannot,  at  this  time,  mandate  such  a  policy,  simply  because  there  is 
not  enough  information  about  the  impact  this  kind  of  change 
would  have  on  the  types  of  cases  that  would  be  allowed  and  on  the 
costs  to  the  disability  program. 

Therefore,  section  902  of  the  bill  requires  the  Secretary  in  con- 
junction with  the  National  Academy  of  Sciences,  to  conduct  a  study 
on  the  question  of  using  subjective  evidence  of  pain  in  determining 
disability,  and  on  the  question  of  the  state  of  the  art  of  preventing, 
reducing  or  coping  with  pain,  and  to  report  to  the  Congress  by 
April  1,  1985  on  the  results  of  the  study.  It  is  anticipated  that  at 
that  time,  Congress  will  be  able  to  develop  a  satisfactory  statutory 
standard. 

The  committee  also  directs  the  Secretary  to  conduct  such  studies 
as  are  necessary  to  obtain  complete  information  and  statistics  on 
both  the  fiscal  costs  and  administrative  feasibility  of  eliminating 
the  5-month  waiting  period  for  disability  benefits  for  persons  diag- 
nosed by  their  physicians  as  terminally  ill  with  less  than  12 
months  to  live.  The  results  of  such  studies  shall  be  presented  to  the 
Congress  no  later  than  October  1,  1984. 

d.  Multiple  impairments  (sec.  903  of  the  bill) 

Under  current  law,  the  first  step  in  the  sequential  evaluation 
process  through  which  the  disability  determination  is  made  is  to 
determine  whether  the  applicant  has  a  severe  impairment.  If  SSA 
determines  that  a  claimant's  impairment  is  not  severe,  the  consid- 
eration of  the  claim  ends  at  that  point.  In  cases  where  a  person  has 
several  impairments,  none  of  which  meet  the  standard  for 
"severe",  he  is  judged  not  disabled,  without  any  further  evaluation 
of  the  cumulative  impact  of  his  impairments  on  his  ability  to  work. 

The  committee  believes  that  this  does  not  represent  a  realistic 
policy  with  respect  to  persons  with  several  impairments  which  may 
in  many  cases  interact  and  effectively  eliminate  the  person's  abili- 
ty to  work.  While  it  is  clear  that  the  determination  of  disability 
must  be  based  on  the  existence  of  a  medically  determinable  impair- 
ment, there  are  plainly  many  cases  where  the  total  effect  of  a 
number  of  different  conditions  can  safely  be  characterized  as  dis- 
abling, even  if  each  by  itself  would  not  be.  Section  903  of  the  bill 
therefore  requires  that  in  determining  whether  an  individual's 
physical  or  mental  impairment  or  impairments  are  so  severe  as  to 
be  disabling,  SSA  must  consider  the  combined  effect  of  all  the  indi- 
vidual's impairments  without  regard  to  whether  any  individual  im- 
pairment considered  separately  would  be  considered  severe. 
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2.  Disability  determination  process  (sees.  904-908  of  the  bill) 

a.  Moratorium  on  mental  impairment  reviews  (sec.  904  of  the 
bill) 

Serious  questions  have  been  raised  by  Federal  courts,  profession- 
als in  the  fields  of  psychiatry  and  vocational  counseling  and  the 
General  Accounting  Office  about  the  adequacy  of  SSA's  Listing  of 
Mental  Impairments  and  the  appropriateness  of  SSA's  current 
methods  for  assessing  residual  functional  capacity  and  predicting 
ability  to  work  in  individuals  with  mental  impairments.  While  the 
validity  of  all  these  criticisms  may  be  subject  to  some  debate,  it  is 
clear  that  in  many  cases  individuals  have  been  improperly  denied 
benefits.  Moreover,  the  Secretary  has  determined  that  a  full  scale 
re-evaluation  of  the  Listings  and  current  procedures  is  necessary 
and,  on  her  own  motion,  has  imposed  a  moratorium  on  reviews  of 
mental  impairment  cases  classified  as  functional  psychotic  disor- 
ders. However,  the  moratorium  imposed  by  the  Secretary  does  not 
include  all  mental  impairment  cases  that  will  be  affected  by 
changes  in  the  listings  and  procedures,  does  not  provide  a  precise 
timetable  for  the  review  and  resolution  of  the  pertinent  issues  and 
does  not  stipulate  how  the  results  of  these  changes  are  to  be  subse- 
quently implemented. 

The  committee  agrees  that  a  moratorium  of  the  kind  imposed  by 
the  Secretary  is  warranted.  However,  the  committee  is  concerned 
about  the  need  to  establish  clear  guidelines  with  respect  to  the 
review  process,  the  timeframe  for  conducting  the  re-evaluation  and 
procedures  for  the  disposition  of  cases,  including  new  applications 
and  prior  CDI's  in  the  categories  affected  by  the  moratorium.  The 
purpose  of  section  904  is  to  provide  these  guidelines. 

Under  section  904  a  temporary  delay  would  be  imposed  on  re- 
views of  all  mental  impairment  cases  until  the  Secretary  revises 
the  criteria  embodied  under  the  category  '  'Mental  Disorders"  in 
the  "Listing  of  Impairments."  The  revised  listings  and  procedures 
for  assessment  of  residual  functional  capacity  are  to  be  designed  so 
as  to  realistically  evaluate  the  ability  of  a  mentally  impaired  indi- 
vidual to  engage  in  substantial  gainful  activity  in  a  competitive  en- 
vironment. Regulations  establishing  such  reviewed  criteria  and  list- 
ings are  to  be  published  no  later  than  9  months  after  the  enact- 
ment. Moreover,  the  Secretary  is  required  to  conduct  this  re-evalu- 
ation and  to  prepare  the  appropriate  regulations  in  consultation 
with  the  Advisory  Council  on  Medical  Aspects  of  Disability  (created 
under  section  912  of  the  bill). 

This  delay  of  reviews  would  apply  to  all  GDIs  of  mental  impair- 
ment cases  upon  which  a  timely  appeal  was  pending  on  or  after 
June  7,  1983  or  on  which  no  initial  decision  has  been  rendered  as  of 
the  date  of  enactment,  unless  the  individual  is  engaged  in  substan- 
tial gainful  activity  or  fraud  is  involved. 

Initial  cases  denied  during  the  moratorium  period  are  to  be  re- 
viewed by  the  Secretary  as  soon  as  feasible  after  the  new  criteria 
are  established,  and  those  with  mental  impairments  who  were 
denied  benefits  or  had  their  benefits  terminated  between  March  1, 
1981  and  the  date  of  enactment  will  have  their  cases  reopened  as  of 
the  most  recent  prior  determination  if  they  reapply  within  one 
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year.  Benefits  would  be  paid  as  of  the  date  of  reapplication  but  the 
individual's  insured  status  would  thus  be  protected. 

The  committee  is  cognizant  of  the  fact  that  revision  of  the  list- 
ings in  the  mental  impairment  area  could  potentially  result  in  an 
increase  in  the  cost  of  the  disability  program.  For  that  reason,  the 
committee  intends  to  monitor  closely  the  cost  effects  of  these  revi- 
sions and  directs  the  Secretary  to  report  to  the  Committee  on  Ways 
and  Means  and  the  Senate  Committee  on  Finance  on  the  cost  ef- 
fects of  any  proposed  changes  in  the  listings  30  days  in  advance  of 
the  implementation  of  the  regulations. 

b.  Face-to-face  hearings  in  State  disability  determination 
agencies  (sec.  905  of  the  bill) 

Decisions  as  to  whether  or  not  an  individual  is  disabled  are  made 
by  54  State  disability  agencies  under  agreements  with  SSA.  These 
decisions  may  be  appealed.  Currently  a  disability  claim  or  a  CDI 
may  go  through  five  or  more  decision  levels: 

(1)  The  initial  decision  by  the  State  agency,  which  if  adverse 
can  be  appealed  to 

(2)  the  reconsideration  level,  also  conducted  by  the  State 
agency,  which  if  adverse  can  be  appealed  to 

(3)  the  Federal  administrative  law  judge  hearing,  followed 
by,  if  adverse, 

(4)  an  appeals  council  review;  and  finally 

(5)  if  all  prior  decisions  are  adverse,  the  claimant  can  file  an 
appeal  in  the  Federal  court  system. 

Under  present  law,  the  Federal  Administrative  Law  Judge  (ALJ) 
is  the  first  level  at  which  the  disabled  individual  meets  face-to-face 
with  a  decisionmaker.  Initial  interviews  are  conducted  in  SSA  dis- 
trict or  branch  offices  (of  which  there  are  about  1300)  when  the  in- 
dividual first  applies  or  is  first  called  in  for  a  CDI,  but  no  decisions 
are  rendered  there. 

Even  though  no  decisions  are  rendered  in  the  social  security  dis- 
trict office,  the  committee  recognizes  the  importance  of  the  initial 
interview  a  CDI  beneficiary  or  new  applicant  receives  there.  The 
district  office  has  traditionally  played  a  major  role  in  assuring  a 
full  explanation  of  the  program,  of  the  individual's  rights,  the  pro- 
cedures involved,  and  in  providing  assistance  to  the  individual  in 
pursuing  his  or  her  claim. 

P.L.  97-455  mandated  that  by  January  1,  1984,  individuals  whose 
benefits  are  terminated  due  to  a  medical  review  (CDI)  must  be 
given  the  opportunity  to  have  a  face-to-face  evidentiary  hearing  at 
the  reconsideration  level  conducted  either  by  the  Secretary  or  the 
State  agency.  Although  it  may  be  necessary  for  logistical  reasons 
for  the  Secretary  to  implement  this  provision  in  many  areas  of  the 
country  through  the- use  of  SSA  hearings  officers,  the  committee 
would  encourage  the  Secretary  to  offer  State  agencies  the  option  to 
conduct  these  face-to-face  hearings.  Since,  under  the  provisions  of 
the  committee's  bills,  this  reconsideration  hearing  would  be  only  a 
temporary  transitional  procedure  which  would  be  phased  out  as 
the  State  agencies  implement  a  face-to-face  interview  at  the  initial 
State  agency  decision  level,  State  agencies  could  acquire  valuable 
experience  in  conducting  the  transitional  reconsideration  hearing. 
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There  is  virtually  unanimous  agreement  about  the  desirability  of 
providing  for  a  face-to-face  meeting  between  the  disability  benefici- 
ary and  the  administrative  decisionmaker.  The  committee  believes 
that  such  a  meeting  at  the  initial  stage  in  the  adjudicative  process 
would  permit  State  agency  disability  examiners  to  better  assess  the 
individual's  residual  functional  capacity  and  assure  that  all  rele- 
vant medical  and  vocational  information  has  been  obtained.  More- 
over, an  interview  at  the  initial  State  agency  level,  rather  than  at 
some  later  stage,  would  both  simplify  and  expedite  the  decision- 
making process. 

Consequently,  section  905  provides  for  the  implementation,  no 
later  than  January  1,  1985,  of  face-to-face  evidentiary  interviews  by 
all  State  disability  agencies  at  the  initial  decision  level  for  all 
medical  termination  cases.  Under  this  provision,  the  State  agency 
would  send  the  beneficiary  a  preliminary  notice  of  an  unfavorable 
decision  and  the  claimant  would  have  30  days  in  which  to  request  a 
face-to-face  meeting  before  a  formal  determination  is  made.  The 
present  reconsideration  level  would  be  abolished  upon  implementa- 
tion of  the  State  interviews.  The  committee  emphasizes  that  where 
it  is  possible  it  would  prefer  that  this  provision  be  implemented 
earlier  than  January  1,  1985,  and  that  where  this  occurs  the  transi- 
tional reconsideration  hearings  would  be  terminated. 

The  committee  also  endorses  the  concept  of  instituting  face-to- 
face  hearings  at  the  initial,  State  level,  and  of  abolishing  the  recon- 
sideration level,  for  initial  claims  as  well  as  CDI  review  cases.  How- 
ever, it  is  recognized  that  this  procedure  would  be  a  complicated 
and  major  change  for  the  program  necessitating  further  study  and 
preparatory  administrative  planning.  As  a  result,  section  905  also 
requires  the  Secretary  to  initiate  demonstration  projects  with  re- 
spect to  face-to-face  evidentiary  meetings  at  the  initial  level  of 
State  agency  determinations  for  new  applicants  and  requires  the 
Secretary  to  report  to  the  Congress  by  April  1,  1985,  on  these  proj- 
ects. These  projects  must  be  conducted  in  a  minimum  of  five  States 
with  the  participating  States  to  be  selected  no  later  than  January 
1,  1984.  Where  the  projects  are  initiated,  the  reconsideration  level 
would  be  eliminated. 

The  committee  emphasizes  that,  where  feasible,  these  demonstra- 
tion projects  should  be  implemented  prior  to  the  dates  in  the  bill 
and  notes  that  some  States  have  expressed  a  strong  interest  in  test- 
ing out  this  procedure.  Since  the  committee  is  concerned  that  there 
be  a  full  and  cooperative  effort  made  to  implement  and  carry  out 
all  phases  of  a  face-to-face  interview  in  initial  cases,  the  committee 
believes  it  would  be  appropriate  to  use  these  particular  States  in 
the  demonstration  projects. 

c.  Payment  of  benefits  during  appeal  (sec.  906  of  the  bill) 

P.L.  97-455,  passed  by  Congress  in  December  1982,  included  a 
provision  to  allow  beneficiaries  whose  benefits  had  been  ceased  be- 
cause of  a  medical  review  of  their  eligibility  to  elect  to  continue  re- 
ceiving benefits  until  an  ALJ  has  rendered  a  decision  on  the  case. 
If  the  case  is  denied,  then  the  benefits,  except  for  Medicare,  are 
subject  to  recoupment  (subject  to  the  hardship  waiver  standards  al- 
ready in  law).  This  provision,  however,  was  adopted  on  a  temporary 
basis  only— until  further  consideration  could  be  given  to  the  CDI 
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issue  in  the  98th  Congress.  Thus,  under  present  law,  no  extended 
payment  can  be  made  after  June  1984  and  the  provision  applies 
only  to  cessations  occurring  before  October  1,  1983.  For  cessations 
after  that  date  the  program  will  revert  to  prior  law  which  provided 
benefits  for  the  month  of  cessation  and  two  additional  months. 
Since  January  approximately  113,000  individuals  have  elected  to 
continue  benefit  payments  during  appeal. 

Section  906  provides  on  a  permanent  basis  for  the  continuation 
of  benefits  during  appeal  in  all  CDI  cases  through  the  decision  of 
the  Administrative  Law  Judge.  Where  the  ALJ's  decision  is  ad- 
verse to  the  beneficiary,  such  benefit  payments  would  be  subject  to 
recoupment  as  under  present  law.  The  Secretary  also  must  report 
to  the  committee  on  Ways  and  Means  and  the  Committee  on  Fi- 
nance by  July  1,  1986,  on  the  impact  of  this  provision  on  expendi- 
tures from  the  social  security  and  Medicare  trust  funds  and  the 
rate  of  appeals  to  ALJs.  The  committee  believes,  based  on  the  expe- 
rience under  the  present  temporary  provision,  that  providing  for 
continuation  of  payments  during  appeal  helps  considerably  to  ease 
the  severe  financial  and  emotional  hardships  that  would  otherwise 
be  suffered  by  disabled  persons. 

In  addition,  it  is  recognized  that  beneficiaries  may  be  reluctant 
to  elect  to  receive  continued  benefit  payments  for  fear  of  not  being 
able  to  repay  the  benefits  provided  if  the  decision  of  the  Adminis- 
trative Law  Judge  is  unfavorable.  The  committee  intends  that  at 
the  time  beneficiaries  are  given  the  opportunity  to  make  this  elec- 
tion they  be  informed  that,  in  the  event  of  an  unfavorable  determi- 
nation, they  might  be  eligible  for  a  waiver  or  for  a  long-term  repay- 
ment plan.  The  committee  further  intends  that  the  Secretary  take 
into  account  individual  circumstances  in  making  a  determination 
as  to  whether  or  not  to  waive  the  overpayment. 

d.  Qualifications  of  medical  professionals  (sec.  907  of  the  bill) 

A  shortage  of  qualified  medical  personnel  has  been  a  chronic 
problem  in  the  social  security  disability  program.  Knowledgeable 
medical  consultation  is  necessary  for  accurate  decisions,  and  partic- 
ular concerns  have  been  raised  that  in  the  area  of  mental  impair- 
ments a  general  medical  knowledge  is  often  not  sufficient  for  a  full 
evaluation  of  an  individual's  claim.  The  committee  notes  that 
through  the  encouragement  of  the  Social  Security  Administration 
almost  all  State  agencies  now  have  staff  psychiatrists  available. 

Section  907  requires  that  where  there  is  an  unfavorable  decision 
in  a  mental  impairment  case,  a  qualified  psychiatrist  or  psycholo- 
gist must  complete  the  medical  portion  and  the  residual  functional 
capacity  assessment  of  the  determination.  The  committee  believes 
that  this  requirement  will  help  assure  an  accurate  determination 
of  the  individual's  capacity  for  substantial  gainful  activity. 

The  committee  would  also  encourage  the  Social  Security  Admin- 
istration to  urge  States  to  secure  qualified  specialists  in  other  areas 
of  impairments  and  to  examine  methods  (such  as  referrals  to 
nearby  States  or  to  the  SSA  central  office)  for  providing  consulta- 
tion with  specialists  where  that  would  be  helpful  but  is  not  locally 
available.  The  committee  notes  that  requiring  States  to  hire  physi- 
cians in  all  specialties  would  be  costly  and  in  some  States  impossi- 
ble. Nonetheless,  the  committee  believes  efforts  should  be  made,  to 
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the  extent  feasible,  to  provide  disability  examiners  with  the  expert 
consultation  of  specialists  wherever  that  would  be  helpful  in 
making  an  accurate  decision. 

In  this  and  other  areas  the  committee  notes  that  efforts  to 
gather  every  piece  of  evidence  must  be  balanced  against  the  time 
and  resources  required  to  do  so.  If  the  disability  judgment  takes  too 
long  or  becomes  too  fraught  with  complicated  procedures  for  gath- 
ering evidence  it  would  be  criticized  on  those  grounds.  Indeed,  some 
courts  have  interposed  time  limits  on  how  long  the  agency  can 
spend  in  reaching  a  decision.  Given  the  already  substantial  admin- 
istrative costs  of  the  program  and  the  constraints  imposed  by  indi- 
vidual States  on  securing  additional  personnel,  the  availability  of 
resources  is  also  a  real  consideration  since  imposing  requirements 
for  which  there  are  not  adequate  resources  generally  causes  addi- 
tional disruption  of  the  program — the  opposite  effect  from  that  in- 
tended. 

Nevertheless,  concerns  have  been  expressed  that  in  an  effort  to 
process  cases  in  an  expeditious  manner,  procedures  have  been  fol- 
lowed by  SSA  which  inhibit  the  full  development  of  medical  and 
other  evidence  and  which  made  it  more  difficult  for  disabled  claim- 
ants fully  to  state  their  case. 

The  committee  emphasizes  the  need  to  examine  all  relevant  evi- 
dence in  making  a  disability  determination  and  the  need  to  active- 
ly seek  and  pay  particular  attention  to  evidence  from  treating  phy- 
sicians, especially  in  chronic  illnesses.  SSA  and  State  agency  per- 
sonnel share  an  obligation  to  asist  the  claimant  in  understanding 
the  process  and  securing  necessary  medical  data.  The  committee, 
therefore,  requests  that  the  Secretary  report  to  the  Congress  on  the 
current  use  of  home  visits  by  agency  personnel  and  on  whether 
there  are  other  instances  where  a  home  visit  would  not  now  occur 
but  which  might  be  constructive  in  providing  the  agency  with  full 
information  on  a  claimant. 

Similarly,  the  committee  is  concerned  that  hearings  locations 
(and  face-to-face  interview  locations)  be  accessible  to  beneficiaries. 
Such  offices  should  be  located  in  buildings  fully  acessible  to  the 
handicapped;  funding  for  medical  evidence  and  travel  should  be 
provided,  and  the  Social  Security  Administration  should  re-exam- 
ine the  current  requirement  that  a  beneficiary  must  travel  at  least 
75  miles  in  order  to  qualify  for  travel  reimbursement  as  this  stand- 
ard may  be  inappropriate  in  many  locations  in  this  country. 

e.  Regulatory  standards  for  consultative  examinations  (sec. 
908  of  the  bill) 

Consultative  examinations  are  medical  examinations  purchased 
by  the  agency  from  physicans  outside  the  agency  to  secure  medical 
information  necessary  to  make  a  determination  or  to  check  con- 
flicting evidence.  Many  concerns  have  been  raised  about  the  im- 
proper or  generally  unsupervised  use  of  CE's  and  SSA  has  taken 
several  steps  to  tighten  up  procedures  in  this  area  and  particularly 
to  restrict  the  use  of  doctors  providing  CE's  on  a  volume  basis 
(volume  providers). 

The  committee  is  pleased  to  note  that  efforts  are  being  made  to 
provide  more  direction  in  the  use  of  consultative  examinations  and 
would  encourage  SSA  to  redouble  its  efforts  to  secure  reasonable 
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fee  structures  for  consultative  examinations  so  that  dependency  on 
volume  providers  can  be  reduced.  The  committee  also  believes, 
however,  that  concerns  about  the  use  of  consultative  examinations 
would  be  lessened  if  policies  now  in  effect  with  respect  to  consulta- 
tive examinations  (or  any  subsequent  policies  that  may  be  devel- 
oped in  this  area)  were  embodied  in  regulations.  Section  908,  there- 
fore, requires  that  the  Secretary  promulgate  such  policies  in  regu- 
lations. Since  the  purpose  of  this  provision  is  only  to  assure  that 
the  policies  are  published  in  regulations  there  is  no  intent  or  impli- 
cation that  any  new  claims  or  pending  cases  involving  consultative 
examinations  be  delayed  until  the  regulations  are  published.  On 
the  contrary,  it  is  the  committee's  intent  that  such  cases  will  con- 
tinue to  be  processed  and  adjudicated  as  under  present  law. 

The  committee  also  notes  that  questions  have  been  raised  about 
SSA's  application  of  the  trial  work  provision  of  present  law.  In 
order  to  eliminate  any  possible  misunderstanding  or  confusion 
about  the  intent  of  this  provision,  the  committee  reaffirms  that  re- 
cency of  work  and  sustained  work  over  several  consecutive  months 
is  necessary  for  an  individual  to  meet  trial  work  conditions. 

3.  Miscellaneous  provisions  (sees.  909-913  of  the  bill) 

a.  Uniform  standards  for  disability  determinations  (sec.  909 
of  the  bill) 

Section  553  of  the  Administration  Procedure  Act  of  1946  estab- 
lished basic  requirements  for  informal  rulemaking,  the  process  by 
which  most  regulations  today  are  promulgated.  This  section  re- 
quires general  notice  of  proposed  rulemaking  to  be  published  in  the 
Federal  Register,  and  an  opportunity  for  public  comment  during  a 
period  of  at  least  thirty  days  prior  to  the  effective  date  of  the  rule. 
There  are  general  exceptions  to  these  requirements  for  interpreta- 
tive rules,  statements  of  policy,  and  rules  of  agency  procedure,  or- 
ganization or  practice,  and  where  the  agency  for  good  cause  finds 
the  notice  and  comment  procedures  impractical  or  contrary  to  the 
public  interest. 

Social  security  benefits  are  not  covered  under  Section  553  by 
virtue  of  an  exception  in  Section  553(a)(2):  "a  matter  relating  to 
agency  management  or  personnel  or  to  public  property,  loans, 
grants,  benefits,  or  contracts."  This  exception  was  part  of  the  origi- 
nal APA,  which  was  enacted  at  a  time  when  there  were  very  few 
Federal  benefit  programs:  the  social  security  disability  and  Medi- 
care programs  did  not  exist,  and  requirements  for  old  age  and  sur- 
vivor benefits  were  fairly  explicit  in  the  statute.  In  1971  then-Sec- 
retary of  HEW  (now  HHS)  Elliot  Richardson  issued  a  statement 
placing  all  HEW  programs  voluntarily  under  the  APA  rule-making 
requirements. 

However,  SSA  has  continued  to  issue,  as  do  other  agencies  such 
as  the  Internal  Revenue  Service,  other  policy  statements,  notably 
Social  Security  Rulings  and  the  disability  claims  manuals  (POMS), 
which  are  supposed  to  contain  only  clarification  and  interpretation 
of  the  policy  contained  in  regulations.  In  addition,  it  has  been  al- 
leged that  real  operating  policy  often  develops  as  a  result  of  State 
disability  examiner  reaction  to  return  of  specific  allowance  deci- 
sions deemed  incorrect  by  SSA's  Federal  quality  assurance  review- 
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ers.  None  of  these  sources  of  policy  are  open  to  public  notice  or 
comment. 

The  Bellmon  Report  on  the  hearings  and  appeals  process,  man- 
dated by  the  1980  Disability  Amendments,  found  wide  discrepan- 
cies in  standards  applied  by  the  administrative  law  judges  who  are 
bound  by  the  statute  and  regulations,  as  opposed  to  those  applied 
by  the  State  agencies  who  are  bound  by  the  POMS.  This  discrepan- 
cy may  be  a  major  reason  for  the  high  reversal  rate  of  State  agency 
denials  at  the  ALJ  level  (standing  at  around  55  percent  currently). 
As  a  result  of  this  report,  and  the  even  higher  reversal  rate  for  CDI 
cases,  there  has  been  considerable  pressure  for  uniform  criteria  at 
all  levels  of  adjudication.  SSA's  response  to  this  pressure  was  to 
begin  incorporating  the  POMS  into  Social  Security  Rulings,  which 
by  regulation  (20CFR  422.8)  are  to  be  relied  upon  as  precedents  in 
cases  where  the  facts  are  essentially  similar  by  ALJ's  as  well  as 
State  agencies. 

The  original  exception  for  social  security  to  Section  553  notice 
and  comment  requirements  appears  to  have  been  more  an  accident 
of  history  than  deliberate  Congressional  intent  concerning  all 
social  security  programs.  When  the  APA  was  enacted,  the  disabil- 
ity program  did  not  yet  exist,  and  there  were  as  yet  very  few  social 
security  beneficiaries  of  any  sort. 

Elimination  of  the  APA  exception  for  benefits  has  been  recom- 
mended by  the  American  Bar  Association,  and  such  a  change  has 
been  incorporated  in  H.R.  2327,  currently  under  consideration  by 
the  Judiciary  Committee  (a  similar  provision  was  previously  ap- 
proved by  the  Senate).  There  appears  to  be  widespread  agreement 
concerning  eliminating  just  the  exemption  in  553(a)(2)  for  public 
benefits.  There  appear  to  be  considerably  greater  complications  in 
any  changes  to  section  553(b)(A)  which  allows  interpretive  state- 
ments to  be  issued  without  public  notice  and  comments.  The  Judici- 
ary bill  provision  for  limiting  the  exemption  in  553(b)(A)  for  inter- 
pretive rules  has  been  the  subject  of  extensive  debate  for  some 
time,  and  the  bill  retains  the  good  cause  exception  in  553(b)(B). 

The  committee  believes  that  it  is  appropriate  for  changes  in  poli- 
cies that  affect  whether  or  not  people  receive  disability  benefits  to 
be  published  in  regulations  allowing  for  public  participation  in  the 
process.  The  policy  decisions  that  must  be  made  concerning  disabil- 
ity determinations  are  far  more  complex  than  most  policies  in  the 
old  age  and  survivor  programs,  for  one  major  reason:  the  determi- 
nation of  ability  to  work  is  an  inherently  difficult  eligibility  deci- 
sion, while  eligibility  for  retirement  benefits  depends  on  factors  of 
age,  quarters  of  coverage,  and  current  earnings  that  are  relatively 
easily  determined. 

However,  the  agency  should  also  have  sufficient  flexibility  to  re- 
spond to  changes  in  conditions  quickly,  and  to  issue  administrative 
guidance  to  State  agencies  on  a  timely  basis.  There  is  clearly  an 
appropriate  role  for  issuance  of  informal  policy  clarification 
through  rulings  or  other  informal  vehicles,  and  the  committee  has 
no  wish  to  deprive  the  Social  Security  Administration  of  this  abili- 
ty. 

Therefore,  section  909  of  the  bill  requires  that  the  notice  and 
comment  provisions  concerning  issuance  of  regulations  of  section 
553(a)(2)  of  the  Administrative  Procedures  Act  be  applied  to  benefit 
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programs  under  Title  II.  The  provision  does  not  affect  the  applica- 
tion of  the  exception  in  section  553  allowing  informal  policy  clarifi- 
cations to  be  issued  through  non-regulatory  statements. 

The  committee  emphasizes  that  the  intent  of  the  provision  is  to 
provide  uniform  standards  for  decision-making  at  all  levels  of  the 
disability  determination  process,  through  the  normal  channels  of 
rule-making  that  allow  some  degree  of  public  participation  in  the 
process.  In  order  to  allow  SSA  some  degree  of  flexibility  in  admin- 
istering the  extremely  complex  disability  program,  the  bill  allows 
the  current  practice  of  issuing  Social  Security  Rulings  to  continue. 
However,  it  cannot  be  too  strongly  emphasized  that  the  intent  of 
the  provision  in  eliminating  the  first  exception  is  that  all  policy 
that  substantially  affects  the  determination  of  eligibility  must  be 
the  same  for  all  levels — State  agency  through  administrative  law 
judge— and  must  be  issued  through  regulations. 

This  provision  does  not  address  directly  the  problem  of  informal 
policy  direction  given  to  State  agencies  through  the  quality  assur- 
ance process.  It  may  be  difficult  to  prevent  returns  of  cases  to  the 
State  agency  from  having  an  effect  on  overall  adjudicative  policy, 
particuarly  as  the  agency  begins  to  review  sixty-five  percent  of  all 
favorable  decisions.  However,  the  committee  intends  Section  909  of 
this  bill  to  produce  uniform  policy  at  all  levels  arrived  at  through 
processes  open  to  public  scrutiny.  It  is  therefore  expected  that  the 
Social  Security  Administration  will  take  all  steps  necessary  to  limit 
the  influence  of  quality  assurance  systems  on  day  to  day  operations 
and  policy  of  State  agencies. 

The  committee  is  also  aware  of  the  grey  area  that  exists  between 
issues  clearly  having  substantial  policy  impact  that  plainly  belong 
in  regulations,  and  issues  clearly  minor,  administrative  or  merely 
clarifying  that  plainly  belong  in  informal  policy  statements.  It  will 
be  necessary,  therefore,  for  the  committee  to  closely  monitor.  SSA's 
activities  with  respect  to  this  provision  to  assure  that  misunder- 
standings do  not  arise  and  that  the  desired  ends  are  achieved.  All 
administrative  law  relies  heavily  on  the  presumption  that  agencies 
will  perform  their  duties  in  good  faith,  and  the  committee  is,  to  a 
certain  degree,  relying  on  the  expectation  of  good  faith  efforts  by 
the  agency  to  promulgate  uniform  standards  through  the  regula- 
tory process.  If  after  some  period  of  experience,  it  is  found  that  this 
section  has  not  had  the  desired  effect  of  producing  uniforms  stand- 
ards, further  measures  will  be  considered. 

b.  SSA  compliance  with  certain  Federal  court  decisions  (sec. 
910  of  the  bill) 

Under  the  Federal  judicial  system,  decisions  by  a  circuit  Court  of 
Appeals  are  considered  the  "law  of  the  circuit,' '  and  constitute 
binding  case  law  to  be  followed  by  all  district  courts  in  that  circuit. 
In  general,  if  two  circuits  rule  differently  on  a  particular  issue,  the 
Supreme  Court  will  review  the  issue  to  settle  the  dispute.  The  ap- 
plication of  Supreme  Court  decisions  to  executive  branch  policies  is 
virtually  undisputed:  if  a  particular  policy  is  found  unconstitution- 
al, or  contrary  to  the  statute,  that  decision  is  binding  on  the 
agency.  The  appropriate  application  of  circuit  and  district  court  de- 
cisions to  agency  policies  is  not  as  clear-cut. 
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Claimants  for  benefits  under  the  Social  Security  Act  may  appeal 
State  agency  denials  through  several  layers  of  administrative 
appeal,  up  through  the  appeals  council.  A  claimant  who  wishes  to 
continue  to  pursue  appeal  may  next  turn  to  the  Federal  district 
court  with  jurisdiction  over  his  or  her  claim.  The  district  court  re- 
views the  record  as  compiled  by  the  agency  to  determine  whether 
substantial  evidence  existed  for  the  agency's  decision.  The  district 
court's  review  is  not  a  trial  de  novo,  but  rather  is  limited  to  a  con- 
sideration of  the  pleadings  and  the  transcript  of  the  proceedings  at 
the  ALJ  hearing.  If  the  district  court  finds  substantial  evidence  ex- 
isted to  support  the  agency's  decision  to  deny  benefits,  a  claimant 
may  appeal  the  decision  to  the  circuit  court  with  jurisdiction,  and 
ultimately  petition  the  Supreme  Court  for  certiorari. 

Appeals  of  the  agency's  determinations  to  the  Federal  district 
courts  are  occurring  with  much  greater  frequency  in  recent  years, 
imposing  a  workload  burden  on  some  district  courts.  Between  1955 
and  1970,  the  total  number  of  disability  appeals  filed  with  the  Fed- 
eral district  courts  was  about  10,000  cases.  In  1982  alone,  nearly 
13,000  disability  cases  were  appealed  to  the  district  courts.  The 
large  increase  in  Federal  court  litigation  on  social  security  matters 
may  be  partly  responsible  for  the  present  tension  between  SSA  and 
the  lower  Federal  courts. 

Most  disability  cases  decided  in  the  Federal  courts  have  little 
value  as  precedent  for  SSA  decisions,  since  most  reversals  of 
agency  determinations  rest  on  the  lack  of  substantial  evidence  for 
the  agency's  position.  However,  in  many  instances  the  court's  opin- 
ion sets  forth  a  statutory  interpretation  contrary  to  that  of  the 
agency,  in  the  traditional  manner  in  which  Federal  courts  estab- 
lish a  rule  of  law,  which  is  intended  to  be  binding  on  the  agency  in 
later  cases  concerning  the  same  issue.  Circuit  courts  of  appeals  de- 
cisions in  such  cases  have  been  issued  with  increasing  frequency  in 
recent  years,  with  the  clear  expectation  of  the  court  that  SSA 
would  abide  by  its  interpretation  as  would  normally  be  the  case 
with  rulings  having  precedent  as  law  within  the  circuit. 

The  Social  Security  Administration  does  not  follow  U.S.  Courts  of 
appeals  decisions  with  which  it  disagrees,  either  nationwide  or 
within  the  circuit  of  the  ruling.  While  the  agency  does  obey  the 
court's  ruling  in  the  particular  case  being  adjudicated,  the  inter- 
pretation of  law  from  the  court  is  not  considered  binding  by  the 
agency  either  for  State  disability  agency  operations  or  for  Federal 
social  security  offices. 

Moreover,  the  agency  frequently  does  not  appeal  district  court  or 
circuit  court  opinions  with  which  it  disagrees.  This  practice  ensures 
that  the  Supreme  Court  will  not  have  the  opportunity  to  review 
the  issue  and  render  a  decision  with  which  the  agency  would  be 
compelled  to  comply.  Social  security  ALJ's  are  not  able  to  follow 
court  of  appeals  decisions  as  precedent  if  the  Supreme  Court  does 
not  make  a  ruling  or  if  the  agency  does  not  incorporate  the  circuit 
court's  decision  in  social  security  rulings  or  regulations,  which  is 
most  often  the  case  in  decisions  SSA  disagrees  with. 

SSA  has  been  criticized  for  this  policy,  both  by  outside  experts 
and  Federal  judges,  on  the  grounds  that  it  undermines  the  struc- 
ture of  Federal  law,  and  in  essence  allows  SSA  to  overrule  the 
legal  judgment  of  the  Federal  courts  by  administrative  inaction. 
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SSA  defends  its  policy  on  the  grounds  that  a  Federal  benefits  pro- 
gram should  be  administered  uniformly  on  a  national  basis.  It 
should  be  noted  that  in  a  brief  before  the  Supreme  Court  in  Cali- 
fano  v.  Yamasaki  (1979)  the  brief  for  petitioner  Secretary  Califano 
stated  the  following: 

When  a  statutory  or  constitutional  issue  is  decided  ad- 
versely to  the  Secretary  in  the  course  of  judicial  review  ob- 
tained by  an  individual  claimant,  the  Secretary  will  either 
appeal  or  abide  by  the  unfavorable  ruling.  Repetitious  liti- 
gation will  thus  not  be  necessary  in  order  to  establish  a 
general  legal  principle  applicable  beyond  the  confines  of  a 
particular  case.  Stare  decisis  will  impel  the  Secretary  to 
follow  statutory  or  constitutional  decisions  within  the  ju- 
risdiction of  the  courts  having  rendered  them. 

This  statement  is  in  marked  contrast  to  the  repeated  instances 
brought  to  the  committee's  attention  of  SSA's  non-acquiescence 
policy,  summed  up  in  the  following  statement  from  the  Associate 
Commissioner  for  Hearings  and  Appeals  issued  to  Social  Security 
ALJ's  in  January,  1982: 

The  Federal  courts  do  not  run  SSA's  programs,  and 
[SSA's  adjudicators]  are  responsible  for  applying  the  Secre- 
tary's policies  and  guidelines  regardless  of  court  decisions 
below  the  level  of  the  Supreme  Court.  (Social  Security 
memorandum  to  its  Administrative  Law  Judges) 

Since  1978,  there  have  arisen  numerous  cases  in  which  circuit 
courts  of  appeals  have  ruled  on  issues  where  the  Title  II  or  XVI 
statute  is  unspecific  or  silent,  most  notably  the  issues  of  use  of  alle- 
gations of  pain  in  disability  determinations,  and  of  whether  a  bene- 
ficiary whose  condition  has  not  medically  improved  can  be  found 
not  disabled.  Every  circuit  court  of  appeals  in  the  country  with  the 
exception  of  the  D.C.  circuit  has  ruled  that  subjective  evidence  of 
pain  must  be  allowed  in  finding  claimants  eligible  for  benefits.  Sev- 
eral circuits,  including  the  Ninth  Circuit  in  two  separate  opinions, 
have  ruled  that  SSA  must  show  that  a  beneficiary  has  medically 
improved  before  ruling  him  no  longer  disabled.  In  all  of  these 
cases,  SSA  has  not  applied  the  court  interpretation  of  the  statute 
beyond  the  litigated  case,  and  has  not  pursued  an  appeal  to  the  Su- 
preme Court. 

The  committee  is  concerned  about  the  result  of  this  non-acquies- 
cence policy  for  claimants,  the  courts  and  SSA.  First,  while  it  is 
clearly  of  utmost  importance  that  a  Federal  program  be  adminis- 
tered according  to  uniform,  Federal  standards,  it  is  not  clear  that 
SSA's  non-acquiscence  policy  substantially  achieves  that  end.  In 
fact,  under  the  current  policy,  distinctions  exist  within  circuits  be- 
tween policies  applied  to  those  claimants  who  pursue  their  claims 
to  the  appeals  court  level,  and  those  who  cannot.  Such  a  difference 
will  be  particulary  significant  in  those  circuits  where  a  class  action 
suit  applying  to  several  thousand  claimants  is  successful. 

The  committee  is  most  concerned  about  the  impact  of  this  policy 
on  beneficiaries  and  claimants,  and  on  their  relationship  to  the 
social  security  program.  If  a  circuit  court  rules  on  a  given  issue 
such  as  medical  improvement,  it  is  a  foregone  conclusion  that  sub- 
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sequent  appeals  to  that  court  on  that  issue  will  be  successful.  By 
refusing  to  apply  the  circuit  court  ruling,  SSA  forces  beneficiaries 
and  applicants  to  re-litigate  the  same  issue  over  and  over  again  in 
the  circuit,  even  though  the  agency  is  certain  to  lose  each  case. 

The  committee  can  find  no  reason  grounded  in  sensible  public 
policy  to  force  beneficiaries  to  sue  in  order  to  obtain  what  has  been 
declared  by  the  Federal  court  as  justice  in  a  particular  area.  Such 
a  policy  creates  a  wholly  undesirable  distinction  between  those 
beneficiaries  with  the  resources  and  fortitude  to  pursue  their 
claims,  and  those  who  accept  the  government's  original  denial  in 
good  faith  or  because  they  lack  the  means  to  appeal  their  case.  The 
strength  of  the  social  security  program  has  always  rested  on  the 
public  perception  that  the  agency's  mission  is  to  provide  benefits  to 
all  those  entitled  to  them,  without  undue  delay  or  bureaucratic 
barriers.  The  increasingly  adversarial  character  of  the  process  for 
becoming  eligible  for  disability  benefits,  and  especially  for  retain- 
ing eligibility,  does  immeasurable  harm  to  the  public's  trust  in  the 
social  security  program  and  in  government  as  a  whole. 

The  committee  is  also  concerned  about  the  increasing  number 
and  intensity  of  confrontations  between  the  agency  and  the  courts 
as  SSA  refuses  to  apply  circuit  court  opinions.  The  Ninth  Circuit 
court  recently  characterized  the  Secretary's  defense  of  her  non-ac- 
quiescence policy  as  "far  from  persuasive."  The  opinion  goes  on  to 
state: 

.  .  .  other  circuits  that  have  considered  the  question 
have  already  rejected  the  Secretary's  argument  that  a  Fed- 
eral agency  can  legitimately  ignore  Federal  appeals  court 
precedents.  See,  e.g.,  Jones  &  Laughlin  Steel  Corp.  v.  Mar- 
shall, 636  F.2d  32,  33  (3d  Cir.  1980);  ITT  World  Communi- 
cations v.  FCC,  635  F.2d  32,  43  (2d  Cir.  1980);  Ithaca  Col- 
lege v.  NLRB,  623  F.2d  224,  228-29  (2d  Cir.),  cert,  denied, 
449  U.S.  975  (1980);  Mary  Thompson  Hospital,  Inc.  v. 
NLRB,  621  F.2d  858,  864  (7th  Cir.  1980);  Allegheny  General 
Hospital  v.  NLRB,  608  F.2d  965,  970  (3d  Cir.  1979).  More- 
over, the  cases  cited  by  the  Secretary  to  support  her  posi- 
tion appear  to  be  inapposite.  In  short,  our  review  of  the 
relevant  case  law  indicates  that  there  is  little  chance  that 
the  Secretary  will  succeed  in  her  argument  that  non-acqui- 
escence is  a  legitimate  policy,  or,  to  put  it  more  precisely, 
that  she  will  persuade  us  that  there  is  a  strong  probability 
that  the  plaintiffs  would  ultimately  prevail  on  this  funda- 
mental issue. 

While  the  issue  of  the  constitutionality  of  the  non-acquiscence 
policy  may  be  in  doubt,  the  undesirable  consequences  of  escalating 
hostility  between  the  Federal  courts  and  the  agency  are  clear.  The 
committee  sees  no  compelling  reason  why  the  Social  Security  Ad- 
ministration's interpretation  of  the  statute,  particularly  in  issues 
where  the  definitions  are  not  specific  or  are  completely  silent  on 
the  issue,  should  be  automatically  considered  superior  to  that  of 
the  Federal  court. 

SSA's  reasons  for  the  current  policy  appear  to  be  based  largely 
on  the  desire  for  consistent  national  administration  of  the  pro- 
gram. It  is  also  clear  that  Federal  courts  may  frequently  hand 
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down  decisions  expanding  agency  policies  in  directions  the  agency 
and  Congress  may  not  wish  applied  on  a  national  or  regional  basis. 
Since  the  guiding  principle  for  Federal  courts  is  the  Constitution 
and  the  law,  policy  considerations  such  as  cost  constraints  may 
play  less  of  a  role  than  they  appropriately  do  in  Congressional  de- 
liberations 

In  such  instances,  however,  the  committee  strongly  believes  that 
Congress'  judgment  as  to  the  appropriate  policy  should  prevail.  If 
the  Federal  circuit  courts  hand  down  decisions  that  appear  detri- 
mental to  the  purposes  or  operation  of  the  program,  either  the  Su- 
preme Court  should  be  given  the  opportunity  to  make  a  determina- 
tion that  remedies  the  situation,  or  Congress  may  well  have  to  clar- 
ify the  law.  In  such  cases,  Congress  might  reasonably  expect  the 
agency  to  propose  appropriate  remedial  legislation.  Short  of  legisla- 
tive changes,  however,  the  committee  sees  no  reason  to  allow  SSA 
to  ignore  the  law  as  determined  in  each  circuit  by  the  highest  Fed- 
eral court  simply  because  the  administrators  view  the  Federal 
court's  decision  as  mistaken. 

Therefore,  Section  910  of  the  bill  requires  the  Social  Security  Ad- 
ministration to  either  apply  the  decisions  of  circuit  courts  of  appeal 
to  at  least  all  beneficiaries  residing  within  States  within  the  cir- 
cuit, or  appeal  the  decision  to  the  Supreme  Court.  This  provision 
applies  to  circuit  court  opinions  issued  after  the  date  of  enactment 
as  well  as  to  those  opinions  which  the  Secretary  still  has  the  oppor- 
tunity to  appeal  to  the  Supreme  Court  as  of  the  date  of  enactment. 

c.  Payment  from  trust  funds  for  costs  of  rehabilitation  serv- 
ices (sec.  911  of  the  bill) 

Prior  to  P.L.  97-35  (1981  Reconciliation  Act),  up  to  1.5%  of  the 
total  amount  of  disability  benefits  could  be  transferred  from  the 
trust  funds  for  payment  of  vocational  rehabilitation  services  for 
SSDI  beneficiaries.  In  FY  1980  the  amount  transferred  was  $110 
million  (the  amounts  transferred  generally  were  well  below  the 
1.5%  ceiling).  An  additional  $50  million  in  general  revenue  funds 
were  expended  for  SSI  disability  recipients.  A  benefit  cost  study 
completed  by  the  Social  Security  Administration  found  that  in  1975 
between  $1.39  and  $2.72  savings  accrued  to  the  social  security  trust 
fund  for  every  $1.00  spent  in  this  program. 

P.L.  96-265  (the  1980  Disability  Amendments)  included  a  provi- 
sion that  DI  and  SSI  benefits  could  continue  even  after  medical  re- 
covery until  the  individual  completed  a  vocational  rehabilitation 
program  in  which  he  was  participating  provided  he  had  not  been 
expected  to  recover  when  he  entered  the  program  and  provided  the 
program  would  increase  the  possibility  of  the  individual  perma- 
nently leaving  the  rolls. 

P.L.  97-35  abolished  the  general  DI  trust  fund  program  and  fur- 
ther provided  the  State  VR  agencies  could  be  reimbursed  only  for 
the  costs  of  services  to  beneficiaries  that  result  in  the  beneficiary's 
performance  of  SGA  (substantial  gainful  activity)  for  a  continuous 
period  of  at  least  9  months.  Trust  fund  expenditures  for  FY  1982 
were  about  $2  million  and  have  remained  under  $10  million  each 
year  since. 

Section  911  provides  assurance  to  vocational  rehabilitation  serv- 
ice providers  that  they  will  be  reimbursed  for  services  rendered  to 
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participants  in  the  medical  recovery  program  (Sec.  301  of  P.L.  96- 
265)  by  removing  the  restriction  added  by  P.L.  97-35  that  reim- 
bursement could  occur  only  where  the  beneficiary  had  performed 
nine  months  of  SGA  and  by  adding  a  provision  that  reimbursement 
will  occur  where  the  beneficiary  without  good  cause  refuses  to 
accept  or  fails  to  cooperate  with  services  in  such  a  way  as  to  pre- 
clude successful  rehabilitation. 

The  committee  is  concerned  that  provision  of  vocational  rehabili- 
tation services  to  social  security  beneficiaries  by  improved.  There- 
fore, it  directs  the  Advisory  Council  on  Medical  Aspects  of  Disabil- 
ity to  examine  the  whole  area  of  the  availability  of  vocational  reha- 
bilitation services  for  social  security  disability  beneficiaries  with 
particular  attention  to  the  following  issues:  How  to  assure  that 
beneficiaries  are  referred  for  services  in  the  most  expeditious 
manner;  whether  the  Secretary  should  contract  directly  with  public 
and  private  non-profit  providers  of  services,  including  rehabilita- 
tion facilities;  how  to  provide  adequate  incentives  for  State  and 
non-profit  organizations  to  participate  in  programs  available  to 
social  security  beneficiaries;  and  what  types  of  services  should  be 
provided  to  people  whose  SSDI  benefits  are  terminated  as  a  result 
of  a  continuing  disability  investigation  and  how  best  to  provide 
such  services. 

The  committee  also  reaffirms  the  congressional  intent  that  pay- 
ment for  eligible  vocational  rehabilitation  services,  based  on  rea- 
sonable estimates,  be  made  to  service  providers  in  advance. 

d.  Advisory  Council  on  Medical  Aspects  of  Disability  (sec.  912 
of  the  bill) 

At  a  time  when  several  major  aspects  of  the  social  security  dis- 
ability program  are  to  be  re-evaluated  and  potentially  revised  in 
the  light  of  advances  in  medical  and  vocational  diagnostic  and 
therapeutic  techniques,  the  committee  believes  it  is  desirable  to 
assure  that  the  Secretary  has  ready  access  to  the  advice  and  recom- 
mendations of  medical  and  vocational  professionals.  Thus,  the  bill 
creates  a  temporary  Advisory  Council  (which  would  expire  on  De- 
cember 31,  1985)  consisting  of  medical,  psychological  and  vocational 
experts  to  provide  the  necessary  advice  and  recommendations  to 
the  Secretary  on  disability  standards,  policies  and  procedures.  To 
assure  the  input  of  appropriate  professional  and  consumer  organi- 
zations, the  Council  would  be  authorized  to  periodically  convene  a 
larger  representative  group  and  to  set  up  temporary  short-term 
task  forces  to  examine  particular  specialized  issues.  Under  the  bill, 
the  Council's  recommendations  to  the  Secretary  would  be  commu- 
nicated to  the  Congress  in  SSA's  currently  required  annual  report 
to  the  Congress  on  the  status  of  the  disability  program. 

Of  most  immediate  concern  to  the  committee  is  the  participation 
of  the  council  in  the  required  review  of  the  mental  impairment  list- 
ings. The  bill  provides  that  the  Council  must  be  appointed  within 
60  days  after  enactment  to  assure  the  timely  participation  of  the 
Council  in  this  review. 

The  committee  believes  that  the  Council  can  also  productively 
contribute  to  the  re-examination  of  a  number  of  other  critical 
issues  in  the  program.  Section  912,  for  example,  specifically  directs 
the  Council  to  examine  and  provide  recommendations  with  respect 
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to  the  question  of  requiring  the  involvement  of  appropriate  medical 
specialists  services;  i.e.,  how  best  to  assure  their  availability  and  ef- 
fective delivery  to  disabled  persons.  Moreover,  it  is  expected  that 
the  Council  will  participate  in  the  assessment  of  possible  policy 
changes  affecting  medical  aspects  of  the  program,  particularly  any 
changes  that  might  be  considered  with  respect  to  the  evaluation  of 
pain.  Because  the  Advisory  Council  will  be  considering  issues  con- 
cerning the  delivery  of  vocational  rehabilitation  services,  work 
evaluation  and  appropriate  procedures  and  criteria  for  such  serv- 
ices and  activities,  it  is  expected  that  among  those  chosen  to  be  in- 
cluded on  the  council  will  be  those  with  expertise  in  administering 
State  and  private  non-profit  vocational  rehabilitation  programs. 

e.  Qualifying  experience  for  appointment  of  certain  staff  at- 
torneys to  administrative  law  judge  positions  (sec.  913  of 
the  bill) 

To  qualify  for  an  ALJ  appointment,  one  must  be  an  attorney 
with  at  least  seven  years  of  experience  participating  in  formal 
cases  at  regulatory  agencies,  or  in  the  preparation  and  trial  of 
cases  in  courts  of  record,  or  in  certain  other  legal  work  described  in 
announcement.  At  least  two  of  those  years  must  be  in  the  field  of 
administrative  law  or  in  certain  activities  regarding  hearings  or 
the  trial  of  court  cases.  At  lease  one  year  of  qualifying  experience 
must  have  been  at  the  GS-14  level  in  the  Federal  service,  or  at  a 
comparable  level  of  difficulty  and  responsibility  in  other  employ- 
ment. The  highest  grade  available  for  staff  attorneys  who  assist 
social  security  ALJs  is  the  GS-12  level.  Social  security  ALJ  ap- 
pointments carry  a  lifetime  tenure  at  a  GS-15  level. 

The  committee  shares  the  concerns  repeatedly  expressed  by  OPM 
and  SSA  about  the  difficulty  of  finding ,  qualified  candidates  for 
social  security  ALJ  positions.  Staff  attorneys  who  work  with  social 
security  ALJs  are  readily  familiar  with  the  social  security  program 
and  with  adequate  training  represent  a  potential  pool  of  candidates 
for  ALJ  positions. 

Section  913  requires  the  Secretary  to  establish  a  sufficient 
number  of  attorney  advisor  positions  at  GS-13  or  GS-14  levels  to 
ensure  adequate  career  advancement  opportunity  for  attorneys  em- 
ployed by  SSA,  and  to  assign  duties  and  responsibilities  to  enable 
individuals  in  these  positions  to  achieve  qualifying  experience  for 
an  ALJ  appointment.  The  committee  notes  that  the  Committee  on 
Post  Office  and  Civil  Service  has  expressed  support  for  this  amend- 
ment. 

4.  SSI  provisions 

a.  Extension  of  the  section  1619  program  for  the  SSI  disabled 
who  perform  substantial  gainful  activity  despite  severe 
medical  impairment  (sec.  926  of  the  bill) 

Section  926  extends  for  two  and  one-half  years,  through  June  30, 
1986,  the  temporary  authority  contained  in  section  1619  of  the 
Social  Security  Act  that  provides  for  the  continuation  of  SSI  bene- 
fits and/or  Medicaid  for  disabled  recipients  who  are  able  to  work 
despite  the  continuation  of  their  impairments. 
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Section  926  also  requires  the  dissemination  of  information  about 
the  section  1619  program  to  the  disabled  and  staff  of  various  agen- 
cies and  organizations. 

Prior  to  mid  1985,  HHS  would  compile  information  on  the  char- 
acteristics of  section  1619  recipients  including  health  services 
usage,  impairments,  and  other  information  intended  to  be  used  in 
making  recommendations  regarding  the  continuation  and/or 
needed  modification  in  section  1619. 

Section  1619  was  enacted  as  part  of  the  Disability  Amendments 
of  1980  and  was  intended  to  lessen  the  work  disincentives  for  SSI 
disabled  recipients  who,  under  prior  law,  risked  the  loss  of  SSI  and 
Medicaid  when  they  increase  their  work  effort  and  earnings  in 
spite  of  the  continuation  of  their  disability. 

Section  1619(a)  of  the  SSI  law  provides  that  an  individual  who 
loses  eligibility  for  SSI  because  he  or  she  works  and  demonstrates 
the  ability  to  perform  SGA,  but  who  continues  to  have  a  disabling 
impairment,  may  become  eligible  for  special  SSI  benefits  until 
their  countable  income  reaches  the  SSI  income  disregard  "break- 
even point".  People  who  receive  the  special  SSI  benefits  continue  to 
be  eligible  for  Medicaid  on  the  same  basis  as  regular  SSI  recipients. 

Under  section  1619(b),  an  individual  can  continue  to  be  eligible 
for  Medicaid  even  if  their  earnings  have  taken  them  past  the  SSI 
income  disregard  "breakeven  point."  This  special  eligibility  status, 
under  which  the  individual  is  considered  a  blind  or  disabled  indi- 
vidual receiving  SSI  benefits  for  purposes  of  Medicaid  eligibility, 
applies  as  long  as  the  individual:  (1)  continues  to  be  blind  or  have  a 
disabling  impairment;  (2)  except  for  earnings,  continues  to  meet  all 
the  other  requirements  for  SSI  eligibility;  (3)  would  be  seriously  in- 
hibited from  continuing  to  work  by  the  termination  of  eligibility 
for  Medicaid  services;  and  (4)  has  earnings  that  are  not  sufficient  to 
provide  a  reasonable  equivalent  of  the  benefits  (SSI,  State  supple- 
mentary payments,  and  Medicaid)  which  would  be  available  if  he 
or  she  did  not  have  those  earnings. 

Section  1619  was  enacted  to  be  effective  for  three  years  with  the 
expectation  that  information  would  be  gathered  regarding  the 
characteristics  of  those  who  benefit  from  section  1619  and  the 
impact  of  such  a  program  on  reducing  the  work  disincentives  for 
the  disabled  under  the  SSI  disability  program.  The  most  recent  in- 
formation available  to  the  Committee  from  the  Social  Security  Ad- 
ministration shows  that  in  December  1982,  287  SSI  recipients  were 
receiving  benefits  under  the  provisions  of  Section  1619(a)  and  5,600 
former  SSI  recipients  were  retaining  eligibility  for  Medicaid  under 
section  1619(b).  Approximately  one-half  of  section  1619  recipients 
are  under  age  30  compared  to  only  16  percent  of  all  SSI  disabled 
adult  recipients. 

The  Administration  has  agreed  to  an  extension  of  section  1619 
with  the  understanding  that  more  complete  data  will  be  collected 
and  available  by  mid  1985  for  further  evaluation  of  the  program. 
The  Administration  has  agreed  to  collect  data  regarding  the  char- 
acteristics of  the  individuals  benefiting  from  these  provisions,  the 
effects  on  work  effort,  and,  in  the  case  of  continued  Medicaid  cover- 
age, the  types  of  health  care  services  utilized  and  their  costs.  Some 
of  the  specific  areas  that  should  be  studied  are  (1)  the  types  of  im- 
pairments of  the  affected  individuals,  (2)  the  types  of  income  avail- 
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able  to  these  individuals;  earned  and  unearned;  the  movement  of 
individuals  from  one  eligibility  status  to  another;  the  kinds  of 
health  services  used  and  the  offsets  to  costs  due  to  employer-relat- 
ed health  insurance  and  other  third-party  resources.  It  is  recog- 
nized that  the  collection  and  analysis  of  these  data  require  the  par- 
ticipation and  cooperation  of  the  Social  Security  administration  for 
matters  involving  eligibility,  characteristics,  and  work  incentives; 
the  Health  Care  Financing  Administration  for  matters  relating  to 
Medicaid  costs  and  utilization;  and  the  State  agencies  administer- 
ing the  Medicaid  programs  for  providing  Medicaid  data  in  their 
files;  and  the  Committee  expects  such  cooperation. 

This  provision  to  continue  the  section  1619  program,  also  directs 
the  Secretary  of  Health  and  Human  Services  and  the  Secretary  of 
the  Department  of  Education  to  develop  and  disseminate  informa- 
tion and  establish  training  programs  for  staff  personnel,  with  re- 
spect to  the  potential  availability  of  benefits  and  services  for  dis- 
abled individuals  under  the  provisions  of  section  1619.  At  Commit- 
tee hearings  held  in  California  and  Washington,  D.C.  and  from  re- 
ports from  the  disabled  and  rehabilitation  and  social  services  agen- 
cies, the  Committee  found  a  lack  of  awareness  or  knowledge  of  the 
section  1619  program. 

As  stated  in  testimony  at  the  hearings,  "Getting  information  out 
to  the  disabled  community  is  no  simple  task.  It  requires  the  best 
effort  of  the  Social  Security  Administration  and  the  cooperative  ef- 
forts of  disability  organizations,  rehabilitation  agencies,  and  other 
groups  concerned  with  disability."  However,  as  was  also  stated  in 
hearings  by  a  disabled  individual,  who  did  not  utilize  the  option 
available  under  section  1619  because  the  District  office  staff  of  the 
Social  Security  Administration  did  not  inform  her  about  section 
1619.  "  In  order  for  SSI  recipients  like  me  to  use  these  work  incen- 
tive options,  we  need  to  be  aware  of  how  they  can  help  us  attain 
our  employment  goals  without  jeopardizing  our  health  and  wellbe- 
ing." 

The  provision  provides  that  the  Social  Security  Administration 
would  be  responsible  for  training  programs  for  their  staff  in  the 
District  offices.  The  Social  Security  Administration  would  also  be 
responsible  for  making  a  concerted  effort  to  inform  SSI  disability 
applicants  and  recipients  about  the  provisions  of  Section  1619.  The 
amendment  also  mandates  that  the  Department  of  Education,  in- 
tended to  be  carried  out  primarily  through  the  Rehabilitation  Serv- 
ices Administration  to  also  be  involved  in  getting  information  out 
to  the  State  Vocational  Rehabilitation  agencies.  In  addition,  work- 
ing with  and  through  such  agencies,  the  information  is  also  to  be 
made  available  to  the  other  public  and  private  rehabilitation  and 
social  service  agencies  in  the  States  and  to  the  various  organiza- 
tions of  and  representing  the  disabled. 

The  section  1619  program  is  intended  to  be  a  tool  which  can  be 
used  by  those  agencies  and  organizations  responsible  for  enabling 
the  disabled  to  improve  their  capabilities  to  increase  their  level  of 
self  support,  to  live  independently  or  to  work  in  a  sheltered  envi- 
ronment. Therefore,  the  committee  is  concerned  that  unless  there 
is  a  greatly  increased  effort  to  get  information  out  to  a  broad  range 
of  individuals  and  organizations  that  many  disabled  individuals 
will  not  be  made  aware  of  this  attempt  by  Congress  to  eliminate 
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the  work  disincentives  for  those  disabled  who  are  able  to  work  in 
spite  of  their  impairment. 

In  a  related  matter,  the  Committee  is  concerned  that  the  Admin- 
istration is  counting  toward  the  "trial  work  period"  any  month  in 
which  the  disabled  is  earning  over  $75  a  month  in  a  sheltered 
workshop.  The  Committee  feels  that  the  trial  work  period  is  to  be 
used  to,  in  effect,  test  the  individuals  ability  to  be  eventually  em- 
ployed in  a  sheltered  work  shop  should  not  be  counted  toward  the 
"trial  work  period"  months. 

At  the  hearing  held  by  the  Subcommittee  on  Public  Assistance 
and  Unemployment  Compensation  regarding  the  extension  of  the 
section  1619  program,  the  following  case  examples  were  presented 
as  to  the  impact  of  the  section  1619  program: 

In  order  for  this  committee  to  realize  the  impact  of  sec- 
tion 1619,  a  description  of  two  cases  should  provide  you 
with  information  that  will,  hopefully,  assist  in  your  deci- 
sion. The  first  is  a  26  year  old  woman  who  is  a  quadriple- 
gic and  requires  an  attendant  to  assist  with  her  personal 
care  and  home  care  needs  such  as  bathing,  dressing, 
grooming,  cooking,  shopping  and  other  needs.  Vocational 
rehabilitation  helped  her  complete  a  college  program,  pro- 
viding funds  for  training  and  for  attendant  care.  After 
graduating  from  college,  she  obtained  full  time  employ- 
ment as  a  computer  operator  with  earnings  of  $650  a 
month.  Although  she  briefly  received  attendant  care  under 
a  State  medical  program,  she  eventually  was  told  she  must 
either  quit  working  or  lose  her  eligibility.  Since  she  was 
unable  to  pay  this  herself,  she  decided  to  quit  working. 

The  second  case  is  a  personal  friend  on  SSI  who  has 
overcome  great  barriers  with  his  disability.  He  is  a  quadri- 
plegic who  has  no  use  of  his  legs,  right  arm  and  limited 
mobility  with  his  left  arm.  He  obtained  his  Bachelor's 
degree  in  1975  with  assistance  from  the  Vocational  Reha- 
bilitation Program.  He  then  moved  to  Minnesota  to  contin- 
ue with  graduate  school.  Since  no  Medicaid  Title  19  was 
available  to  assist  with  Attendant  Care  costs,  he  was 
forced  into  institutional  care.  In  1978,  he  was  able  to  move 
out  into  the  community  of  Minnesota  due  'to  the  Attendant 
Care  Program  funded  through  the  Federal  and  State  Gov- 
ernments. 

While  finishing  his  education,  he  began  full  time  work 
for  a  Rehabilitation  Center,  but  after  the  nine  month  Trial 
Work  Period,  he  would  lose  SSI  status  and,  therefore,  eligi- 
bility for  Medicaid  Title  XIX  and  Social  Services  Title  XX 
which  paid  for  his  Attendant  Care.  Ultimately,  he  had  to 
quit  an  excellent  position  at  the  conclusion  of  his  Trial 
Work  Period  or  be  forced  to  return  to  a  life  of  dependency 
and  institutional  care.  The  cost  of  such  care  far  exceeds 
the  cost  of  continuing  to  live  independently  in  the  commu- 
nity with  partial  benefits. 

Passage  of  the  1980  Social  Security  Disability  Amend- 
ment, which  included  the  provisions  in  Section  1619, 
changed  the  picture  dramatically  for  these  two  individuals. 
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In  1981,  my  friend  was  able  to  obtain  employment  at  an- 
other Rehabilitation  Center  in  Minneapolis.  He  has  re- 
tained Medicaid  Title  XIX  and  Social  Services  Title  XX, 
and  receives  some  SSI  payments  which  make  it  possible  to 
pay  the  additional  expenses  of  living  independently. 

Today,  he  holds  a  new  position  with  a  private  non-profit 
consulting  firm  that  provides  technical  assistance  on  dis- 
ability awareness  to  corporations  and  businesses  in  the  pri- 
vate sector.  The  firm  sponsors  seminars  that  show  supervi- 
sors and  management  how  to  work  and  communicate  with 
disabled  employees,  thus,  creating  increased  employment 
opportunities  for  persons  with  disabilities. 

If  SSI  Special  Benefits  Amendment  (Section  1619)  is  not 
continued,  he  will  again  be  forced  to  quit  his  job  in  order 
to  avoid  institutional  care,  since  he  cannot  afford  the  cost 
of  attendant  services  without  public  assistance  while  en- 
gaged in  employment. 

b.  SSI  disability  program  work  evaluation  and  rehabilitation 
study 

Section  927  would  require  the  Advisory  Council  on  the  Medical 
Aspects  of  Disability  to  also  study  the  following  issues  related  to 
the  SSI  Disability  program: 

Consideration  of  alternative  approaches  to  the  use  of  work 
evaluation  related  to  determination  of  eligibility  for  SSI  dis- 
ability benefit  including:  criteria  for  referral  to  work  evalua- 
tion; relationship  to  rehabilitation  potential  and  training;  and 
appropriateness  of  providing  stipends  during  extended  work 
evaluation;  and 

Reexamining  the  definition  of  a  successful  rehabilitation  of 
an  SSI  disabled  recipient  to  include  the  ability  of  the  severely 
disabled  to  work  in  a  sheltered  environment  and  live  independ- 
ently. 

Work  evaluation  for  purpose  of  the  study  would  include  deter- 
mining an  individual's:  work  activity  capabilities;  work  activity 
limitations;  rehabilitation  potential;  ability  of  the  mentally  im- 
paired to  cope  with  a  competitive  work  environment;  and  needed 
modifications  in  the  work  setting  to  enable  the  individual  to  work. 

Section  927  of  the  bill  would  require  the  Advisory  Council  on  the 
Medical  Aspects  of  Disability  to  consider  alternative  approaches  to 
the  use  of  work  evaluation  related  to  the  SSI  disability  program. 
Such  consideration  by  the  Council  should  include  examining  pro- 
posals presented  to  the  Committee  on  Ways  and  Means  by  various 
individuals  and  organizations  with  expertise  in  the  area  of  work 
evaluation  and  rehabilitation. 

The  SSI  program  for  the  disabled  grew  out  of  the  formerly  State 
administered  program  for  the  disabled  and  was  not  an  offshoot  of 
the  Social  Security  Disability  Insurance  program.  Under  the  pre- 
SSI  program  the  definition  of  disability  was  set  by  each  State 
under  some  rather  general  Federal  statutory  and  regulatory  lan- 
guage. 

While  there  is  a  common  definition  for  disability  for  the  Disabil- 
ity Insurance  program  and  the  SSI  program,  there  are  a  number  of 
very  significant  differences  between  the  two  programs  and  the 
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characteristics  of  the  recipients  of  disability  insurance  and  SSI  dis- 
ability recipients.  These  differences  are  critical  when  evaluating  an 
individual's  potential  for  employment  and  when  determining  the 
approach  which  should  be  taken  both  in  determining  eligibility  for 
disability  benefits  and  the  approach  to  rehabilitation  activities  for 
such  recipients.  In  addition,  it  needs  to  be  recognized  that  Congress 
has  defined  a  unique  function  for  the  SSI  disability  under  the  sec- 
tion 1619  program  by  providing  ongoing  income  support  and  medi- 
cal services  under  Medicaid  for  those  disabled  who  have  disabling 
impairments  but  who  wish  to  have  some  level  of  employment  in 
spite  of  their  impairment. 

The  following  chart  compares  some  selected  characteristics  of  the 
two  programs  and  of  the  recipients  of  benefits  under  the  two 
programs. 


Comparison  of  Selected  Characteristics  of  the  SSI  Disability 
Program  and  the  Social  Security  Disability  Program  and  a 
Comparison  of  Selected  Characteristics  of  Recipients  of  Dis- 
ability and  SSI  Disability  Benefits 


Social  Security  Disability  Insurance  SSI  Disability  Program 


A.  NON-DISABILITY  BASIS  FOR  ELIGIBILITY 


A.  Disability  Insurance  provides 
benefits  for  workers  who  are 
"insured  for  disability"  and 
their  dependents. 


.  Eligibility  for  an  the  amount 
of  SSI  benefits  for  a  disabled 
or  blind  individual  is  not  relat- 
ed to  whether  the  individual 
has  earned  social  security  cov- 
erage or  to  the  level  of  an  indi- 
vidual's previous  earnings. 
Cash  assistance  for  the  dis- 
abled and  blind  under  SSI  is 
provided  only  to  those  in  addi- 
tion to  meeting  the  disability 
criteria  have  income  and  re- 
sources low  enough  to  meet 
the  Federal  plus  state  supple- 
mentation (if  any)  income  eli- 
gibility standards.  While  ap- 
proximately 34  percent  of  the 
disabled  receiving  SSI  disabil- 
ity benefits  also  receive  DI 
benefits,  only  one-third  of 
those  or  12  percent  are  DI  re- 
cipients on  the  basis  of  their 
own  work  history. 

B.  IMPACT  OF  EARNINGS  BY  RECIPIENTS  ON  AMOUNTS  OF  BENEFITS 


B.  Earnings  by  DI  recipients 
below  the  SGA  earnings  test 
level  does  not  reduce  the 
amount  of  DI  benefits  paid  to 
the  recipient. 


B.  SSI  recipients  have  a  $1  re- 
duction in  SSI  benefits  for 
every  $2  in  earnings  in  excess 
of  $65  a  month  ($85  a  month  if 
no  other  income). 


C.  MAJOR  DISABLING  DIAGNOSIS 


C.  Approximately  12  percent  of 
the  DI  recipients  are  eligible 
of  the  basis  of  mental  impair- 
ments; circulatory  disorders 
account  for  29  percent  of  the 
disabling  impairment;  and 
skeletal-muscular  impair- 
ments account  for  19  percent. 


C.  Approximately  40  percent  of 
the  SSI  disabled  are  eligible 
on  the  basis  of  mental  impair- 
ments. Approximately  20  per- 
cent are  on  the  basis  of  circu- 
latory disorders. 
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Comparison  of  Selected  Characteristics  of  the  SSI  Disability 
Program  and  the  Social  Security  Disability  Program  and  a 
Comparison  of  Selected  Characteristics  of  Recipients  of  Dis- 
ability and  SSI  Disability  Benefits — Continued 

Social  Security  Disability  Insurance  SSI  Disability  Program 

D.  AGE  OF  RECIPIENTS 

D.  7.  percent  are  under  age  30  D.  24  percent  are  under  age  30 
and  66  percent  of  the  DI  popu-  of  the  SSI  disabled  population 
lation  in  ages  50  through  64  ages  18-64  and  66  percent  are 
years  of  age.  ages  50-64  of  the  SSI  disabled 

population  ages  18-64. 

E.  SEX  OF  RECIPIENTS 

E.  70  percent  male  and  30  per-  E.  40  percent  male  and  60  per- 
cent female.  cent  female. 


At  the  August  3rd  hearing  of  the  Subcommittee  on  Public  Assist- 
ance and  Unemployment  Compensation,  testimony  was  presented 
on  behalf  of  the  State  of  Michigan's  Interagency  Task  Force  on  Dis- 
ability by  the  Director  of  the  Michigan  Department  of  Mental 
Health.  The  Michigan  Task  Force,  which  consists  of  professional 
staff  from  the  State  Disability  Determination  Service,  the  State  vo- 
cational rehabilitation  service  agency,  the  State  department  of 
Mental  Health,  Department  of  Social  Services  and  other  state 
agencies  made  recommendations  based  on  a  broad  view  of  the  role 
of  Federal  and  state  government's  responsibilities  as  related  to  the 
disabled.  In  describing  the  proposed  Michigan  model,  as  to  the  rec- 
ommended use  to  be  made  of  work  evaluation,  the  Task  Force  rep- 
resentative contended  that  long  term  cost  savings  will  accrue  to 
the  Federal  government  and  to  States  through  the  use  of  work 
evaluations  and  vocational  rehabilitation  in  selected  cases. 

The  testimony  stated  that: 

The  relationship  between  multiple  impairments  and 
work  ability  or  the  relationship  between  residual  capacity 
and  work  ability  should  be  reliably  documented.  This  docu- 
mentation should  involve  the  application  of  accepted  tech- 
niques by  a  trained  counselor  who  can  become  personally 
familiar  with  the  claimant.  This  vocational  documentation 
should  become  a  part  of  the  objective  information  which  is 
reviewed  in  deciding  whether  disability  benefits  should  be 
awarded.  In  this  way,  and  only  in  this  way,  can  ALJ's  and 
disability  examiners  render  uniform,  reliable  decisions 
based  on  objective  assessments  of  a  whole  person — includ- 
ing equally-weighted  medical  and  functional  documenta- 
tion 

In  directing  the  Advisory  council  to  consider  alternative  ap- 
proaches to  work  evaluation,  section  927  defines  work  evaluation  as 
follows: 
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For  purposes  of  this  section,  "work  evaluation"  includes 
(with  respect  to  any  individual)  a  determination  of  (a)  such 
individual's  (b)  the  work  activities  or  types  of  work  activity 
for  which  such  individual's  skills  are  insufficient  or  inad- 
equate, (c)  the  work  activities  or  types  of  work  activity  for 
which  such  individual  might  potentially  be  trained  or  re- 
habilitated, (d)  the  length  of  time  for  which  such  individu- 
al is  capable  of  sustaining  work  (including,  in  the  case  of 
the  mentally  impaired,  the  ability  to  cope  with  the  stress 
of  competitive  work),  and  (e)  any  modifications  which  may 
be  necessary,  in  work  activities  for  which  such  individual 
might  be  trained  or  rehabilitated,  in  order  to  enable  him 
or  her  to  perform  such  activities. 

The  reason  that  such  an  approach  is  recommended,  especially  as 
related  to  the  SSI  program  is  that  most  SSI  applicants  have  had  a 
very  tenuous  or  non-existent  connection  to  the  work  force.  There- 
fore, if  work  evaluation  is  used  only  to  determine  eligibility  for 
income  assistance,  the  result  could  be  to  deny  the  individual  the 
opportunity  to  gain  access  to  those  rehabilitation  services  which 
can  enable  an  individual  to  lessen  his  or  her  dependency.  On  the 
other  hand,  if  work  evaluation  is  not  used  to  accurately  gauge,  to 
the  extent  possible,  the  individual's  limitations  on  being  able  to 
work  at  a  substantially  gainful  wage  level  then  the  individual  may 
be  denied  that  financial  assistance  to  which  he  or  she  is  entitled 
and  which  is  reflective  of  his  or  her  very  limited  capacity  to  be  self- 
sufficient. 

This  approach  to  work  evaluation  is  illustrated  in  the  following 
excerpt  from  the  State  of  Michigan  testimony: 

In  the  model,  I  propose  all  individuals  who  pass  through 
the  screening  criteria  would  be  determined  "presumptively 
disabled"  and  would  be  granted  SSI  benefits  for  up  to  six 
months,  during  which  time  additional  vocational  informa- 
tion would  be  acquired.  These  presumptive  beneficiaries 
would  be  referred  to  state  Vocational  Rehabilitation  agen- 
cies for  a  work  evaluation  to  determine  their  potential  for 
either  gainful  employment  or  for  the  development  of  skills 
needed  for  successful  sheltered  employment. 

Results  for  work  evaluations  would  be  transmitted  to  ex- 
aminers within  the  State  DDS  to  be  used  in  their  final  de- 
terminations of  disability.  If,  based  on  comprehensive  work 
evaluations,  the  claimant  is  found  capable  of  SGA,  the 
DDS  would  deny  the  individual  as  non-disabled.  If  the 
person  is  found  to  have  no  potential  for  SGA,  and  it  is  de- 
termined that  further  efforts  at  rehabilitation  would  not 
be  effective  (due  to  impairment),  the  case  would  be  ap- 
proved for  SSI  and  SSDI  benefits.  In  such  cases,  involve- 
ment in  a  sheltered  workshop  on  an  ongoing  basis  might 
be  appropriate,  with  benefit  levels  reduced  by  the  amount 
of  sheltered  workshop  income.  Finally,  if  the  person  is 
found  to  be  potentially  employable,  SSI  benefits  would  be 
granted  during  the  person's  progression  (through  rehabili- 
tation) to  more  independent  work  settings.  This  latter  pos- 
sibility, involving  training  and  rehabilitation,  would  vary 
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in  length  depending  on  individual  competencies.  At  all 
points  in  a  work  rehabilitation  plan,  disability  benefits 
would  be  reduced  by  the  amount  of  income  earned,  case 
management  responsibility  would  be  vested  in  the  rehabili- 
tation agency  (with  DDS  diarying  claimant  progress). 

The  amendment  suggests  the  evaluation  of  the  concept  of  "sti- 
pends" to  be  provided  to  those  in  the  work  evaluation  process.  The 
purpose  here  is  to  recognize  that  those  individuals  with  such  bor- 
derline ability  to  be  self  supporting  must  have  some  means  of  sub- 
sistence level  of  income  while  in  an  extended  work  evaluation. 

Section  927  also  requires  the  Advisory  Council  to  examine  the 
criteria  for  assessing  whether  a  recipient  of  SSI  disability  benefits 
will  benefit  from  rehabilitation  services.  Specifically,  the  amend- 
ment provides  that  such  an  examination  will  consider  whether 
such  criteria  should  include  not  only  whether  an  individual  will  be 
able  to  engage  in  substantial  gainful  activity  but  also  whether  such 
services  can  be  expected  to  improve  the  individual's  functioning  so 
that  he  or  she  will  be  able  to  live  independently  or  work  in  a  shel- 
tered environment. 

Unlike  the  Disability  Insurance  program,  earned  income  below 
the  Substantial  Gainful  Activity  earnings  test  of  $300  a  month  re- 
ceived by  SSI  disability  recipients  does  result  in  a  savings  to  the 
SSI  program.  SSI  benefits  are  reduced  $1  for  every  $2  of  earnings 
after  the  initial  disregard  of  the  first  $85  a  month  for  individuals 
with  no  other  income.  Therefore,  rehabilitation  services  and  train- 
ing will  have  a  savings  to  the  SSI  program  even  if  the  earnings  of 
an  SSI  disability  recipient  does  not  reach  the  SGA  earnings  test  of 
$300  a  month. 

In  addition,  at  the  income  level  provided  under  the  SSI  program 
even  an  additional  small  increment  of  income  from  sheltered  em- 
ployment can  make  a  significant  difference  between  marginal  sub- 
sistence and  some  degree  of  independence,  improved  quality  of  life, 
and  self-esteem  which  such  earnings  can  provide. 

c.  SSI  conforming  amendments 

Included  in  the  bill  as  reported  by  the  Committee  are  provisions 
to  make  generally  the  same  changes  in  the  SSI  statute  (Title  XVI 
of  the  Social  Security  Act)  as  are  made  in  the  Disability  Insurance 
program  under  Title  II  of  the  Social  Security  Act.  The  provisions 
also  ensure  applicability  to  the  SSI  Disability  program  of  certain 
temporary  provisions  in  Title  IX  affecting  the  Disability  Insurance 
program.  These  include,  for  example,  making  applicable  to  the  SSI 
program  required  studies  related  to  pain  and  the  moratorium  in 
the  reviews  of  the  mentally  impaired. 

5.  Effective  date  (sec.  914  of  the  bill) 

Except  as  otherwise  provided,  these  provisions  of  the  bill  would 
apply  with  respect  to  cases  involving  only  disability  determinations 
pending  in  HHS  or  in  court  on  or  after  the  date  of  enactment. 


TITLE  X— MEDICARE  BUDGET  RECONCILIATION 
AMENDMENTS 


A.  Payment-  and  Coverage-Related  Changes 

1.  Payment  for  outpatient  diagnostic  laboratory  tests  (sec.  1001  of 
the  bill) 

Present  Law 

Under  present  law,  outpatient  diagnostic  laboratory  services  are 
reimbursed  on  the  basis  of  reasonable  charges  when  furnished  by 
an  independent  laboratory  or  by  a  physician.  Payment  for  such 
services  to  hospital  outpatients  is  on  the  basis  of  reasonable  cost. 
These  laboratory  services  are  covered  under  part  B  of  the  medicare 
program;  thus,  the  beneficiary  is  subject  to  the  part  B  deductible 
and  coinsurance  requirements. 

Explanation  of  Provision 

The  bill  would  require  the  establishment  of  a  fee  schedule  for  all 
laboratory  services  except  those  for  hospital  inpatients.  Payment 
would  be  based  on  the  fee  schedule  unless  the  actual  charge  is 
lower.  The  schedule  may  initially  be  established  on  a  carrier  or  re- 
gional basis;  however,  within  three  years  after  the  date  of  enact- 
ment the  Secretary  would  be  required  to  develop  and  implement  a 
national  fee  schedule. 

The  Secretary  would  be  given  the  discretion  to  provide  for  adjust- 
ments to  the  national  fee  schedule  to  account  for  wage  variations  if 
the  Secretary  determines  that  variations  in  wages  between  differ- 
ent areas  of  the  country  significantly  affect  the  cost  of  providing 
laboratory  services  and  that  an  adjustment  is  appropriate. 

The  initial  payment  level  for  the  fee  schedule  would  be  estab- 
lished at  60%  of  prevailing  charges  for  the  fee  screen  year  begin- 
ning July  1,  1984.  The  Secretary  would  be  required  to  adjust  the 
fee  schedules  annually  to  reflect  changes  in  the  Consumer  Price 
Index  for  all  Urban  Consumers  (U.S.  city  average)  and  could  make 
additional  adjustments  that  the  Secretary  determines  are  justified 
by  technological  changes. 

All  clinical  laboratories  would  be  required  to  bill  the  medicare 
program  directly,  rather  than  billing  the  physician  who  ordered 
the  tests  (laboratories  performing  tests  "under  arrangement"  with 
a  hospital  could  continue  to  bill  the  hospital  for  hospital  outpa- 
tients). Physicians  would  be  permitted  to  bill  for  clinical  laboratory 
services  only  if  the  physician  (or  another  physician  with  whom  the 
physician  snares  his  practice)  personally  performed  or  supervised 
the  performance  of  the  test. 

Independent  laboratories  would  be  required  to  accept  medicare 
assignment.  Hospital  laboratories  would  have  a  similar  obligation 
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under  the  hospital's  medicare  participation  agreement  not  to 
charge  a  hospital  outpatient  for  whom  the  hospital's  laboratory 
performs  diagnostic  tests.  With  respect  to  tests  performed  for  non- 
hospital  patients,  the  bill  would  require  the  hospital  to  accept  as- 
signment. Reimbursement  for  these  assigned  claims  would  be  at 
100%  of  the  fee  schedule  and  applicable  deductible  and  coinsurance 
amounts  would  be  waived. 

Where  a  physician  bills  for  laboratory  services  that  he  personally 
performs  or  supervises,  the  physician  may  accept  or  not  accept 
medicare  assignment  on  a  claim  by  claim  basis.  When  the  physi- 
cian agrees  to  accept  assignment,  medicare  reimbursement  would 
be  at  100%  of  the  fee  schedule  amount,  and  the  coinsurance  and 
any  applicable  deductible  would  not  apply.  When  the  physician 
chooses  not  to  accept  assignment,  medicare  reimbursement  would 
be  80%  of  the  fee  schedule  amount  and  applicable  coinsurance  and 
deductible  amounts  would  apply. 

The  bill  provides  for  the  payment  of  a  nominal  fee  for  the  draw- 
ing of  patient  specimens.  However,  this  payment  may  be  made  only 
once  per  encounter  to  either  the  physician  or  the  clinical  lab, 
whomever  draws  the  specimen.  The  committee  intends  that  the 
Secretary  would  determine  an  appropriate  payment  amount  for 
these  services.  The  payment  may  vary  under  specified  circum- 
stances if  the  Secretary  determines  differences  in  costs  make  such 
an  adjustment  appropriate. 

Current  law  authorizes  the  Secretary,  for  certain  items  and  serv- 
ices, to  establish  medicare  reasonable  charge  levels  at  the  lowest 
charge  levels  at  which  the  item  or  service  is  widely  and  consistent- 
ly available  in  a  locality.  The  committee  believes  that  these  provi- 
sions of  law  would  no  longer  be  applicable  with  respect  to  clinical 
laboratory  services  once  the  fee  schedule  reimbursement  system  is 
implemented. 

The  Secretary  would  be  directed  to  simplify  current  billing  re- 
quirements for  laboratory  services.  Such  simplification  may  include 
eliminating  requirements  that  a  patient  diagnosis  appear  on  a 
clinical  laboratory  bill,  mechanisms  to  ensure  prompt  payment, 
minimizing  the  amount  of  information  required  for  claims  process- 
ing and  facilitating  bulk  or  periodic  billing  for  multiple  benefici- 
aries. 

Effective  Date 

The  provision  would  be  effective  for  services  furnished  on  or 
after  July  1,  1984. 

2.  Coverage  of  administration  of  hepatitis  B  vaccine  (sec.  1002  of 
the  bill  and  sec.  1861  of  the  Act) 

Present  Law 

Current  law  prohibits  medicare  coverage  of  immunizations  and 
vaccines  except  in  the  case  of  pneumoccocal  vaccine,  which  the 
Congress  specifically  covered  in  1980. 
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Explanation  of  Provision 

The  bill  would  provide  medicare  coverage  of  hepatitis  B  vaccine 
for  medicare  beneficiaries  when  the  vaccine  is  administered  in  a 
hospital  or  renal  dialysis  facility.  The  applicable  medicare  part  B 
deductible  and  coinsurance  is  waived. 

The  committee  intends  that  the  Secretary  limit  those  eligible  to 
receive  the  hepatitis  B  vaccinations  to  those  at  high  risk  of  infec- 
tion. The  committee  anticipates  that  the  Secretary  will  develop 
coverage  guidelines  using  available  information  to  define  those 
groups  at  high  risk  of  contracting  this  disease,  using  specifically, 
but  not  necessarily  exclusively,  the  information  developed  by  the 
Centers  for  Disease  Control  (CDC). 

The  committee  understands  that  one  of  the  groups  at  high  risk, 
identified  by  the  CDC,  is  the  medicare  end-stage  renal  disease  pop- 
ulation. Medicare  beneficiaries  suffering  from  end-stage  renal  dis- 
ease are  particularly  susceptible  to  hepatitis  B  and  are  currently 
monitored  by  testing,  frequently  on  a  monthly  basis,  for  the  virus. 
The  committee  believes  that  this  population  should  be  covered  by 
this  provision. 

The  committee  has  given  the  Secretary  the  flexibility  to  develop 
a  payment  method  that  may  be  different  from  the  usual  medicare 
reimbursement  rules.  In  developing  such  a  payment  system,  howev- 
er, the  committee  believes  that  it  should  be  entirely  separate  from 
the  composite  rate  reimbursement  system  for  renal  dialysis  serv- 
ices. Furthermore,  the  committee  believes  that  any  payment 
system  should  provide  a  payment  amount  which  reasonably  re- 
flects the  cost  of  efficiently  providing  and  administering  the  vac- 
cine. 

Effective  Date 

The  provision  would  be  effective  for  services  furnished  on  or 
after  July  1,  1984. 

3.  Pacemaker  reimbursement  review  and  reform  (sec.  1003  of  the 
bill) 

Present  Law 

Under  present  law,  the  costs  of  inpatient  hospital  services  with 
respect  to  the  implantation  of  pacemakers,  including  the  costs  of 
the  device,  are  subject  to  the  new  diagnosis-related  group  (DRG) 
prospective  payment  system.  However,  the  costs  of  physicians'  serv- 
ices for  implantation  and  post-implantation  monitoring  of  the  de- 
vices are  reimbursed  under  part  B  and  are  not  subject  to  the  new 
system. 

Explanation  of  Provision 

It  is  anticipated  that  the  new  DRG  prospective  payment  system 
will  significantly  reduce  the  costs  of  hospital  inpatient  services 
with  respect  to  pacemaker  implantation.  However,  concerns 
remain  with  regard  to  the  frequency  of  subsequent  monitoring, 
physicians'  fees,  and  warranties  with  respect  to  the  devices. 
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Concerns  have  been  raised  with  respect  to  the  frequency  of  trans- 
telephonic  monitoring  of  implanted  pacemakers.  The  bill  would  re- 
quire the  Secretary  of  Health  and  Human  Services  to  issue,  before 
October  1,  1984,  revisions  to  the  current  guidelines  on  the  frequen- 
cy of  transtelephonic  monitoring  procedures  which  are  reasonable 
and  necessary.  It  is  anticipated  that  the  Secretary  will  have  had 
time  to  review  a  number  of  analyses  which  are  currently  being 
conducted  on  this  subject  before  that  date. 

The  bill  provides  that,  if  the  Secretary  has  failed  to  issue  such 
revised  guidelines  before  October  1,  1984,  payments  under  medicare 
will  be  limited  to  those  specified  in  the  legislation.  The  bill  limits 
the  frequency  of  monitoring  procedures  to  no  more  than:  (1)  weekly 
during  the  first  month  of  implantation,  (2)  once  every  two  months 
during  the  period  representing  80  percent  of  the  estimated  life  of 
the  device,  and  (3)  monthly  thereafter.  The  Committee  wishes  to 
make  it  clear  that  the  application  of  these  restrictions  would  be 
limited  to  single-chamber  cardiac  pacemakers  powered  by  lithium 
batteries.  In  addition,  the  bill  provides  that  the  limitations  would 
not  apply  where  special  medical  factors  (including  possible  evi- 
dence of  pacemaker  malfunction)  justify  more  frequent  monitoring. 

The  bill  requires  the  Secretary  to  report  to  the  Congress  on  the 
appropriateness  of  the  current  rate  of  physician  reimbursement  for 
services  associated  with  implantation  and  replacement  of  pacemak- 
ers and  pacemaker  leads.  The  Secretary  would  be  required  to  take 
into  account  the  amounts  recognized  as  reasonable  with  respect  to 
the  procedures  and  the  time  and  difficulty  of  the  procedures  com- 
pared to  those  when  such  rates  were  first  established.  The  Commit- 
tee intends  that  the  Secretary  shall  take  into  consideration  im- 
provements in  efficiency  of  pacemaker  implants  in  reviewing  the 
appropriateness  of  payments  to  physicians.  In  making  such  a 
report,  the  Secretary  would  be  required  to  take  into  coinsideration 
the  reduction  of  such  recognized  rates  by  20  percent.  The  report 
would  be  due  on  October  1,  1984. 

Finally,  the  bill  would  require  the  Secretary,  through  the  Food 
and  Drug  Administration,  to  provide  a  registry  of  all  cardiac  pace- 
maker devices  and  leads  for  which  payment  may  be  made  under 
medicare.  The  registry  would  include  the  manufacturer,  model, 
serial  number,  and  manufacturer's  price,  the  name  of  the  recipient, 
the  date  and  geographic  location  of  the  implantation  or  removal, 
and  the  name  of  the  physician,  hospital  or  other  provider.  The  reg- 
istry would  be  required  to  include  any  express  or  implied  warran- 
ties associated  with  the  device  and  any  other  information  which 
the  Secretary  deemed  appropriate. 

The  purpose  of  the  registry  would  be  to  assist  the  Secretary  in 
determining  when  medicare  payments  may  properly  be  made,  in 
determining  when  inspection  by  the  FDA  may  be  necessary  for 
purposes  of  review  and  testing  for  malfunctions  of  pacemakers,  and 
in  carrying  out  such  other  studies  as  the  Secretary  may  determine 
appropriate.  The  Secretary  would  be  specifically  prohibited  from 
identifying  any  recipient  of  a  pacemaker  by  name. 

In  any  case  where  the  Secretary  had  reason  to  believe  that  re- 
placement of  a  pacemaker  was  related  to  its  malfunction,  the  Sec- 
retary would  be  permitted  to  require  the  testing  of  such  device  by 
the  FDA  or  be  present  at  the  testing  by  the  manufacturer. 
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Effective  Date 
The  provision  would  be  effective  upon  enactment. 

4.  Payment  for  debridement  of  mycotic  toenails  (sec.  1004  of  the 

bill) 

Present  Law 

Routine  foot  care  is  not  covered  under  the  medicare  program; 
however,  medicare  does  allow  reimbursement  to  physicians  for  de- 
bridement of  mycotic  toenails  (toenails  with  a  fungal  infection) 
which  cannot  be  performed  by  a  nonprofessional. 

There  has  been  considerable  concern  regarding  the  frequency 
with  which  this  procedure  is  taking  place.  The  Health  and  Human 
Services  Inspector  General  conducted  a  review  in  Virginia  and  con- 
cluded that  this  benefit  was  being  abused,  because  the  procedure 
was  being  performed  more  frequently  than  necessary  and  was 
being  performed  on  patients  (particularly  nursing  home  patients) 
who  did  not  require  professional  care. 

Explanation  of  Provision 

The  bill  would  require  the  Secretary,  by  regulation,  to  deny  cov- 
erage under  the  medicare  program  for  debridement  of  mycotic  toe- 
nails if  performed  more  frequently  than  once  every  60  days.  Excep- 
tions would  be  authorized  if  medical  necessity  were  documented  by 
the  physician. 

It  is  the  intent  of  the  provision  to  assure  that  payment  will  not 
be  made  for  debridement  performed  more  frequently  than  every  60 
days;  however,  the  committee  is  aware  that  the  Secretary  may 
wish  to  evaluate  the  practice  further  and  may  determine  that  a 
tighter  standard  is  more  appropriate.  It  is  not  the  intent  of  this 
provision  to  prohibit  the  Secretary  from  establishing  a  standard 
which  is  more  restrictive  than  that  provided  in  the  statute.  The 
Secretary  would  not  be  prohibited  from  establishing  a  rule  limiting 
payment  to  debridement  performed  less  frequently  than  every  60 
days  (except  as  medically  necessary). 

Effective  Date 
The  provision  would  be  effective  upon  enactment. 

5.  Payments  for  costs  of  hospital-based  mobile  intensive  care 

units  (sec.  1005  of  the  bill) 

Present  Law 

In  general,  ambulance  services  are  reimbursed  under  medicare 
on  a  reasonable  charge  basis;  if  they  are  furnished  by  a  hospital, 
they  are  reimbursed  on  a  reasonable  cost  basis.  However,  such 
services  are  covered  only  if  the  patient  is  transported  to  the  hospi- 
tal or  to  another  specified  location.  In  addition,  the  patient  is  re- 
sponsible for  a  coinsurance  payment  of  20  percent. 

Mobile  intensive  care  units  (MICU's)  are  vehicles  equipped  with 
sophisticated  advanced  life  support  systems  and  staffed  by  para- 
medics trained  to  deal  with  life  threatening  emergencies.  They  also 


have  portable  telemetry  equipment  that  allows  them  to  remain  in 
constant  communication  with  a  physician. 

Several  hospitals  in  New  Jersey  operate  MICUs.  They  provide 
on-the-scene  services  but  they  do  not  transport  the  patient  to  the 
hospital.  Rather,  they  operate  in  conjunction  with  community  vol- 
unteer emergency  vehicles  which  transport  the  patient  to  the  hos- 
pital for  no  charge. 

The  State  of  New  Jersey  currently  has  a  medicare  waiver  under 
which  it  operates  a  prospective  payment  system.  To  receive  the 
waiver,  the  State  was  required  to  provide  assurances  to  the  Secre- 
tary of  HHS  that  expenditures  for  medicare  under  the  system 
would  not  exceed  those  which  otherwise  have  been  made. 

Explanation  of  Provision 

The  bill  provides  that  medicare  would  make  payment  to  hospi- 
tals under  part  A  for  the  operation  of  mobile  intensive  care  units  if 
certain  conditions  are  met.  The  hospital  must  be  located  in  a  State 
which  has  a  Statewide  prospective  payment  system  approved  by 
HHS  either  under  a  demonstration  waiver  or  under  the  new  sec- 
tion 1886(c)  programmatic  waiver.  Where  the  State  has  a  demon- 
stration waiver,  the  provision  will  apply  unless  the  State  notifies 
the  Secretary  of  HHS  within  30  days  of  the  date  of  enactment  of 
this  bill  that  the  State  does  not  want  the  provision  to  apply.  In  the 
case  of  a  section  1886(c)  waiver,  the  State  must  notify  the  Secretary 
within  such  reasonable  period  as  the  Secretary  may  establish. 

Finally,  the  State  must  provide  satisfactory  assurances  that  total 
medicare  and  medicaid  payments  to  the  hospitals  covered  under 
the  State  system  will  not  exceed  the  total  payments  which  would 
have  been  made.  The  committee  intends  that  this  provision  be  ap- 
plied only  under  very  limited  circumstances.  The  case  of  New 
Jersey  provides  a  special  situation  in  which  volunteer  ambulances 
transport  patients  to  hospitals.  It  is  not  the  desire  of  the  Congress 
through  the  medicare  program  to  disrupt  this  community  service. 
However,  the  committee  anticipates  that  in  most  cases,  medicare 
payments  for  ambulance  and  intensive  care  services  will  continue 
to  be  made  subject  to  the  same  conditions  and  limitations  as  under 
present  law. 

Effective  Date 

The  provision  would  be  effective  retroactivity  to  January  1,  1983. 

6.  Payment  for  physicians'  services  furnished  to  hospital  inpa- 
tients (sec.  1006  of  the  bill).  (This  section  is  not  a  part  of  the 
committee  amendment  in  the  nature  of  a  substitute.  It  will  be 
offered  as  a  separate  committee  amendment  to  the  basic  text 
of  the  bill  under  the  rule  request  made  by  the  Committee  on 
Ways  and  Means  to  the  Committee  on  Rules.) 

Present  Law 

Under  current  law,  medicare  pays  for  physician  services  on  the 
basis  of  medicare-determined  "reasonable  charges".  Reasonable 
charges  are  the  lesser  of:  (1)  a  physician's  billed  charge;  (2)  the  cus- 
tomary charge  made  by  an  individual  physician  for  a  specific  serv- 
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ice;  and  (3)  the  prevailing  level  of  charges  made  by  all  physicians 
for  specific  services  in  a  geographic  area.  The  customary  and  pre- 
vailing charges  are  updated  annually  (on  July)  to  reflect  changes  in 
physician  charging  practices.  Increases  in  the  prevailing  charge 
levels  are  limited  by  an  economic  index,  which  reflects  changes  in 
the  physicians'  practice  costs  and  changes  in  general  earnings 
levels. 

Under  current  law,  the  medicare  program  provides  for  two  alter- 
native ways  of  paying  for  services  provided  to  medicare  benefici- 
aries: (1)  the  physician  can  bill  the  medicare  beneficiary  his  usual 
fee,  just  as  he  would  most  other  patients.  The  beneficiary  is  then 
responsible  for  obtaining  the  reimbursement  from  the  medicare 
carrier.  The  beneficiary  is  responsible  for  the  deductible  amount  (if 
not  previously  satisfied),  the  20%  coinsurance  on  the  medicare-al- 
lowed charge,  plus  100%  of  the  physician's  fee  above  the  allowed 
charge.  (2)  The  beneficiary  may  choose  to  assign  his  rights  to  pay 
ment  to  the  physician  who  may  agree  to  accept  assignment.  Under 
the  "assignment  of  benefits"  option,  the  physician  agrees  to  accept 
the  medicare  determined  reasonable  charge  as  payment  in  full  and 
is  paid  directly  by  the  medicare  carrier.  The  physician  may  bill  the 
beneficiary  only  for  the  20%  coinsurance  and  any  applicable  de- 
ductible. 

The  medicare  program  currently  allows  physicians  to  decide 
whether  or  not  to  accept  medicare  assignment  on  a  case-by-case 
basis.  There  has  been  a  significant  decline  in  physician  willingness 
to  accept  assignment  over  the  last  15  years,  although  in  the  last  2- 
3  years  there  has  been  a  slight  increase.  Recent  data  indicates  that 
approximately  53  percent  of  medicare  claims  are  assigned,  amount- 
ing to  54  percent  of  charges. 

Explanation  of  Provision 

The  bill  as  reported  provides  for  a  12-month  freeze  on  the  eco- 
nomic index  used  to  limit  prevailing  charges.  The  freeze  would  be 
applicable  only  to  charges  for  physician  services  provided  to  hospi- 
tal inpatients.  The  levels  would  be  frozen  at  June  30,  1984  levels 
from  July  1,  1984,  until  June  30,  1985  and  there  would  be  no  provi- 
sion for  a  catch-up  in  subsequent  years. 

Physicians  would  be  required  to  accept  medicare  assignment  for 
all  services  provided  to  medicare  hospital  inpatients.  This  manda- 
tory assignment  provision  would  remain  in  effect  until  six  months 
after  the  Congress  receives  the  Secretary's  report  and  recommenda- 
tion on  the  advisability  and  feasibility  of  including  payments  for 
inpatient  physician  services  in  the  DRG  prospective  payment  legis- 
lation. Under  the  bill,  the  report  is  due  on  July  1,  1985. 

The  medicare  provider  agreements  that  all  hospitals  receiving 
medicare  reimbursement  are  required  to  have  would  be  modified. 
The  new  provider  agreement  would  obligate  the  hospital  to  obtain 
signed  agreements  from  each  doctor  on  its  medical  staff  (courtesy 
or  otherwise),  who  provides  inpatient  services  in  the  hospital,  stat- 
ing that  the  physician  agrees  to  accept  assignment  for  any  medi- 
care beneficiary  that  he  treats  as  an  inpatient  of  that  hospital.  The 
committee  expects  that  the  Secretary  will  specify  the  form  and 
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manner  in  which  hospitals  will  be  required  to  satisfy  this  require- 
ment. 

Although  the  hospital  would  be  required  to  obtain  the  assign- 
ment agreement  from  each  physician  providing  services  to  inpa- 
tients of  the  hospital,  the  hospital  would  not  be  responsible  for  en- 
forcing the  assignment  agreement.  The  current  law  provisions  re- 
lating to  physicians  who  fail  to  honor  their  assignment  agreement 
would  apply  and  enforcement  would  be  through  the  usual  adminis- 
trative and  judicial  channels,  except  that  the  hospital  would  be  ex- 
pected to  notify  appropriate  authorities  if  it  became  aware  that  a 
physician  had  failed  to  honor  his  assignment  agreement. 

The  committee's  reported  bill  includes  the  mandatory  assign- 
ment requirement  because  of  concern  over  the  possibility  that  in 
its  absence  beneficiaries  would  end  up  bearing  at  least  some  part  of 
the  burden  of  the  cost  saving  for  the  medicare  program  resulting 
from  the  prevailing  fee  freeze.  The  requirement  that  hospitals 
obtain  assignment  agreements  from  their  medical  staffs  was  in- 
cluded to  assure  that  no  beneficiary  would  be  left  with  the  respon- 
sibility for  the  entire  bill  of  a  physician  who  refused  to  accept  as- 
signment after  agreeing  to  treat  a  medicare  patient. 

Although  physicians  have  had  the  option,  since  the  beginning  of 
medicare,  of  deciding  on  a  case  by  case  basis  whether  to  accept  or 
refuse  medicare  assignment,  there  is  ample  precedent  for  an  ar- 
rangement under  which  medicare  program  payment  is  required  to 
be  treated  as  payment  in  full  (except  for  deductible  and  coinsur- 
ance amounts).  This  is  the  basis  on  which  about  three-fourths  of 
medicare  payments  are  made  today  and  have  been  made  since  the 
program  began. 

Hospitals  and  other  providers  of  services  have  always  operated 
under  a  medicare  participation  agreement  which  obligates  them 
not  to  impose  additional  charges  on  the  beneficiary.  In  the  interest 
of  protecting  the  beneficiary  against  increased  out  of  pocket  ex- 
pense, the  committee's  reported  bill  adopts  a  similar  approach  with 
respect  to  inpatient  physician  services  only.  This  provision  would 
be  in  effect  for  a  temporary  period  only.  At  the  conclusion  of  that 
period,  the  Congress  will  have  available  to  it  the  Secretary's  report 
and  recommendations  mentioned  above,  as  a  basis  for  its  considera- 
tion of  future  payment  arrangements  for  physicians'  services  to 
hospital  inpatients. 

Effective  Date 

The  provision  would  be  effective  for  services  furnished  on  or 
after  July  1,  1984. 


B.  Miscellaneous  Administrative  Changes 


1.  Presidential  appointment  of  and  pay  level  for  the  administrator 

of  the  Health  Care  Financing  Administration  (sec.  1021  of  the 
bill  and  sec.  1117  of  the  Act) 

Present  Law 

By  law,  the  Administratpr  of  the  Health  Care  Financing  Admin- 
istration (HCFA)  is  in  the  Senior  Executive  Service  and  is  appoint- 
ed by  the  Secretary  of  the  Department  of  Health  and  Human  Serv- 
ices. 

Explanation  of  Provision 

The  bill  provides  for  the  appointment  of  the  Administrator  of 
HCFA  by  the  President  with  the  advice  and  consent  of  the  Senate. 
The  position  and  pay  of  the  Administrator  would  be  increased  to 
Level  IV  of  the  Executive  Schedule. 

Effective  Date 

The  provision  would  be  effective  with  respect  to  appointments  to 
the  position  made  after  enactment. 

2.  Permitting  limited  provider  representation  on  peer  review  orga- 

nizations (sec.  1022  of  the  bill  and  sec.  1153  of  the  Act) 

Present  Law 

Under  current  law,  no  health  care  facility  such  as  a  hospital  may 
be  a  peer  review  organization  (except  by  specific  rules  of  delegated 
review).  The  law  specifically  prohibits  the  Secretary  of  HHS  from 
contracting  with  an  entity  which  is,  or  is  affiliated  with  (through 
management,  ownership  or  common  control),  a  health  care  facility. 
The  Secretary,  by  regulation,  has  interpreted  this  to  mean  that  a 
peer  review  organization  (PRO)  may  not  have  a  governing  body 
which  has  a  member  or  individual  who  is  a  governing  body 
member,  officer,  or  managing  employee  of  a  health  care  facility. 

Explanation  of  Provision 

It  is  common  among  professional  standards  review  organizations 
(PSRO's)  (which  are  being  phased  out  and  replaced  by  PRO's)  for 
one  or  two  of  the  hospital  administrators  to  sit  on  the  PSRO  board. 
The  regulation  could  have  the  effect  of  prohibiting  any  physician 
or  other  person  who  is  on  the  board  of,  or  has  certain  administra- 
tive responsibilities  in,  a  hospital  from  serving  on  the  board  of  a 
PRO. 

The  bill  provides  for  limited  representation  of  providers  on 
PRO's.  In  the  case  of  a  PRO  with  a  governing  body  of  15  or  fewer 
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member,  one  such  member  may  be  a  governing  body  member,  offi- 
cer, or  managing  employee  of  a  health  care  facility;  and  in  the  case 
of  a  PRO  with  a  governing  body  of  more  than  15  members,  no  more 
than  two  such  members  may  be  a  governing  body  member,  officer, 
or  managing  employee  of  a  health  care  facility.  The  Secretary 
would  be  prohibited  from  contracting  with  any  entity  which  did  not 
meet  these  requirements. 

Effective  Date. 

The  provision  would  take  effect  upon  enactment. 

3.  Access  to  home  health  services  (sec.  1023  of  the  bill  and  sees. 
1814  and  1835  of  the  Act) 

Present  Law 

(a)  Current  law  requires  a  physician  to  certify  as  to  a  patient's 
health  needs  and  establish  a  plan-of-care  before  the  beneficiary  can 
qualify  for  home  health  benefits.  The  Secretary  is  directed,  howev- 
er, to  prescribe  regulations  to  disqualify  physicians  from  carrying 
out  these  functions  for  patients  of  any  agency  in  which  they  have  a 
significant  ownership  interest  or  a  significant  financial  or  contrac- 
tual relationship. 

(b)  Current  regulations,  specifying  which  physicians  are  disquali- 
fied from  carrying  out  the  certification  and  plan-of-care  functions 
for  patients  of  a  home  health  agency,  include  physicians  who  are 
uncompensated  officers  or  directors  of  incorporated  agencies,  even 
though  they  have  no  financial  interest  in  its  operation. 

Explanation  of  Provision 

(a)  The  bill  would  permit  a  physician  who  has  financial  interest 
in  an  agency  which  is  a  sole  community  home  health  agency  to 
carry  out  the  certification  and  plan-of-care  functions  for  patients 
who  will  receive  services  from  the  agency.  Existing  regulations, 
which  were  intended  to  prevent  potential  conflicts  of  interest,  have 
created  a  serious  problem  for  the  relatively  few  patients  whose 
physicians  have  an  interest  in  the  only  agency  in  the  area.  These 
patients  have  been  unable  to  qualify  for  home  health  benefits 
unless  they  changed  physicians. 

The  Secretary  would  be  required  to  promulgate  regulations  de- 
fining "sole  community  home  health  agencies"  for  purposes  of  this 
provision. 

(b)  The  bill  would  delete  from  the  list  of  disqualified  physicians 
uncompensated  officers  or  directors  of  incorporated  agencies.  These 
physicians  do  not  stand  to  gain  or  lose  from  referrals  to  the  agency. 

Effective  Date 

(a)  The  provision  would  be  effective  upon  enactment. 

(b)  The  provision  would  be  effective  for  certifications  and  plans 
established  or  reviewed  on  or  after  the  date  of  enactment. 
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4.  Repeal  of  special  tuberculosis  treatment  requirements  (sec.  1024 

of  the  bill  and  sees.  1814  and  1866  of  the  Act) 

Present  Law 

Present  law  contains  a  number  of  provisions  intended  to  assure 
that  institutional  services  provided  to  medicare  and  medicaid  pa- 
tients suffering  from  tuberculosis  are  not  custodial  in  nature  and 
that  such  treatment  can  reasonably  be  expected  to  improve  the  pa- 
tient's condition  or  render  the  condition  noncommunicable. 

Explanation  of  Provision 

The  bill  repeals  the  special  provisions.  Advances  in  the  active 
treatment  of  tuberculosis  make  such  safeguards  against  paying  for 
custodial  care  for  tuberculosis  patients  unnecessary.  The  bill  also 
eliminates  the  special  provider  category  in  present  law  for  tubercu- 
losis hospitals  in  the  medicare  and  medicaid  programs. 

Effective  Date 
The  provisions  would  take  effect  upon  enactment. 

5.  Indirect  payment  of  supplementary  medical  insurance  benefits 

(sec.  1025  of  the  bill  and  sec.  1842  of  the  Act) 

Present  Law 

Current  law  does  not,  in  general,  permit  payments  to  be  made  to 
anyone  other  than  a  beneficiary  or  an  entity  providing  services. 

Explanation  of  Provision 

The  bill  would  permit  part  B  payments  to  be  made  to  a  health 
benefits  plan,  if  the  beneficiary  agrees,  and  if  the  physician  or 
other  supplier  accepts  the  plan's  payment  as  payment  in  full. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 

6.  Including  podiatrists  in  definition  of  "physician"  for  outpatient 

physical  therapy  services  and  including  podiatrists  and  den- 
tists in  definition  of  "physician"  for  outpatient  ambulatory 
surgery  (sec.  1026  of  the  bill  and  sees.  1861  and  1832  of  the 
Act) 

Present  Law 

(a)  The  services  of  a  podiatrist  (when  acting  with  the  scope  of  his 
practice  under  State  law)  are  covered  under  the  existing  medicare 
program;  also,  a  podiatrist  is  generally  defined  as  a  "physician"  for 
certain  physician  certification  purposes.  However,  a  podiatrist  is 
not  a  "physician"  for  purposes  of  the  outpatient  physical  therapy 
benefit  under  medicare.  Outpatient  physical  therapy  services  are 
covered  only  if  the  patient  is  "under  the  care  of  a  physician."  For 
this  purpose  the  law  defines  a  physician  as  an  M.D.  or  D.O.  (exclud- 
ing podiatrists). 
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A  podiatrist  (acting  within  the  scope  of  his  practice)  is  a  "physi- 
cian" for  certifying  the  need  for  care,  including  the  need  for  serv- 
ices such  as  physical  therapy  in  the  provider  setting  but  is  not  a 
"physician"  for  purposes  of  outpatient  physical  therapy. 

(b)  A  dentist  is  a  "physician"  for  covered  dental  services.  Howev- 
er, for  outpatient  ambulatory  surgery  in  a  surgeon's  office,  medi- 
care does  not  define  either  a  podiatrist  or  a  dentist  as  a  "physi- 
cian." 

Medicare  provides  coverage  under  preferential  terms  for  certain 
outpatient  ambulatory  surgery  (a)  in  an  ambulatory  surgical 
center,  and  (b)  in  a  surgeon's  office.  Podiatrists  and  dentists  are 
physicians  for  purposes  of  surgery  in  an  ambulatory  surgical 
center.  (Certain  dental  surgery  is  covered  despite  the  general  exclu- 
sion of  dental  care.) 

Certain  technical  problems  have  prevented  issuance  of  regula- 
tions under  which  surgery  in  a  surgeon's  office  could  be  covered.  If 
the  provision  were  to  be  implemented,  services  of  both  dentists  and 
podiatrists  would  be  excluded  because  they  are  not  defined  as  "phy- 
sicians" for  this  purpose. 

Explanation  of  Provision 

(a)  The  bill  would  define  a  podiatrist  (when  acting  within  the 
scope  of  his  practice)  as  a  "physician"  for  purposes  of  the  require- 
ment that  an  outpatient  physical  therapy  patient  must  be  under 
the  care  of  a  physician. 

(b)  The  bill  would  include  dentists  and  podiatrists  among  the 
"physicians"  whose  services  are  covered  under  the  provisions  relat- 
ing to  ambulatory  surgery  in  a  surgeon's  office. 

Effective  Date 

The  provision  would  be  effective  for  services  furnished  on  or 
after  the  date  of  enactment. 

7.  Establishment  by  physical  therapists  of  plans  for  physical  ther- 
apy (sec.  1027  of  the  bill  and  sees.  1861  and  1835  of  the  Act) 

Present  Law 

Under  current  law,  medicare  payment  for  outpatient  physical 
therapy  services  furnished  to  a  beneficiary  may  be  made  only  if  a 
plan  for  furnishing  such  services  has  been  established  by  a  physi- 
cian and  is  reviewed  periodically  by  the  physician. 

In  actual  practice,  physicians  frequently  rely  on  the  physicial 
therapists  to  recommend  a  plan  of  treatment  for  physical  therapy 
services.  However,  the  physician  actually  prescribes  the  services  for 
a  patient  and  routinely  signs  and  reviews  the  plan  of  treatment 
recommended  by  the  physical  therapist. 

Explanation  of  Provision 

The  bill  would  allow  either  the  physical  therapist  or  the  physi- 
cian to  establish  the  plan  of  treatment.  The  physician  would  still 
be  required  to  periodically  review  the  plan  as  under  existing  law. 
This  would  make  the  establishment  and  review  of  the  plan  of  treat- 
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ment  for  physical  therapy  the  same  as  that  permitted  under  the 
existing  medicare  speech  therapy  benefit. 

Effective  Date 

The  provision  would  be  effective  with  respect  to  plans  of  care  es- 
tablished on  or  after  the  date  of  enactment. 

8.  Access  to  records  to  subcontractors  (sec.  1028  of  the  bill  and 

sec.  1861  of  the  Act) 

Present  Law 

Under  P.L.  96-499  (The  Omnibus  Reconciliation  Act  of  1980),  in 
any  agreement  between  a  medicare  provider  and  a  subcontractor 
valued  at  $10,000  or  more,  the  Secretary  or  Comptroller  General 
must  have  access  to  the  subcontractors'  records. 

Explanation  of  Provision 

The  bill  increases  the  amount  to  a  $50,000  minimum,  thus  allevi- 
ating a  paperwork  burden  for  small  contractors. 

Effective  Date 

The  provision  would  be  effective  with  respect  to  contracts  en- 
tered into  with  subcontractors  on  or  after  date  of  enactment. 

9.  Medicare  recovery  against  certain  third  parties  (sec.  1029  of  the 

bill  and  sec.  1862  of  the  Act) 

Present  Law 

Under  the  current  law,  the  medicare  program  may  make  benefit 
payments  for  services  for  which  other  third  party  insurance  pro- 
grams (e.g.,  worker's  compensation,  auto  or  liability  insurance,  and 
employer  health  plans)  are  ultimately  liable  for  some  or  all  of  the 
costs.  However,  the  Secretary  does  not  now  have  the  right  of  subro- 
gation, to  become  a  party  to  claims  against  other  liable  parties  or 
to  recover  directly  from  such  parties. 

Explanation  of  Provision 

The  bill  establishes  the  statutory  right  of  medicare  to  recover  di- 
rectly from  a  liable  third  party,  if  the  beneficiary  himself  does  not 
do  so,  and  to  pay  a  beneficiary,  or  on  the  beneficiary's  behalf  pend- 
ing recovery  where  such  third  party  is  not  expected  to  pay  prompt- 
ly. The  bill  would  also  permit  the  Secretary  to  recover  directly 
from  the  third  party  whether  or  not  the  beneficiary  brings  suit  to 
recover  and  subrogate  to  the  United  States  the  right  of  the  individ- 
ual or  anyone  else  to  payment  from  the  third  party.  These  provi- 
sions are  intended  to  improve  the  ability  of  the  medicare  program 
to  obtain  reimbursement  to  which  it  is  entitled  by  law.  The  bill 
would  not  permit  medicare  to  bring  an  action  against  a  beneficiary 
who  had  already  been  paid  by  the  third  party.  Rather,  the  normal 
medicare  rules  with  respect  to  collection  of  overpayments  would 
apply. 
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10.  Use  of  accrediting  organizations  for  certain  entities  furnishing 

services  (sec.  1030  of  the  bill  and  sec.  1865  of  the  Act) 

Present  Law 

Under  current  law,  the  Secretary  has  authority  to  rely  on  cer- 
tain accrediting  organizations  in  determining  whether  hospitals, 
skilled  nursing  facilities,  home  health  agencies,  ambulatory  surgi- 
cal centers  and  hospice  programs  meet  medicare  requirements. 

Explanation  of  Provision 

The  bill  extends  the  Secretary's  authority  to  permit  the  Secre- 
tary to  rely  on  such  organizations  in  determining  whether  rural 
health  clinics,  laboratories,  clinics,  rehabilitation  agencies,  includ- 
ing outpatient  rehabilitation  facilities,  psychiatric  hospitals  and 
public  health  agencies  meet  medicare  requirements  (and  clarifies 
the  Secretary's  authority  with  respect  to  ambulatory  surgical  cen- 
ters). The  committee  believes  that  the  standards  of  an  accrediting 
organizations  should  be  at  least  equivalent  to  those  of  the  Secre- 
tary, and  such  organization  should  have  a  satisfactory  record  of  ap- 
plication of  such  standards. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 

11.  Confidentiality  of  accreditation  surveys  (sec.  1031  of  the  bill 
and  sec.  1865  of  the  Act) 

Present  Law 

Current  law  contains  certain  disclosure  safeguards  relating  to 
survey  information  used  by  the  Secretary  in  connection  with  the 
hospital  certification  process  under  medicare.  However,  the  law 
only  specifically  refers  to  surveys  conducted  by  the  Joint  Commis- 
sion on  the  Accreditation  of  Hospitals  (JCAH). 

Explanation  of  Provision 

The  bill  extends  the  same  disclosure  protections  given  JCAH 
survey  information  to  similar  survey  information  provided  to  the 
Secretary  by  the  American  Osteopathic  Association  or  other  na- 
tional accreditation  organizations. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 

12.  Thirty-day  coverage  for  services  furnished  by  a  home  health 
agency  whose  agreement  has  been  terminated  (sec.  1032  of 
the  bill  and  sec.  1866  of  the  Act) 

Present  Law 

Under  current  law,  if  medicare  participation  of  a  home  health 
agency  is  terminated,  the  Secretary  is  required  to  continue  to  pay 
for  services  provided  to  a  beneficiary  until  the  end  of  the  calendar 
year  in  which  the  termination  took  place.  This  requirement  is  only 
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applicable  to  services  provided  under  an  individual  plan  of  care  es- 
tablished prior  to  the  termination  of  the  agency. 

Explanation  of  Provision 

The  bill  changes  from  the  end  of  the  calendar  year  to  30  days 
after  termination,  the  ending  of  coverage  for  services  provided 
under  a  plan  established  prior  to  the  termination  date  of  the  par- 
ticipation agreement.  The  bill  brings  provisions  for  home  health 
agencies  into  conformity  with  provisions  for  hospitals  and  skilled 
nursing  facilities. 

Effective  Date 

The  provision  would  apply  with  respect  to  terminations  whose  ef- 
fective date  falls  after  60  days  after  the  date  of  enactment. 

13.  Termination  of  agreements  with  institutions  and  entities 
where  owners  or  certain  other  individuals  have  been  convict- 
ed of  certain  offenses  (sec.  1033  of  the  bill  and  sec.  1866  of  the 
Act) 

Present  Law 

Current  law  authorizes  the  Secretary  to  bar  from  participation  in 
medicare  (and  to  direct  State  agencies  to  bar  from  medicaid)  a 
person  convicted  of  program-related  criminal  offenses. 

Explanation  of  Provision 

The  bill  extends  the  Secretary's  authority  to  exclude  from  medi- 
care participation  (and  to  direct  State  agencies  to  exclude  from 
medicaid  participation)  any  entity  in  which  ownership  or  control- 
ling interest  is  held  by  a  person  convicted  of  program  related  crimi- 
nal offenses,  or  in  which  an  officer,  director,  agent  or  managing 
employee  was  convicted  of  such  criminal  offense. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 

14.  Elimination  of  Health  Insurance  Benefits  Advisory  Council 
(sec.  1034  of  the  bill  and  sec.  1867  of  the  Act) 

Present  Law 

Section  1867  of  Social  Security  Act  provides  for  a  19  member 
panel  of  health  experts  (the  Health  Benefits  Advisory  Council  or 
HIBAC)  appointed  by  the  Secretary  to  advise  on  matters  of  general 
policy  with  respect  to  the  medicare  program. 

Explanation  of  Provision 

The  bill  repeals  Section  1867  of  the  Social  Security  Act.  HIBAC 
was  very  active  in  the  early  years  of  the  medicare  program  when 
regulations  were  first  promulgated.  As  the  Federal  Government 
gained  experience  in  administering  the  medicare  program,  the 
Council's  advisory  functions  with  respect  to  regulations  became  less 
important.  With  passage  of  the  Social  Security  Amendments  of 
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1972,  Public  Law  92-603,  the  Council's  authority  to  review  regula- 
tions and  recommend  changes  was  specifically  deleted,  and  its  role 
limited  to  advice  on  matters  of  "general  policy."  Also,  its  purview 
was  extended  to  include  the  medicaid  program.  However,  HIBAC 
has  not  been  called  upon  to  advise  the  Secretary  since  late  in  1976, 
and  there  are  currently  no  members. 

Effective  Date 

The  provision  would  take  effect  upon  enactment. 

15.  Open  enrollment  periods  for  health  maintenance  organiza- 
tions and  competitive  medical  plans  (sec.  1035  of  the  bill  and 
sec.  1876  of  the  Act)". 

Present  Law 

Health  maintenance  organizations  (HMO's)  are  required  to  have 
an  open  enrollment  period  of  at  least  30  days  during  which  time 
they  must  accept  medicare  beneficiaries  up  to  the  limits  of  their 
capacity. 

Explanation  of  Provision 

The  bill  requires  the  Secretary  to  designate  one  30-day  period  in 
which  all  of  the  HMO's  in  an  area  participating  in  medicare  must 
have  an  open  enrollment  period.  The  HMO  would  be  permitted,  in 
addition,  to  conduct  open  enrollment  at  other  times  during  the 
year  or  hold  enrollment  open  throughout  the  year.  The  Secretary 
would  be  required  to  establish  annual  per  capita  rates  in  a  manner 
that  assures  that  the  beneficiaries  enrolling  during  the  designated 
30-day  open  enrollment  period  will  not  have  their  premiums 
changed  or  their  benefits  decreased  for  the  12  month  enrollment 
period  for  which  the  beneficiary  is  enrolling. 

The  Secretary,  in  establishing  the  open  enrollment  period  for  an 
area,  would  be  directed  to  consult  with  HMO's  in  a  geographic  area 
concerning  the  timing  of  the  annual  30-day  open  enrollment 
period. 

The  committee  understands  that  there  may  be  some  difficulty  in 
administering  this  provision  and  has  therefore  allowed  the  Secre- 
tary to  spend  a  period  of  not  more  than  three  years  to  phase  in  this 
provision.  The  committee  intends  that  the  Secretary  make  every 
effort  to  designate  open  enrollment  periods  for  different  areas  as 
soon  as  possible  and  not  wait  until  the  second  or  third  year  of  this 
period  before  designating  open  enrollment  periods. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 
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16.  Deadline  for  report  on  including  payment  for  physicians'  serv- 

ices to  hospital  inpatients  in  DRG  payment  amounts  (sec. 
1036  of  the  bill) 

Present  Law 

The  Social  Security  Amendments  of  1983  (P.L.  98-21)  required 
the  Secretary  of  Health  and  Human  Services  to  report  to  the  Con- 
gress recommendations  on  the  advisability  and  feasibility  of 
making  payments  for  physician  services  furnished  to  hospital  inpa- 
tients based  on  a  diagnosis-related  group  system  and  to  make  legis- 
lative recommendations.  The  report  was  to  be  part  of  the  report 
made  to  the  Congress  during  1985. 

Explanation  of  Provision 

The  bill  would  specify  that  the  Secretary  is  to  report  to  the  Con- 
gress by  July  1,  1985.  This  would  establish  a  date  certain  for  the 
report  and  would  give  the  Congress  additional  time  to  act  on  the 
recommendations  contained  in  the  report. 

Effective  Date 
The  provision  would  become  effective  upon  enactment. 

17.  Flexible  sanctions  for  noncompliance  with  requirements  for 
end-stage  renal  disease  facilities  (sec.  1037  of  the  bill  and  sec. 
1881  of  the  Act) 

Present  Law 

Current  law  and  regulations  provide  for  decertification  of  end- 
stage  renal  disase  (ESRD)  facilities  that  are  not  in  complete  compli- 
ance with  medicare  program  requirements. 

Explanation  of  Provision 

The  bill  allows  the  Secretary  to  apply  intermediate  sanctions, 
such  as  a  graduated  reduction  of,  or  denial  of  a  portion  of,  reim- 
bursement to  ESRD  facilities,  when  noncompliance  does  not 
jeopardize  patient  health  or  safety  or  justify  decertification  of  such 
facilities.  Noncompliance  would,  in  these  cases,  mean  noncompli- 
ance primarily  with  administrative  requirements.  The  bill  would 
make  the  sanctions  imposed  on  ESRD  facilities  comparable  to  those 
of  nursing  homes  which  are  out  of  compliance. 

Effective  Date 
The  provision  would  take  effect  upon  enactment. 

18.  Removing  costs  of  nurse  anesthetists  from  DRG-based  pay- 
ments (sec.  1038  of  the  bill  and  sec.  1886  of  the  Act) 

Present  Law 

Under  the  new  prospective  payment  system  enacted  as  a  part  of 
the  Social  Security  Amendments  of  1983  (P.L.  98-21),  medicare's 
payments  to  hospitals  under  part  A  will  be  based  on  the  diagnosis 
of  the  patient.  Each  diagnosis-related  group  (DRG)  payment  is  in- 


1808 


tended  to  cover  all  the  services  that  hospitals  customarily  furnish 
in  caring  for  patients  with  a  specified  diagnosis. 

Certified  registered  nurse  anesthetists  (CRNA's)  have  a  variety  of 
employment  arrangements.  Nearly  40  percent  of  all  anesthesia 
services  are  provided  by  CRNA's  employed  by,  or  under  contract 
with,  hospitals.  Physicians  who  provide  anesthesia  can  bill  the 
medicare  program  directly  under  part  B.  These  physicians  may 
also  employ  nurse  anesthetists  and  bill  for  their  services  through 
part  B. 

P.L.  98-21  provided  that  all  non-physician  services  provided  to 
hospital  inpatients  could  only  be  paid  for  under  part  A.  This  would 
mean  that  the  services  of  a  CRNA  employed  by  physician  and  cur- 
rently billed  under  part  B  would  have  to  have  been  billed  under 
part  A.  Because  such  a  result  might  disrupt  the  present  employ- 
ment relationship  of  CRNA's,  the  Department  of  Health  and 
Human  Services  (HHS)  in  its  regulations  of  September  1,  1983  es- 
tablished a  temporary  provision  to  provide  for  a  transition  with  re- 
spect to  the  payment  for  the  services  of  CRNA's  billed  under  part 
B. 

The  regulations  provide  that,  if  a  physician  employed  nurse  anes- 
thetists during  a  designated  period  prior  to  implementation  of  pro- 
spective payment,  then  that  physician  may  continue  to  employ 
CRN  As  through  cost  reporting  periods  beginning  before  October  1, 
1986. 

Explanation  of  Provision 

Despite  the  effort  by  the  Department  of  HHS  to  stabilize  the  em- 
ployment circumstances  of  CRNAs  under  part  B,  there  remains  an 
incentive  for  hospitals  who  currently  employ,  or  contract  with, 
CRNAs  to  substitute  the  services  of  anesthesiologists.  The  provision 
in  the  committee  bill  is  intended  to  eliminate  that  incentive.  It 
would  apply  a  similar  transition  period  as  that  provided  with  re- 
spect to  the  services  of  CRNAs  under  part  B. 

The  bill  would  remove  from  the  definition  of  "operating  costs  of 
inpatient  hospital  services,"  for  purposes  of  the  application  of  the 
new  prospective  payment  system,  costs  related  to  employment  of, 
or  contracts  for  professional  services  of,  certified  registered  nurse 
anesthetists.  This  would  mean  that  hospitals  would  continue  to  be 
reimbursed  for  the  services  of  such  nurse  anesthetists  on  a  cost 
basis.  The  committee  intends,  however,  that  such  costs  would  be 
subject  to  such  limits  as  the  Secretary  may  wish  to  establish. 

The  committee  intends  that  the  provision  would  be  budget  neu- 
tral for  those  years  in  which  budget  neutrality  applies.  The  com- 
mittee believes  that  it  would  be  appropriate  for  the  Department  of 
HHS  to  reduce  the  aggregate  DRG  payment  for  all  hospitals  by  an 
amount  which  represents  the  costs  of  CRNAs  currently  employed 
by  hospitals  in  order  to  avoid  hospitals  receiving  duplicate  pay- 
ments for  such  services. 

HHS  may  also  wish  to  reduce  the  hospital  specific  portion  (HSP) 
of  a  hospital's  payment  by  an  amount  which  reflects  the  employ- 
ment of  CRNAs.  The  committee  realizes  that  such  adjustments 
may  result  in  an  administrative  burden  on  the  Department  and, 
therefore,  leaves  the  appropriate  implementation  of  the  adjust- 
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ments  necessary  to  achieve  budget  neutrality  and  avoid  duplicate 
payments  to  the  discretion  of  HHS. 

The  Secretary  has  been  required  by  P.L.  98-21  to  report  to  the 
Congress  on  recommendations  on  the  advisability  and  feasibility  of 
providing  for  DRG-type  payments  for  physicians'  services  furnished 
to  hospital  inpatients.  The  bill  would  require  the  Secretary  to  in- 
clude in  that  report  legislative  recommendations  on  compensation 
for  CRNA's  under  the  DRG  system.  The  committee  suggests  that 
the  Secretary  also  look  at  the  advisability  of  making  payments  di- 
rectly to  CRNA's. 

Effective  Date 

The  provision  would  be  effective  with  respect  to  cost  reporting 
periods  beginning  on  or  after  October  1,  1984,  and  before  October  1, 
1986. 

19.  Determination  of  hospital  area  wage  index  (sec.  1039  of  the 
bill  and  sec.  1886  of  the  Act) 

Present  Law 

Under  the  prospective  payment  system,  the  payments  made  to 
hospitals  are  adjusted  to  reflect  differences  in  area  hospital  wage 
levels.  The  adjustment  is  an  index  or  ratio  based  on  the  average 
hospital  wage  level  in  the  geographic  area  compared  to  the  nation- 
al average.  The  index  is  calculated  based  on  wage  and  employment 
data  maintained  by  the  Bureau  of  Labor  Statistics  (BLS)  of  the  De- 
partment of  Labor.  The  data  is  currently  the  most  reliable  national 
data  available.  Wage  indexes  are  published  for  each  Metropolitan 
Statistical  Area  (MSA) — the  successors  to  SMSA's — and  for  each 
rural  area  as  well  as  for  urban  and  rural  areas  under  classifica- 
tions established  specifically  for  New  England. 

Explanation  of  Provision 

If  a  hospital  can  demonstrate  to  the  Secretary  that  the  area 
wage  index  applied  to  that  hospital  does  not  accurately  reflect  the 
actual  labor  market  conditions  faced  by  that  hospital,  based  on  cri- 
teria established  by  the  Secretary  (e.g.  that  the  hospital  must  draw 
its  employees  from  an  area  with  a  higher  wage  index),  the  Secre- 
tary shall,  where  he  or  she  deems  appropriate,  make  an  adjust- 
ment in  the  hospital's  payments,  payable  beginning  with  the  next 
federal  fiscal  year.  The  provision  would  be  subject  to  the  limita- 
tions of  budget  neutrality  for  the  years  in  which  budget  neutrality 
is  applicable. 

The  Secretary  of  Health  and  Human  Services  would  be  directed 
to  consult  with  the  Secretary  of  Labor  and  the  Commissioner  of  the 
Bureau  of  Labor  Statistics  to  develop  methods  of  refining  and  im- 
proving the  adequacy  and  equity  of  the  area  wage  index,  specifical- 
ly its  applicability  to  hospital  wages.  The  Secretary  of  HHS  would 
be  required  to  report  to  the  Congress  by  June  1,  1984. 

The  wage  index  has  been  used  by  the  Department  of  HHS  for 
some  time  in  making  adjustments  to  the  section  223  cost  reim- 
bursement limits  in  effect  prior  to  prospective  payment.  Questions 
have  been  raised  in  the  past  about  the  equity  of  the  index.  Those 
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concerns  have  become  more  important  with  the  enactment  of  pro- 
spective payment  since  the  index  acutally  affects  the  hospital's 
payment  levels  rather  than  just  the  cost  limits. 

The  committee  expects  the  Secretary  of  HHS  to  consult  with  the 
Commissioner  of  BLS  to  develop  a  more  sound  approach  to  the 
area  wage  index  as  it  applies  to  all  hospitals.  For  example,  the  cur- 
rent treatment  of  part-time  employees  under  the  index  does  not 
appear  to  be  aprpropriate  in  its  application  to  hospitals.  The  Com- 
mittee believes  that  many  of  the  problems  cited  by  hospitals  with 
respect  to  the  index  could  be  resolved  for  all  hospitals  rather  than 
attempting  to  resolve  problems  with  the  index  on  a  case-by-case 
basis. 

In  addition,  however,  the  committee  has  required  the  Secretary 
to  establish  criteria  under  which  hospitals  can  appeal  the  applica- 
tion of  the  index.  Some  hospitals  argue,  for  example,  that  they  are 
just  outside  an  MSA  area  and  must  draw  labor  from  the  same 
market  as  those  hospitals  within  the  MSA.  The  Secretary  may  also 
wish  to  recognize,  through  such  criteria  that  hospitals  within  an 
MSA  area  may  have  significant  distinctions  in  their  actual  labor 
market  experiences  from  that  reflected  in  the  index.  In  such  cases, 
the  Secretary  would  be  authorized  to  make  an  adjustment  in  the 
hospital's  wage  index. 

An  adjustment  in  a  hospital's  payment  as  a  result  of  an  adjust- 
ment in  the  hospitals  wage  index  would  be  made,  effective  with  dis- 
charges occurring  on  or  after  October  1  following  the  determina- 
tion. That  is,  the  adjustment  in  the  index  would  be  effective  with 
the  next  Federal  fiscal  year.  This  is  to  make  the  adjustment  con- 
sistent with  the  update  in  the  DRG  payment  at  the  beginning  of 
each  Federal  fiscal  year  and  to  avoid  the  necessity  of  retrospective 
adjustments  under  a  prospective  system. 

Finally,  the  committee  wishes  to  make  it  clear  that  any  addition- 
al expenditure  of  medicare  funds  as  a  result  of  this  provision  will 
be  subject  to  the  limitations  of  budget  neutrality  for  the  years  in 
which  budget  neutrality  applies.  Thereafter,  the  Secretary  is  ex- 
pected to  apply  the  provision  in  such  a  way  as  to  take  into  account 
the  overriding  goal  of  reducing  hospital  costs  and  protecting  the 
soundness  of  the  medicare  trust  fund. 

20.  Definition  of  bona  fide  emergency  services  for  purposes  of 
limitations  on  payment  for  hospital  outpatient  services  (sec. 
1040  of  the  bill  and  sec.  1861  of  the  Act) 

Present  Law 

The  Budget  Reconciliation  Act  of  1981  (P.L.  97-35)  included  a 
provision  requiring  the  Secretary  of  HHS  to  place  reasonable  limits 
on  hospital  costs  and  physician  charges  for  outpatient  services.  The 
limits  were  to  be  reasonably  related  to  the  charges  for  similar  serv- 
ices in  physician's  offices  in  the  area.  The  statute  specifically 
exempted  from  the  outpatient  limits  "bona  fide  emergency  services 
provided  in  an  emergency  room." 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (P.L.  97- 
248)  included  a  provision  to  eliminate  duplicate  overhead  payments 
for  outpatient  services.  The  provision  added  authority  for  the  Sec- 
retary to  reduce  the  payment  to  a  physician  providing  services  in 
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an  outpatient  department  by  a  factor  representing  the  overhead 
costs  already  being  paid  by  medicare  through  the  payment  to  the 
hospital. 

The  Secretary  of  HHS  has  been  left  to  define  by  regulation 
"bona  fide  emergency  services." 

Explanation  of  Provision 

The  bill  would  provide  for  the  following  statutory  definition  of 
"bona  fide  emergency  services": 

Services  provided  in  a  hospital  emergency  room  after 
the  onset  of  a  medical  condition  manifesting  itself  by 
symptoms  of  sufficient  severity  that  the  absence  of  imme- 
diate medical  attention  could  reasonably  be  expected,  by  a 
prudent  layperson  possessing  an  average  knowledge  of 
health  and  medicine,  to  result  in  (a)  placing  the  patient's 
health  in  jeopardy;  (b)  serious  impairment  to  bodily  func- 
tions; (c)  serious  dysfunction  of  any  bodily  organ  or  part;  or 
(d)  development  or  continuance  of  severe  pain. 

The  committee  believes  that  a  statutory  definition  of  "bona  fide 
emergency  services"  is  necessary  to  express  clearly  the  intent  of 
Congress  in  this  regard. 

21.  Delay  of  effective  date  for  single-rate  for  skilled  nursing  facili- 
ties (sec.  1041  of  bill) 

Present  Law 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (P.L.  97- 
248)  required  the  Secretary  to  establish  a  single  payment  limit  for 
both  free-standing  and  hospital-based  skilled  nursing  facilities 
(SNFs),  effective  October  1,  1982. 

In  the  Social  Security  Amendments  of  1983  (P.L.  98-21),  the  ef- 
fective date  was  postponed  for  one  year.  In  addition,  the  Congress 
required  the  Secretary  to  report  by  December  31,  1983  on  the  effect 
of  the  implementation  of  the  TEFRA  single-rate  provision  on  hospi- 
tal-based SFN's,  given  the  difference  (if  any)  in  the  patient  popula- 
tions served  by  such  facilities  and  by  freestanding  SNF's.  Further, 
the  Secretary  was  required  to  report  by  the  end  of  1983  on  the 
impact  of  hospital  prospective  payment  on  SNF's. 

Explanation  of  Provision 

The  implementation  of  the  single-rate  for  SNF's  would  be  post- 
poned until  April  1,  1984.  The  Committee  believes  it  prudent  to 
wait  unitl  the  Secretary  has  completed  her  report  on  hospital-based 
SNF's  before  implementing  the  single-rate  provision. 


TITLE  XI— TRADE  ADJUSTMENT  ASSISTANCE  PROGRAMS 

Title  XI  contains  three  amendments  to  the  trade  adjustment  as- 
sistance (TAA)  programs  for  workers  and  firms  under  the  Trade 
Act  of  1974,  as  amended  under  the  Omnibus  Budget  Reconciliation 
Act  of  1981.  These  programs  were  reauthorized  for  a  two-year 
period  until  September  30,  1985,  under  Public  Law  98-120.  The 
amendments  would  become  effective  on  the  date  of  enactment  of 
the  bill. 

A.  Limitation  on  Trade  Readjustment  Allowances  (Sec.  1101  of 

the  Bill) 

Present  Law 

Under  present  law,  a  worker  certified  eligible  for  trade  adjust- 
ment assistance  (TAA)  benefits  can  receive  up  to  52  weeks  of  basic 
trade  readjustment  allowances  (TRA)  and  unemployment  compen- 
sation (UI)  combined  plus  up  to  an  additional  26  weeks  of  TRA  if  in 
training.  Under  section  233(a)(3)  of  the  Trade  Act  of  1974  as  amend- 
ed in  1981,  the  additional  26  weeks  of  benefits  can  be  collected  only 
during  the  26-week  period  immediately  following  the  week  the 
worker  exhausts  his  entitlement  to  basic  TRA  benefits  (i.e.,  the  52- 
week  period  after  exhausting  regular  UI). 

Reasons  for  Change 

Because  of  delays  in  certification  or  delays  in  approval  of  train- 
ing by  State  employment  services,  workers  are  often  denied  some 
or  all  of  the  extra  26  weeks  of  TRA  by  the  time  they  can  enter 
training.  As  a  result,  through  no  fault  of  their  own,  these  workers 
may  not  be  able  to  afford  training.  The  amendment  would  remove 
this  inequity. 

Explanation  of  Provison 

The  bill  (sec.  1101)  amends  section  233(a)(3)  of  the  Trade  Act  to 
enable  workers  to  receive  the  additional  TRA  benefits  by  beginning 
the  26-week  collection  period  with  the  first  week  the  worker  is  in 
training  if  that  training  has  not  been  approved  until  after  the  last 
week  of  entitlement  to  basic  TRA  benefits.  The  present  law  would 
continue  to  apply  in  all  cases  not  involving  administrative  delays 
in  certifying  workers  or  in  approving  their  training. 

B.  Job  Search  and  Relocation  Allowances 

Present  Law 

Under  section  237  of  the  Trade  Act,  workers  meeting  certain  eli- 
gibility requirements  can  be  reimbursed  for  90  percent  of  their  nec- 
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essary  job  search  expenses  up  to  a  maximum  of  $600.  Relocation 
allowances  to  eligible  workers  under  section  238  of  the  Trade  Act 
consist  of  90  percent  of  reasonable  and  necessary  expenses  incurred 
in  transporting  a  worker  and  his  family  and  household  effects,  plus 
a  lump  sum  payment  of  three  times  the  worker's  average  weekly 
wage,  up  to  a  maximum  of  $600.  These  maximum  limits  were  in- 
creased from  $500  to  $600  under  the  1981  amendments  to  the  pro- 
gram. 

Reason  for  Change 

The  purpose  of  increasing  job  search  and  relocation  allowances  is 
to  reflect  rising  costs  and  to  encourage  greater  worker  mobility  to 
reemployment  opportunities  which  may  exist  beyond  their  present 
commuting  distance. 

Explanation  of  Provision 

The  bill  (sec.  1102)  amends  section  237(a)(1)  of  the  Trade  Act  to 
increase  the  maximum  job  search  allowance  from  $600  to  $800.  The 
bill  also  amends  section  238(d)(2)  of  that  Act  by  increasing  the 
maximum  lump  sum  payment  for  relocation  from  $600  to  $800. 

C.  Assistance  to  Industry  (Sec.  1103  of  the  Bill) 

Present  Law 

Section  265  of  the  Trade  Act,  added  as  part  of  the  1981  program 
amendments,  authorizes  the  Secretary  of  Commerce  to  provide 
technical  assistance  on  an  industry-wide  basis  through  existing 
agencies,  private  individuals,  firms,  universities,  and  institutions, 
and  by  grants,  contracts,  or  agreements  to  trade  associations,  labor 
unions,  or  other  nonprofit  industry  organizations  whose  member- 
ship includes  a  substantial  number  of  firms  who  have  been  certi- 
fied eligible  to  apply  for  TAA. 

The  focus  of  this  program  is  different  from  the  technical  assist- 
ance available  on  a  firm-by-firm  basis.  While  technical  assistance 
for  an  individual  firm  is  furnished  primarily  to  assist  that  firm  in 
petitioning  for  TAA  and/or  in  developing  and  carrying  out  its  own 
economic  adjustment  plan,  industry-wide  technical  assistance  is  de- 
signed to  support  new  product  development,  new  process  develop- 
ment, export  development,  and  other  activities  that  enhance  the 
future  competitive  position  of  entire  industries  in  transition.  Cur- 
rent law  limits  this  kind  of  technical  assistance,  however,  to 
$2,000,000  annually  per  industry. 

Reasons  for  Change 

Many  workers  within  an  industry  may  be  certified  as  import  im- 
pacted yet  firms  in  the  same  industry  chose  not  to  petition  for  TAA 
or  are  not  certified.  The  first  amendment  to  section  265  would 
allow  an  industry  to  receive  technical  assistance  if  a  substantial 
number  of  firms  or  workers  have  been  certified. 

Both  changes  are  intended  to  make  available  technical  assistance 
funds  to  basic  industries  where  it  can  serve  as  "seed"  money  for 
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research  and  development  essential  to  the  restructuring  and  revi- 
talization  of  those  basic  industries. 

Technical  assistance  for  industry-wide  programs  for  new  product 
development,  process  development,  export  development,  or  other 
uses  consistent  with  supporting  an  industry's  adjustment  to  import 
competition  should  include  those  projects  associated  with  next  gen- 
eration research  and  development.  Such  projects  designed  to  im- 
prove significantly  an  industry's  overall  competitiveness  and  to 
ensure  its  future  long-term  viability  should  be  given  priority  over 
programs  that  provide  only  marginal  improvements  in  an  indus- 
try's immediate  competitive  position. 

Explanation  of  Provision 

The  bill  (sec.  1103)  amends  section  265  of  the  Trade  Act  in  two 
respects.  Paragraph  (1)  amends  section  265(a)  to  extend  eligibility 
for  industry-wide  technical  assistance  to  industries  in  which  a  sub- 
stantial number  of  workers  have  been  certified  for  trade  ajdust- 
ment  assistance.  Currrently,  an  industry  is  eligible  for  technical  as- 
sistance only  if  a  substantial  number  of  firms  within  that  industry 
have  been  certified. 

Paragraph  (2)  of  section  1103  amends  section  265(b)  to  increase 
from  $2,000,000  to  $10,000,000  the  amount  of  assistance  that  can  be 
provided  annually  to  a  single  industry. 


TITLE  XII— HIGHWAY  VEHICLE  USE  AND  DIESEL  FUEL 

TAXES 

(Sees.  1201-1203  of  the  bill  and  sees.  4041(a),  4481,  6427  and  9503 

of  the  Code) 

Present  Law 

Heavy  vehicle  use  tax 

In  general 

An  annual  excise  tax  is  imposed  on  the  use  on  the  public  high- 
ways of  any  highway  motor  vehicle  whose  taxable  gross  weight  ex- 
ceeds a  prescribed  minimum  weight.  The  term  "taxable  gross 
weight"  means  the  sum  of  (1)  the  unloaded  weight  of  the  vehicle 
when  fully  equipped  for  service;  (2)  the  unloaded  weight  of  semi- 
trailers and  trailers,  when  fully  equipped  for  service,  which  are 
customarily  used  in  connection  with  vehicles  of  the  same  type;  and 
(3)  the  weight  of  the  maximum  load  customarily  carried  on  vehi- 
cles, semitrailers,  and  trailers  of  the  same  type. 

Exemptions  are  provided  for  uses  by  State  and  local  governments 
and  the  United  States.  In  addition,  the  use  of  private  transit  buses 
for  which  certain  fare  requirements  are  met  is  exempt. 

The  taxable  period  for  the  highway  use  tax  is  generally  the  one- 
year  period  beginning  on  July  1.  The  amount  of  tax  is  prorated 
when  the  first  use  of  the  vehicle  during  the  taxable  period  occurs 
later  than  the  first  month  of  the  period.  Payment  in  quarterly  in- 
stallments is  permitted.  The  tax  is  paid  by  the  person  in  whose 
name  the  vehicle  is  registered.  Beginning  in  fiscal  year  1985,  up  to 
25  percent  of  Federal  Interstate  highway  funds  could  be  withheld 
from  a  State  which  fails  to  require  proof  of  use  tax  filing  before 
registering  vehicles. 

Rate  of  tax 

For  uses  occurring  before  July  1,  1984,  the  annual  rate  of  tax  is 
$3  per  1,000  pounds  of  taxable  gross  weight  or  fraction  thereof. 
However,  the  use  of  vehicles  whose  taxable  gross  weight  is  26,000 
pounds  or  less  is  exempt. 

For  uses  occurring  after  June  30,  1984,  the  rate  of  tax  is  gradu- 
ated according  to  taxable  gross  weight: 
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Schedule  of  Highway  Use  Tax,  July  1, 1984  and  after 


Taxable  gross  weight  Rate  of  tax 


At  least:  But  less  than: 

33,000  pounds         55,000  pounds         $50  per  year,  plus  $25  for 

each  1,000  pounds  or  frac- 
tion thereof  in  excess  of 
33,000  pounds. 

55,000  pounds   80,000  pounds   $600  per  year,  plus  the  appli- 
cable rate  for  each  1,000 
pounds  or  fraction  thereof 
in  excess  of  55,000  pounds. 

80,000  pounds  or    The  maximum  amount. 

more. 


The  applicable  rate  and  maximum  amount  are  as  follows: 


Taxable  period  beginning  on  July  1,  of  J*££W« 


1984  

  $40 

$1,600 

1985  

  $40 

$1,600 

1986  

  $44 

$1,700 

1987  

  $48 

$1,800 

1988  or  thereafter  

  $52 

$1,900 

This  schedule  applies  with  a  one-year  delay  in  the  case  of  a 
person  (a  small  owner-operator)  who  owns  and  operates  no  more 
than  5  taxable  vehicles  during  a  taxable  period.  The  tax  expires  on 
October  1,  1988,  and  the  amount  of  tax  for  the  taxable  period  be- 
ginning on  July  1,  1988,  is  prorated  accordingly,  as  one-fourth  of 
the  annual  tax. 

Two  additional  rules  are  generally  effective  as  of  July  1,  1984. 
First,  a  vehicle  that  travels  fewer  than  5,000  miles  on  the  public 
highways  during  a  taxable  period  is  exempt  from  the  use  tax,  re- 
gardless of  its  taxable  gross  weight.  Second,  a  credit  or  refund  is 
allowed  on  a  pro  rata  basis,  if  a  vehicle  on  which  the  use  tax  has 
been  paid  is  retired  from  service  because  of  theft,  accident  or  other 
casualty.  Under  present  law,  these  additional  rules  are  effective  as 
of  July  1,  1985,  for  small  owner-operators. 

(1816) 
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Amounts  equivalent  to  the  taxes  received  in  the  Treasury  from 
the  heavy  vehicle  use  tax  are  appropriated  to  the  Highway  Trust 
Fund. 

Diesel  fuel  tax  for  highway  vehicles 

Present  law  imposes  a  9-cents-per-gallon  excise  tax  on  the  sale  of 
diesel  fuel  for  use  in  a  highway  vehicle.  The  tax  terminates  on  Oc- 
tober 1,  1988. 

A  number  of  exemptions  are  provided  from  the  entire  9-cents- 
per-gallon  tax.  Other  uses  of  diesel  fuel  are  exempt  from  only  a 
portion  of  the  tax.  The  following  table  summarizes  the  exemptions 
and  amount  of  each  exemption. 

Exemptions  from  Tax  on  Diesel  Fuel 
 w°»  ggg 

Alcohol  fuels  mixture   5  cents/gal. 

Intercity,  school,  and  local  buses   4  cents/gal. 

Qualified  taxicabs  (through  Sept.  30,  1984)   4  cents/gal. 

State  and  local  governments   9  cents/gal. 

Nonprofit  educational  institutions   9  cents/gal. 

Farming  use   9  cents/gal. 

Off-highway  business  use   9  cents/gal. 

Certain  aircraft  museums   9  cents/gal. 

Export   9  cents/gal. 


Amounts  equivalent  to  the  taxes  received  in  the  Treasury  from 
the  diesel  fuel  tax  are  appropriated  to  the  Highway  Trust  Fund. 
One-ninth  of  these  amounts  (currently,  1  cent  per  gallon  of  the  9- 
cents-per-gallon  tax)  is  designated  for  the  Mass  Transit  Account  in 
the  Highway  Trust  Fund. 

Reasons  for  Change 

The  committee  believes  that  highway  excise  taxes  should  be  re- 
structured to  reduce  the  scope  and  magnitude  of  the  heavy  vehicle 
use  tax.  Taxpayers  have  objected  that  the  higher  rates  scheduled  to 
take  effect  this  year  will  impose  a  large  tax  that  is  not  necessarily 
related  to  the  amount  of  business  they  may  do,  and  that  an  alter- 
native form  of  highway  excise  taxation  should  be  devised  which  is 
more  definitely  correlated  with  use.  The  committee  agrees  with 
this  position. 

However,  the  committee  does  not  believe  that  the  heavy  vehicle 
use  tax  should  be  eliminated.  One  objective  of  highway  excise  tax- 
ation is  to  impose  taxes  on  highway  users  that  are  proportionate  to 
the  public  highway  costs  which  are  allocable  to  their  respective 
uses.  These  costs  generally  depend  not  only  on  mileage  but  also  on 
vehicle  weight.  Thus,  the  committee  decided  to  retain  so  much  of  a 
heavy  vehicle  use  tax  as  is  necessary  (when  taken  in  combination 
with  modifications  to  the  diesel  fuel  tax)  to  approximately  main- 
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tain  the  present  law  relation  between  highway  taxes  and  allocable 
costs  for  various  types  of  highway  vehicles. 

Finally,  the  committee  decided  that  modifications  to  the  highway 
excise  taxes  should  not  result  in  any  significant  change  in  Highway 
Trust  Fund  receipts  over  the  scheduled  duration  of  these  taxes. 

Explanation  of  Provisions 
1.  Highway  vehicle  use  tax 

The  bill  modifies  the  heavy  vehicle  use  tax  in  three  respects,  for 
uses  occurring  after  June  30,  1984. 

First,  the  bill  raises  the  threshold  level  at  which  vehicles  become 
subject  to  the  tax  from  33,000  to  55,000  pounds  of  taxable  gross 
weight. 

Second,  the  bill  restructures  the  rate  of  tax.  In  general,  the  rate 
of  tax  on  vehicles  whose  taxable  gross  weight  is  at  least  55,000 
pounds  but  is  not  more  than  72,000  pounds  is  modified  to  $150  per 
year,  plus  $20  per  1,000  pounds  of  taxable  gross  weight  (or  fraction 
thereof)  in  excess  of  55,000  pounds.  The  bill  provides  that  the  maxi- 
mum rate  of  tax,  applicable  to  vehicles  with  taxable  gross  weight 
over  72,000  pounds,  is  $500  per  year.  A  special  rule  is  provided  for 
small  owner-operators  for  the  taxable  period  beginning  July  % 
1984,  according  to  which  the  rate  of  tax  is  $3  per  1,000  pounds  of 
taxable  gross  weight  for  vehicles  whose  taxable  gross  weight  is 
55,000  pounds  or  more.  However,  if  this  special  rule  would  produce 
a  greater  use  tax  on  a  small  owner-operator's  vehicle  than  does  the 
general  rate  of  use  tax,  then  the  general  rate  of  tax  applies  to  that 
vehicle  for  the  taxable  period  beginning  July  1,  1984.  The  general 
rate  of  tax  provided  by  the  bill,  which  applies  to  persons  other  than 
small  owner-operators  beginning  July  1,  1984,  applies  to  small 
owner-operators  beginning  July  1,  1985. 

Third,  the  bill  makes  the  5,000-mile  exemption  and  proration  for 
theft  or  casualty  available  to  small  owner-operators  beginning  July 

1,  1984,  the  same  day  on  which  these  rules  apply  to  persons  other 
than  small  owner-operators  under  present  law. 

In  addition,  the  bill  requires  the  Secretary  of  Transportation  (in 
consultation  with  the  Secretary  of  the  Treasury)  to  study  whether 
trucks  weighing  80,000  pounds  or  more  bear  their  fair  share  of  the 
costs  of  maintaining  the  highway  system,  and  to  submit  a  report 
thereon  within  1  year  after  the  date  of  enactment  to  the  tax-writ- 
ing committees  of  Congress. 

2.  Diesel  fuel  tax  for  highway  vehicles 

The  bill  increases  the  excise  tax  on  diesel  fuel  to  14-1/2  cents  per 
gallon.  The  bill  makes  no  amendments  to  the  exemptions  provided 
under  present  law.  Therefore,  exemptions  from  the  entire  amount 
of  tax  (i.e.,  9  cents  per  gallon  currently)  will  rise  to  the  new  level 
(i.e.,  14-1/2  cents  per  gallon).  The  exemptions  provided  for  alcohol 
fuels  mixtures,  and  certain  buses  and  taxicabs  will  continue  at  5 
cents  and  4  cents  per  gallon,  respectively.  The  committee  intends 
that  any  retail  dealer  who,  on  the  effective  date  of  the  increased 
diesel  fuel  tax,  holds  diesel  fuel  upon  which  tax  has  been  paid  at  a 
rate  of  9  cents  per  gallon  shall  pay  an  amount  equal  to  5.5  cents 
per  gallon  on  such  fuel. 
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To  maintain  the  currently  effective  designation  of  amounts  to 
the  Mass  Transit  Account,  the  bill  provides  that  1  cent  per  gallon 
of  the  14.5-cents-per-gallon  tax  is  designated  to  that  account. 

3.  Advanced  repayment  of  additional  tax 

In  general 

To  offset  the  increase  in  fuel  cost  for  diesel-powered  vehicles 
having  a  gross  vehicle  weight  of  10,000  pounds  or  less,  the  bill  pro- 
vides an  advance  repayment  of  the  additional  5.5-cents-per-gallon 
diesel  fuel  tax  expected  to  be  paid  over  the  normal  useful  life  of  the 
vehicle  to  certain  purchasers  and  certain  current  owners  of  such 
vehicles.  The  repayment  is  available  only  to  the  person  who  is  the 
original  purchaser  of  a  diesel-powered  vehicle  purchased  after  Jan- 
uary 1,  1985,  and  before  January  1,  1988,  and  to  the  holder  as  of 
January  1,  1985,  of  a  vehicle  purchased  before  that  date. 

The  amount  of  the  repayment  depends  upon  the  model  year  of 
the  vehicle,  and  on  the  vehicle  type,  e.g.,  truck  or  car.  The  applica- 
ble repayment  amounts  are  as  follows: 


Amount  of  credit 

Model  year   

Cars  Trucks 


Before  1979   0  0 

1979   $16  $30 

1980   32  60 

1981   48  90 

1982   64  120 

1983   80  150 

1984-1988   96  180 


These  repayments  will  be  payable  out  of  the  Highway  Trust  Fund. 
Definition  of  original  purchaser 

Generally,  the  original  purchaser  of  a  vehicle  will  be  the  first 
person  who  purchases  a  vehicle  for  use  other  than  resale.  In  the 
case  of  a  vehicle  acquired  for  lease  to  another  party,  the  purchaser 
and  not  any  lessee  is  eligible  for  the  credit,  regardless  of  the  term 
of  the  usual  lease  in  the  purchaser's  business.  Original  purchasers 
do  not  include  any  State  or  local  government  or  nonprofit  educa- 
tional organization,  because  diesel  fuel  used  by  these  entities  is  not 
subject  to  the  diesel  fuel  tax. 

Special  rules 

The  advance  repayment  must  be  claimed  on  the  purchaser's 
income  tax  return  for  the  taxable  year  in  which  a  qualified  vehicle 
is  purchased.  A  person  who  holds  a  qualified  vehicle  on  January  1, 
1985,  will  be  treated  as  if  he  or  she  purchased  the  vehicle  on  De- 
cember 31,  1984.  In  the  case  of  a  person  exempt  from  income  tax, 
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but  subject  to  the  diesel  fuel  tax  on  fuel  used  in  vehicles  it  oper- 
ates, the  credit  will  be  effected  by  a  direct  claim  filed  with  the  In- 
ternal Revenue  Service,  pursuant  to  rules  established  for  such 
claims  by  the  IRS. 

In  the  case  of  a  qualified  vehicle  used  for  a  business  or  income- 
producing  purpose,  the  basis  of  the  vehicle  (and  the  limitation  on 
the  basis  of  luxury  automobiles,  as  provided  in  sec.  166  of  the  bill), 
will  be  reduced  by  the  amount  of  advance  repayment  provided  by 
the  bill  for  that  vehicle. 

Effective  Dates 

The  amendments  to  the  heavy  vehicle  use  tax  and  the  diesel  fuel 
tax  are  effective  on  July  1,  1984.  The  bill  retains  the  present  Octo- 
ber 1,  1988,  scheduled  termination  of  those  taxes. 

Revenue  Effect 

[In  millions  of  dollars] 

Fiscal  year 

1984  1985  1986  1987  1988  1989 


Highway  use 

tax   -240  -548  -616  -675  -581   

Diesel  fuel  tax..  86  502  635  645  695  45 

Net  effect...  -154  -46  19  -30  114  45 


VI.  BUDGET  EFFECTS  AND  VOTE  OF  THE  COMMITTEE 


A.  Committee  Estimates 

In  compliance  with  clause  7  of  Rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  the  following  statement  is  made  relative 
to  the  effect  on  the  budget  by  the  committee  amendment  to  H.R. 
4170,  as  reported  by  the  committee.  The  committee  agrees  with  the 
cost  estimate  regarding  the  spending  (outlay)  provisions  (included 
in  item  B.,  below)  prepared  by  the  Congressional  Budget  Office 
based  upon  their  most  recent  economic  projections. 

The  table  below  summarizes  the  budget  effects  of  the  tax  and 
other  provisions  in  the  bill  for  fiscal  years  1984-1989.  Separate  rev- 
enue or  budget  estimates  are  shown  in  the  text  (Part  V)  for  each 
title  of  the  bill.  Detailed  estimates  for  the  tax  provisions  are  shown 
in  Part  IV  (Revenue  Effects)  of  this  committee  explanation. 

Summary  Budget  Effects  of  H.R.  4170 

[In  millions  of  dollars] 


Fiscal  year 

Item   

1984        1985        1986        1987        1988  1989 


Revenue  effects  of  tax 
provisions  (titles  I- 

VIII  and  XII)   2,001       9,175      16,733      21,266      21,487  21,661 

Budget  outlays: 

Payments  of  excise  tax 
revenues  to  Puerto 
Rico  and  the  U.S. 

Virgin  Islands  (title  I)...  0       -149       -240       -260       -264  -264 

Social  security  disability 

provisions  (title  IX)   57  328         375         369         369  277 

Medicare  provisions 

(title  X)  1   -56       -448       -573       -717       -849  -997 

Trade  adjustment 
assistance  provisions 

(title  XI)   (2)  (2)  (2)  (2)  (2)   


Total  budget 

outlays  effects   0       -269       -438       -608       -744  -984 


1  The  savings  stated  for  this  title  assume  House  approval  of  a  separate  committee 
amendment  related  to  a  freeze  on  payment  for  physician  services  provided  to 
hospital  inpatients  and  with  a  requirement  for  mandatory  assignment  of  claims  for 
those  services. 

2  Less  than  $500,000. 

(1821) 


31-409  O  -  84  -   1 16  BK  1 


1822 


The  Office  of  the  Actuary,  Social  Security  Administration,  has 
also  estimated  the  impact  of  the  disability  amendments  to  Title  II 
of  the  Social  Security  Act  over  a  75-year  period.  Under  II-B  eco- 
nomic assumptions,  the  disability  trust  fund  remains  in  actuarial 
balance.(The  estimates  of  the  Office  of  the  Actuary  can  be  found 
below,  Item  C.) 


B.  Cost  Estimate  Prepared  by  the  Congressional  Budget  Office 


In  compliance  with  2(1)(3)(C)  of  rule  XI,  requiring  a  cost  estimate 
prepared  by  the  Congressional  Budget  Office,  the  following  report 
prepared  by  Congressional  Budget  Office  is  provided  concerning 
budget  outlay  effects  of  the  spending  provisions  of  the  bill.  A  letter 
concerning  revenue  effects  of  the  tax  provisions  is  for  the  coming. 

U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  B.C.,  March  5,  1984. 
Chairman,  Committee  on  Ways  and  Means,  House  of  Representa- 
tives, Washington,  D.C. 
Dear  Mr.  Chairman:  Pursuant  to  Section  403  of  the  Congres- 
sional Budget  Act  of  1974,  the  Congressional  Budget  Office  has  pre- 
pared the  attached  cost  estimate  for  Titles  I  (section  135),  IX,  X, 
and  XI  of  H.R.  4170,  The  Tax  Reform  Act  of  1984,  as  amended  and 
ordered  reported  by  the  House  Ways  and  Means  Committee  on 
March  1,  1984.  Titles  IX,  X,  XI,  and  Title  I  (section  135)  contain  the 
spending  provisions  in  H.R.  4170.  An  estimate  of  the  revenue  provi- 
sions in  Titles  I  through  VIII  is  being  provided  under  separate 
cover. 

Should  the  Committee  so  desire,  we  would  be  pleased  to  provide 
further  details  on  this  estimate. 
Sincerely, 

Rudolph  G.  Penner, 

Director. 

Congressional  Budget  Office  Cost  Estimate 

March  5,  1984. 

1.  Billing  number:  H.R.  4170. 

2.  Bill  title:  The  Tax  Reform  Act  of  1983. 

3.  Bill  status:  As  amended  and  ordered  reported  by  the  House 
Committee  on  Ways  and  Means,  March  1,  1984. 

4.  Bill  purpose:  To  provide  for  tax  reform,  and  for  other  purposes. 

5.  Estimated  cost  to  the  Federal  Government:  This  estimate  is 
only  for  the  spending  provisions  in  H.R.  4170  in  Titles  IX,  X,  XI, 
and  section  135  of  Title  I.  An  estimate  of  the  revenue  provisions,  in 
Titles  I  through  VIII  is  being  provided  under  separate  cover.  The 
section  below  shows  only  the  sections  that  have  a  budgetary 
impact. 
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[By  fiscal  year,  in  millions  of  dollars] 


1984 

1985 

1986 

1987 

1988 

1989 

Titlp  |  Sprtinn  In- 
line i   roci/UUii  100. 

Budget  suthority 

0 

—  149 

—  240 

—260 

—  264 

—  264 

Outlays  

0 

-149 

-240 

-260 

-264 

-264 

Title  IX 

Budget  authority  

10 

30 

14 

-17 

-35 

-73 

Outlays  

57 

328 

375 

369 

369 

277 

Title  X 

Budget  authority  

-170 

-487 

-614 

-758 

-897 

-1,052 

Outlays  

-57 

-448 

-573 

-717 

-849 

-997 

Title  XI 

Budget  authority/authorization  

(») 

I1) 

0 

0 

0 

0 

Outlays  

(*) 

(*) 

0 

0 

0 

0 

Total: 

Budget  authority/authorization  

-160 

-606 

-840 

-1,035 

-1,196 

-1,389 

Outlays  

0 

-269 

-438 

-608 

-744 

-984 

1  less  than  $500,000. 

Basis  of  Estimate:  A  May  1,  1984  enactment  date  has  been  as- 
sumed for  sections  where  an  effective  date  has  not  been  included  in 
H.R.  4170.  Title  I  (section  135)  would  alter  payments  of  excise  tax 
revenues  to  Puerto  Rico  and  the  U.S.  Virgin  Islands. 

The  Title  IX  proposals  that  affect  the  Disability  Insurance  pro- 
grams are  shown  below.  Included  on  this  table  are  the  impacts  of 
the  Disability  Insurance  proposals  on  the  Medicare,  Medicaid,  and 
Supplemental  Security  Income  programs. 


TITLE  IX 

[Outlays,  by  fiscal  year,  in  millions  of  dollars] 


1984 

1985 

1986 

1987 

1988 

1989 

Termination  of  benefits  based  on  medical  improvement: 

Dl  

22 

86 

123 

130 

136 

133 

HI  and  SMI  

4 

25 

35 

40 

40 

40 

Medicaid  

(l) 

3 

4 

4 

4 

4 

SSI  

1 

3 

4 

4 

4 

4 

Multiple  impairments: 

Dl  

(*) 

4 

7 

11 

13 

15 

HI  and  SMI  

(*) 

i1) 

1 

2 

2 

Medicaid  

1 

1 

1 

1 

SSI  

n 

i 

2 

2 

3 

3 

Face-to-face  evidentiary  hearings  for  reviews:  Dl  

0 

ii 

11 

8 

6 

5 

Continued  payment  during  appeal: 

Dl  

25 

149 

134 

114 

107 

31 

HI  and  SMI  

3 

48 

50 

40 

30 

10 

Medical  personnel  qualifications: 

di  :  

to 

7 

14 

23 

25 

27 

HI  and  SMI  

V) 

t1) 

1 

2 

5 

7 

Medicaid  

1 

2 

3 

4 

SSI  

2 

3 

5 

6 

7 

Compliance  with  court  orders:  

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

Vocational  rehabilitation: 

Dl  

2 

4 

7 

8 

8 

HI  and  SMI  

(*) 

(*) 

i1) 

(*) 

(>) 

SSI  

(*) 

(x) 

I1) 

(>) 

Extension  of  sections  1619a  and  1619b: 

Medicaid  

3 

7 

5 

0 

0 

0 

SSI  

(*) 

1 

1 

0 

0 

0 
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TITLE  IX— Continued 

[Outlays,  by  fiscal  year,  in  millions  of  dollars] 

1984         1985         1986         1987         1988  1989 

Total  costs  or  savings: 

Budget  authority   10         30         14       -17       -35  -73 

Estimated  outlays( 3 )   57         328         375        369         369  277 

1  Less  than  $500,000. 

2  The  costs  of  this  provision  cannot  be  estimated  because  they  depend  on  future  court  decisions. 

3  The  details  do  not  add  to  the  totals  due  to  interaction  between  provisions. 

The  following  table  shows  the  Title  X  proposals  that  affect  the 
Medicare  program.  The  table  also  includes  the  impact  of  the  Medi- 
care proposals  on  the  Medicaid  program. 

TITLE  X 

[Outlays,  by  fiscal  year,  in  millions  of  dollars] 

1984  1985  1986  1987  1988  1989 

Medicare  (Function  570): 

Clinical  labs                                        -40  -250  -315  -390  -450  -530 

Hepatitis  B  vaccine                                     3  -1  -2  -2  -4  -4 

Limitation  on  certain  foot  care                         -4  -11  -11  -12  -13  -14 

Physician  fee  freeze                                 -15  -250  -300  -360  -420  -480 

Hospital  area  wage  index   (x)  (J)  (*)  (J) 

Delay  single  rate  for  SNFS                              10  20   

Impact  of  medicare  changes  on  premiums   89  109  111  113  116 

Medicaid  (Function  550): 

Impact  of  medicare  changes  on  medicaid               -11  -45  -54  -64  -75  -85 

Total: 

Budget  authority                            -170  -487  -614  -758  -897  -1,052 

Outlays                                      -57  -448  -573  -717  -849  -997 

1  This  proposal  may  have  a  budget  impact  in  1986  and  in  future  years  as  the  budget  neutrality  provision  will  no  longer  be  in  effect. 

The  Title  XI  proposals  that  affect  Trade  Adjustment  Assistance 
are  shown  below. 


TITLE  XI 

[Outlays,  by  fiscal  year,  in  millions  of  dollars] 

1984  1985  1986  1987  1988 


Trade  adjustment  assistance  (Functions  370,  500,  and  600): 

Limitations  on  trade  adjustment  allowances  (sec.  1101)   {l)  (*)   

Job  search  and  relocation  allowances  (sec.  1102)   i1)  j1)   

Assistance  to  industry  (sec.  1103)  

Total: 

Required  budget  authority/authorization  level   ( 1 )         ( 1 )   

Estimated  outlays   j1)  j1)   

1  Less  than  $500,000. 

6.  Estimated  cost  to  State  and  local  governments:  The  provisions 
in  Title  IX  of  this  bill  that  affect  SSI  would  increase  expenditures 
of  state  and  local  governments.  Their  estimated  net  impact  on  state 
and  local  expenditures  is  less  than  $15  million  a  year. 

The  changes  in  SSI  would  increase  state  and  local  government 
costs  because  virtually  all  states  supplement  federal  SSI  benefits. 
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By  making  more  persons  eligible  for  SSI  benefits,  state  costs  would 
increase.  States  are  also  affected  by  the  added  outlays  in  Medicaid 
because  states  finance  a  portion  of  the  program.  The  current  state 
financing  share  is  46  percent. 

There  could  be  come  offsets  to  these  added  SSI  and  Medicaid 
costs  to  the  extent  that  persons  made  eligible  for  SSI  by  the  bill 
might  otherwise  be  eligible  for  general  assistance  or  health  care  fi- 
nanced fully  by  states  and  localities.  These  potential  offsets  are  not 
included  in  the  cost  estimate. 

Several  of  the  changes  in  Title  X  to  Medicare  would  affect  Medic- 
aid spending  since  about  15  percent  of  those  covered  by  Medicare 
are  also  covered  by  Medicaid.  Changes  in  estimated  state  and  local 
Medicaid  spending  are  shown  below. 

[By  fiscal  year,  in  millions  of  dollars] 

1984         1985         1986         1987         1988  1989 


Estimated  changes  in  State  and  local  spending  in 
medicaid   -10       -30       -35       -45       -55  -65 


The  clinical  lab  and  physician  fee  freeze  proposals  would  reduce 
Medicare  expenditures  to  providers  and  save  money  in  both  the 
Medicare  and  Medicaid  programs.  The  increase  in  Part  B  premi- 
ums would  result  in  an  increase  in  Medicaid  expenditures  to  those 
states  that  buy  into  the  Medicare  program. 

7.  Estimate  comparison:  None. 

8.  Previous  CBO  estimate:  On  October  31,  1983,  CBO  provided  an 
estimate  of  H.R.  4170,  as  ordered  reported  by  the  House  Ways  and 
Means  Committee  on  October  19,  1983.  This  estimate  is  updated  for 
recent  Committee  action  and  for  later  effective  dates. 

9.  Estimate  prepared  by:  Diane  Burnside,  Hinda  Ripps  Chaikind, 
Stephen  Chaikind,  Richard  Hendrix,  Kelly  Lukins,  Janice  Peskin, 
and  Jack  Rodger s. 

10.  Estimate  approved  by:  C.  G.  Nuckols  for  James  L.  Blum,  As- 
sistant Director  for  Budget  Analysis. 


C.  Administration  Estimate  of  Financial  Impact  of  Title  IX 


The  following  tables,  prepared  by  the  Office  of  the  Actuary, 
Social  Security  Administration,  and  the  Department  of  Health  and 
Human  Services  summarize  the  estimated  long-range  and  short- 
range  financial  impact  of  Title  IX  of  the  bill. 

Estimated  Cost  of  the  Social  Security  Disability  Provisions,  Fiscal 

Years  1984-88 

[In  millions] 

Fiscal  year—  T  t  . 

Provision   1Q84  es 

1984        1985        1986        1987  1988 


OASDI  benefit 


payments  

$60 

$390 

$580 

$650 

$730 

$2,410 

OASDI 

administrative 

expenses  

25 

105 

130 

126 

131 

517 

Medicare  

25 

45 

65 

80 

95 

310 

Medicaid  

13 

21 

21 

15 

20 

90 

SSI  

3 

2 

9 

19 

23 

50 

Total  

120 

563 

805 

890 

999 

3,377 

Note. — These  estimates  were  made  by  the  Office  of  the  Actuary,  Social  Security 
Administration,  based  on  the  alternative  II-B  assumptions  of  the  1983  Trustees' 
Reports  as  revised  in  November  1983. 

Source:  Social  Security  Administration,  Office  of  the  Actuary,  January  1984. 
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Estimated  Long-Range  Financial  Impact  of  the  Social  Security 
Disability  Provisions 


Change  in 
long-range 
OASDI 

Bill  Pvrwici™  actuarial 

section  rrovision  balance  (as 

percent  of 
taxable 
payroll) 


901.  Standard  of  review  for  terminations  of  dis- 

ability benefits   i1) 

902.  Study  concerning  evaluation  of  pain   C1) 

903.  Guidelines  for  disability  determinations: 

Multiple  impairments   ( 1 ) 

Noncompetitive  work   C1) 

Work  evaluation  in  mental  impairment 
cases  2   (*) 

904.  Moratorium  and  revised  criteria  for  mental 

impairment  cases   (3) 

905.  Review  procedure  governing  disability  deter- 

minations affecting  continued  entitlement 
to  disability  benefits;  demonstration  proj- 
ects relating  to  review  of  denials  of  disabil- 
ity benefit  applications   i1) 

906.  Continuation  of  benefits  through  ALJ  deci- 

sions  —0.01 

907.  Qualifications  of  medical  professional  evalu- 

ating mental  impairments   ( 1 ) 

908.  Regulatory  standards  for  consultative  exami- 

nations  C1) 

909.  Administrative  procedure  and  uniform  stand- 

ards   (*) 

910.  Compliance  with  certain  court  orders   C1) 

911.  Revision  of  vocational  rehabilitation  criteria....  C1) 

912.  Advisory  Council  on  Medical  Aspects  of  Dis- 

ability   C1) 

913.  Qualifying  experience  for  appointment  of  cer- 

tain staff  attorneys  to  ALJ  positions   (*) 

Total4   -0.02 


1  Change  in  long-range  OASDI  actuarial  balance  is  less  than  0.005  percent  of 
taxable  payroll. 

2  Report  language  urges  full  "work  evaluation"  by  a  vocational  expert  in 
"borderline"  mental  impairment  cases. 

3  The  financial  effect  of  this  provision  is  attributed  to  the  Secretary's  initiative 
of  June  7,  1983  for  revising  the  criteria  for  evaluating  mental  impairment  cases. 
Illustrative  estimates  of  the  change  in  the  long-range  OASDI  actuarial  balance  for 
this  revision  are  -0.03,  -0.07,  and  —0.15  percent  of  taxable  payroll  based  on  the 
assumption  that  10  percent,  25  percent  of  50  percent  of  current  mental  impairment 
denials  would  be  allowed  (slightly  higher  percentages  are  assumed  for  current  CDI 
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terminations).  At  this  time  it  is  not  known  what  provisions  would  be  made  to  these 
criteria. 

4  Total  includes  the  effect  of  interaction  among  sections. 

Note. — The  estimates  in  this  table  are  based  on  the  alternative  II-B  assumptions 
of  the  1983  Trustees  Report. 

Source:  Social  Security  Administration,  Office  of  the  Actuary,  Sept.  19,  1983. 


D.  Vote  of  the  Committee 

In  compliance  with  clause  2(1)(2)(B)  of  Rule  XI  of  the  House  of 
Representatives,  the  following  statement  is  made  about  the  vote  of 
the  committee  on  the  motion  to  report  the  committee  amendment 
to  H.R.  4170.  The  committee  amendment,  to  be  offered  as  a  substi- 
tute for  the  previously  reported  H.R.  4170,  was  ordered  favorably 
reported  by  voice  vote. 


VII.  OTHER  MATTERS  TO  BE  DISCUSSED  UNDER  HOUSE 

RULES 


In  compliance  with  clause  3(1)(3)  and  2(1)(4)  of  Rule  XI  of  the 
Rules  of  the  House  of  Representatives,  the  following  statements  are 
made  with  respect  to  the  committee  action  on  the  committee 
amendment  to  H.R.  4170,  as  reported. 

Oversight  Findings 

With  respect  to  subdivision  (A)  of  clause  2(1)(3)  (relating  to  over- 
sight findings),  the  committee  advises  that  it  was  as  a  result  of  the 
committee's  oversight  responsibilities  with  respect  to  the  Internal 
Revenue  Code  that  caused  it  to  conduct  public  hearings  and  assess 
the  need  for  legislation  in  several  areas  of  the  tax  law.  In  addition, 
continuing  concern  with  cost  control  in  the  medicare  program  and 
administrative  difficulties  in  defining  and  determining  medical  dis- 
ability require  constant  revaluations  of  programs,  their  constituent 
elements  and  their  administration.  The  committee  also  determined 
that  there  is  a  need  to  amend  the  trade  adjustment  assistance  pro- 
visions. 

Details  on  the  committee  and  subcommittee  hearing  and  markup 
consideration  of  the  various  titles  of  the  bill  are  contained  in  Part  I 
(Legislative  Background)  of  this  report.  Following  is  a  brief  sum- 
mary of  the  purposes  of  each  of  the  12  titles  in  the  committee  bill. 

Nine  titles  of  the  bill  relate  to  the  Internal  Revenue  Code.  Title  I 
generally  freezes  in  the  form  they  are  in  present  law  a  number  of 
tax  provisions  that  would  produce  revenue  reductions  during  the 
next  5  years.  Because  of  the  projected  budgetary  deficit  situation  in 
the  current  and  next  several  fiscal  years,  the  committee  decided 
that  the  several  selective  revenue  reductions  should  be  deferred 
until  the  Federal  Government's  fiscal  policy  can  be  less  restrictive. 
This  title  also  incorporates  many  general  tax  reforms  that  will  re- 
strict or  eliminate  many  abusive  tax  practices.  Title  I  also  deals 
with  leasing,  sale-leaseback,  and  analogous  financial  arrangements 
between  the  private  business  sector  and  tax-exempt  public  and  pri- 
vate organizations  with  respect  to  real  and  personal  property.  The 
activities  that  have  attracted  attention  involved  little  or  no  eco- 
nomic substance  and  were  motivated  primarily  by  profitable  finan- 
cial manipulations  to  make  available  to  tax-exempt  entities  some  of 
the  tax  benefits  ordinarily  available  to  private  profit-seeking  orga- 
nizations. The  committee  was  lead  by  the  evidence  presented  in 
public  hearings  to  the  conclusion  that  legislation  was  necessary  to 
preclude  further  nonsubstantive  extensions  of  tax  incentives 
beyond  the  intended  beneficiaries. 

Title  II  (Life  Insurance  Tax  Provisions)  responds  to  the  mandate 
in  TEFRA  to  provide  permanent  solutions  to  problems  in  the  tax 
treatment  of  the  life  insurance  industry  that  were  given  temporary 
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adjustments  last  year.  Title  III  (Revision  of  Private  Foundation 
Provisions)  makes  further  adjustments  in  the  law  regulating  chari- 
table contributions  and  private  foundations,  and  the  relationships 
between  private  foundation  and  contributors.  In  addition,  the 
excise  tax  on  private  foundation  investment  income  is  reduced  in 
certain  circumstances.  These  are  changes  made  as  part  of  the  con- 
tinuing committee  oversight  in  this  area,  including  hearings  and 
report  by  the  Subcommittee  on  Oversight. 

In  Title  IV  (Tax  Simplification  Provisions),  the  income  tax  rules 
in  many  areas  were  modified  in  ways  to  simplify  taxpayer  compli- 
ance and  administration  without  at  the  same  time  making  substan- 
tive changes  in  the  underlying  policy  in  these  areas.  This  included 
revisions  of  estimated  tax  payment  provisions,  domestic  relations 
provisions,  a  reordering  and  rationalization  of  the  various  income 
tax  credits,  and  other  improvements  in  the  tax  law. 

For  the  past  5  years,  there  has  been  a  moratorium  on  the  issu- 
ance by  the  Treasury  Department  of  regulations  that  relate  to  the 
income  tax  treatment  of  nonstatutory  fringe  benefits.  In  Title  V  of 
the  bill  (Fringe  Benefits  Provisions),  the  committee  has  provided 
specific  statutory  authority  with  regard  to  many  of  these  benefits, 
and  in  the  Code  provisions  rules  are  established  to  determine  the 
degree  of  exclusion  from  gross  income. 

Title  VI  (Technical  Corrections  Provisions)  contains  necessary 
technical,  clerical,  conforming  and  clarifying  amendments  to  provi- 
sions enacted  in  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982,  the  Subchapter  S  Revision  Act  of  1982,  the  Highway  Revenue 
Act  of  1982,  the  Social  Security  Amendments  of  1983,  and  other  re- 
cently enacted  tax  legislation. 

Title  VII  (Tax-Exempt  Bond  Provisions)  involves  matters  of 
urgent  concern  to  Federal,  State  and  local  governments  and  many 
parts  of  the  nongovernment  community.  The  authority  to  issue 
qualified  mortgage  subsidy  bonds  expired  at  the  end  of  1983,  and 
the  committee  had  to  act  on  the  subject  unless  it  intended  to 
permit  the  authority  to  expire  permanently.  In  addition,  the  con- 
tinuing expansion  in  the  flow  of  private  purpose  tax-exempt  reve- 
nue bonds  has  affected  the  structure  and  volume  of  activity  in  the 
tax-exempt  bond  market  and  has  raised  again  the  question  about 
where  to  place  limits  on  the  issuance  of  private  purpose  tax-exempt 
revenue  bonds. 

Miscellaneous  adjustments  to  tax  provisions  that  did  not  fit  into 
the  other  titles  are  in  Title  VIII  of  the  bill. 

In  Title  XII,  the  committee  bill  revises  the  Highway  Revenue  Act 
of  1982  by  changing  the  manner  in  which  heavy  trucks  and  trailers 
are  taxed.  The  heavy  vehicle  use  tax  is  restructured  to  reduce  the 
tax  while  at  the  same  time  increasing  the  tax  on  diesel  fuel  used 
by  trucks  to  make  the  highway  excise  tax  burden  on  trucks  more 
commensurate  with  their  actual  miles  on  the  highways.  The 
change  in  taxes  is  revenue  neutral  in  that  the  projected  revenues 
into  the  Highway  Trust  Fund  will  neither  increase  nor  decrease 
over  the  revenues  projected  in  the  Highway  Revenue  Act  of  1982. 

Eligibility  for  disability  benefits  under  the  social  security  pro- 
gram is  dealt  with  in  Title  IX  (Social  Security  Disability  Benefits 
Reform  Act).  Since  there  has  been  considerable  controversy  recent- 
ly about  the  standards  for  determination  of  eligibility  for  disability 
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benefits,  the  committee  undertook  a  substantive  overhaul  of  the 
provisions. 

Title  X  contains  amendments  to  the  laws  regarding  certain 
health  care  costs  under  the  medicare  program.  Finally,  title  XI 
contains  three  amendments  to  the  Trade  Adjustment  Assistance 
Programs,  which  recently  was  reauthorized,  that  will  improve  the 
efficiency  of  the  program  in  realizing  the  intended  objectives. 

New  Budget  Authority  and  Outlays 

With  respect  to  subdivision  (B)  of  clause  2(1)(3),  after  consultation 
with  the  Director  of  the  Congressional  Budget  Office,  the  commit- 
tee states  that  the  changes  made  to  existing  law  by  this  bill  affect 
new  budget  authority  and  outlays  as  described  above  in  part  VI  of 
this  report. 

Tax  Expenditures 

With  respect  to  subdivision  (B)  of  clause  2(1)(3),  after  consultation 
with  the  Director  of  the  Congressional  Budget  Office,  the  commit- 
tee states  that  the  changes  made  to  existing  tax  law  by  this  bill  in- 
volve the  following  changes  in  tax  expenditures. 

The  overall  thrust  of  the  tax  provisions  is  to  reduce  the  amount 
of  revenue  that  is  not  collected  because  of  tax  expenditure  provi- 
sions. Tables  in  the  part  of  this  report  on  overall  revenue  effects 
(Part  IV.,  above)  present  detailed  estimates  of  revenue  effects  of 
the  changes  in  tax  expenditures  and  other  tax  provisions.  The  life 
insurance  tax  provisions  (Title  II)  involve  a  net  loss  in  revenue  in 
each  year  of  the  6-year  period.  The  provision  for  nondeductible 
IRAs  (in  Title  II)  is  a  new  tax  expenditure  through  the  tax  deferral 
on  the  interest  earnings  of  the  deposits.  The  life  insurance  provi- 
sions restructure  the  tax  provisions  affecting  the  industry,  and 
from  the  perspective  of  tax  expenditures,  the  bill  exchanges  a 
larger  number  of  tax  expenditures  for  a  smaller  number. 

The  titles  relating  to  private  foundations,  simplification  provi- 
sions and  technical  corrections  tend  to  be  administrative  in  charac- 
ter and  negligible  as  far  as  net  revenue  impact,  even  if  a  tax  ex- 
penditure is  added  or  expanded.  The  fringe  benefit  provisions  (Title 
V)  formally  increase  tax  expenditures  because  they  codify  adminis- 
trative practices  which  have  excluded  these  income-in-kind  pay- 
ments from  gross  income.  However,  the  bill  generally  reduces  tax 
expenditures  because  it  leaves  unchanged  or  reduces  the  scope  of 
fringe  benefits  in  present  statutory  and  administrative  tax  provi- 
sions. 

Changes  in  the  law  relating  to  tax-exempt  bonds  (Title  VII)  will 
bring  about  a  reduction  in  the  revenue  loss  from  some  industrial 
revenue  bonds  as  the  volume  limitations  will  reduce  the  growth  in 
issuance  of  IDBs.  The  5-year  extension  and  revision  of  the  mort- 
gage subsidy  bond  provisions  will  involve  increased  tax  expendi- 
tures of  $4.0  billion  over  the  6-year  (1984-1989),  but  the  revisions  of 
the  other  IDB  provisions  will  reduce  the  revenue  loss  from  the 
other  tax  expenditures.  The  net  effect  of  the  title  VII  tax-exempt 
bond  changes  will  be  to  increase  overall  tax  expenditures  by  $1.4 
billion  over  the  6-year  period. 
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The  provisions  in  title  VIII  (miscellaneous  tax  provisions)  will  in- 
volve some  increases  and  decreases  in  tax  expenditures;  the 
amounts  are  shown  in  Part  IV  of  the  report. 

Consultation  with  Congressional  Budget  Officials  on  Budget 

Estimates 

With  respect  to  subdivision  (C)  of  clause  2(1)(3),  the  committee  ad- 
vises that  the  Director  of  the  Congressional  Budget  Office  has  ex- 
amined the  committee's  revenue  estimates  (as  indicated  in  Part  IV 
of  this  report)  and  submitted  the  following  statement: 

(TO  BE  SUPPLIED) 

Oversight  by  Committee  on  Government  Operations 

With  respect  to  subdivision  (D)  of  2(1)(3),  the  committee  advises 
that  no  oversight  findings  or  recommendations  have  been  submit- 
ted to  the  committee  by  the  Committee  on  Government  Operations 
regarding  the  subject  matter  of  this  bill. 

Inflationary  Impact 

In  compliance  with  clause  2(1)(4),  the  committee  states  that  the 
enactment  of  this  bill  is  expected  to  contribute  to  a  modest  de- 
crease in  inflationary  pressures  in  the  future  by  raising  revenues 
(an  estimated  $49.2  billion  over  the  4-year  period,  fiscal  years  1984- 
1987),  which  reduce  the  projected  budget  deficit  and  the  consequent 
need  of  the  Federal  Government  to  borrow  money  in  competition 
with  the  private  sector.  Further  inflationary  restraints  will  develop 
from  the  restriction  on  private  purpose  tax-exempt  bonds  because 
the  businesses  affected  by  the  amendments  will  be  required  to  com- 
pete for  funds  at  the  higher  rates  in  the  taxable  money  market. 
The  restraints  on  public  property  leasing  and  tax-shelter  and  other 
tax  reforms  in  Title  I  will  redirect  the  use  of  otherwise  investable 
funds  to  substantive  economic  projects  that  provide  prospective 
profit-making  opportunities  that  will  increase  both  production  and 
productivity.  The  tax  freeze  provisions  in  Title  I  will  reduce  poten- 
tial budget  deficits  by  avoiding  tax  reductions  in  the  next  several 
fiscal  years. 
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